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Abstract

Tosolvency practice involves a balance between adherence to rules of ethical con-
duct and the avoidance of conflicts of interest, and the need to find cost effective
methods of debt collection or restructuring under the statutory regime. Potential
confiicts of inderest are inherent in the multiple roles granded o such professionals
under the insolvency system, whether the financial distress is personal or commer-
cial. "This article b(OE"la to explore whether or not these confiicts serve as barriers
to the effective adnunistration of the insolvency and bankruptey system. It also
examines whether oversight of professional ethics and avoidance of conflicts 5 a
matter for legistative intervention or best left to the profession, including temiporal
and materiality issues in disclosure of potential conflicts, and accountability to sta-
teholders through the appointment process. The key issue is how one manages
thoge conflicts while maiotaioing the integrity of the systea. Gopyright ©

JohnWiley & Sons, Lid.

I. introduction

For almost a century, Ganadian insolvency professionals have enjoyed relatively
high confidence of creditors and legislators in their gndtiple and diverse roles in
the insolvency and bankruptey systemi. They draw thetr authority from the Bank-
ruptey and Insolvency Act { BIA ) and the Companies’ Creditors Arrangement Act (CCAA ),
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the two principal statutes that govern insolvency and bankruptey law in Canada.
Insolvency practice involves a balance between adherence to rules of ethical con-
duct and the avoidance of conflicts of interest, and the need to find cost effective
methods of debt collection or restructuring under the statutory regime.

I the past two years, in both commercial insolvency and personal insolvency,
trustees, monttors, receivers, accountants and other insolvency professionals have
itnessed a shight decline in the publics confidence in their professionalisin
Sparked primarily by the corporate failures in the United States (US) and conse~
quent regrudatory action, Canada has not expertenced the same type of scandal or
accounting failures, vet it faces the same challenges regarding the public’s concern
about independence. Several poblicly profiled events have also contributed to an
overall perception of the accounting and insolvency profession, including a bank-
ruptey trustee in Québec charged with fraud, alleged to have taken $1.25 nullion
from trust accounts over the past 11 years” Arthur Andersen LLP was fined
$500,000 for obstruction of justice in the Hnron case when it shredded documents
relevant to the US Securities and Exchange Commigsion (SEC) investigation of
Enron, seitling the first sharebolder suit for $40 million; its global accounting
ernpire of 85000 emplovees, including its Canadian operation, dissolving in the
wake of the scandal.” There are also perception problems in terms of marketing
and accountability. For example, fidl-page commercial ads and television ads repre-
sent the bankrupicy trustee as an advocate for the debtor, instead of making clear
that the trustee’s obligation as an officer of the court is to ensure that the objectives
of the 814 are met, including balancing the interests of creditors in maximising
recovery and protecting the rights of the debtor in the rehabilitation process.”

These few ezanmples represent substantive issues facing insolvency professionals
in terms of ethics and perceived or actual conthicts of interest. They are also ithustra-
tive of 1ssues of public perception of the role of insolvency professionals. Two types
of contlicts can arise, the first 1s where the insclvency professional has a direct con-
flict of interest, in that accounting fees may be owed or there mnay have been a pro-
fessional or personal relationship with the debtor that gives rise to a conffict.” The
second type of conflict arises where the professional is performing multiple roles in

i jencyAct, R.8.C. 1985, ¢. B-3, as
amended (heretnafter B/4) and the Compames’ Cred-
ttors Arrangement Act, RS.LC. 1985, ¢ {36, as
amended (hereinafter COAA).

2. “Bankruptcy Trustee Charged with Fraud”,
Monireal Gazette (9 December 2003).

the tnterests of the debtor; see for example, section
68 requiring the trustee to take into constderation
the family situation of the bankrupt in determining
earnings contributions; section |70 and 170.] where
the trustes prepares its report and recommendation
on the discharge process and the Part I proposal

3. “Andersen Fined $560,000 for Obstruction of
Justice in Enron case™, NewsMax.com Wires (17
Getober 20062); Mary Flood, “Andersen Branches
to Ssttle for $40 Million”, Houston Chronicle (24
July 2003). While not all trustees are accountants,
the public frequently views them as the same pro-
fessionals and hence any problems or wisconduct
can add to the overall public perception.

4. While the traditional view is that trustees are
acting in the interesis of creditors, there 1§ indica-
tion in the B4 that the trustee must also counsider

provisions, tn which the trustes is to assist the
debtor in devising a proposal.

5. Rule 4 of the Rules of Professional Conduct of
the Canadian Association of Insolvency and Re-
structuring Professionals (CATRP) specifies that a
member, when engaged in an assignment, shall be
free of any tnfluence, interest or relationship that
impaits professional judgment or objectivity or
which, in the view of a reasonable and informed
observer, has that effect, http://www.cip.ca/english/
aboutctpa/pornles. htral,
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one iosolvency proceeding, such as privately-appointed recetver and court-
appointed trustee. While the statutory scheme contemplates the multiple roles,
there ave frequently tssues regarding what constitutes ethical practice, how conflicts
are to be reduced as much as possible, how one creates transparency in respect of
confiicts or perceived conflicts, and how one ensures a level of accountalnlity that
promotes ethical conduct in the profession.

{n November 2003, the Canadian Standing Senate Conuuittee oo Banking,
Trade and Commerce recommended that the 844 and CUAA be reviewed in order
to dentify and elinnnate opportanities for insolvency practitioners o bave real or
perceived conflicts of interest, including calling for enhanced federal guidelines on
professional conduct, conflicts of interest and disclosure of business and legal rela-
tionships with the debtor. It also recommended thart the auditor of the debtor conw
pany should not be permitted to be monitor ina 044 proceeding and that in the
e‘ve*it of a failed GCAA process, the monitor should not be permitted to become the
trustee or a receiver for a secured creditor. The Senate Compuittee reconunenda-
tions raise the question of whether there is a problem with professional ethics and
contlicts of interest such that the government needs to legislate further in personal
and commercial insolvenicy, Do the multiple roles of bankruptey trustees create
E"i%u“l’ﬂ(}ll‘l{&h!t conflicts in consumer bank mpta v? V\ould a prohlbmon on

e

vori\otsts;

New rules under the Sarbanes-Oxley Act in the US have also created fresh chal-
lenges and Hability risks for accounting firms. These risks are both interms of per-
ceptions of independence and the risk of violating new independence rules within
the mearing of recent US statutory requireroents. For cxample, Pricewaterhouse-
Cioopers LLE (PWQ) resigned as one of the auditors of Royal Bank of Canada
{(RBQ) because it may bave condravened new US rides by taking on an RBU unit
as a client for nonaudit services® It had to forgo millions in audit work from
$200000 in non-audit services performed.”

This article reviews some of these questions and 1s aimed at encouraging a con-
versation among scholars and practitioners regarding ethics and conflicts in insol-
vency practice. While “ethics” is a broad sulsject, for the purposes of this paper
ethics 1s defined as a set of moral principles or values and a guiding philosophy
or principles of conduct governing an individual or a professional group” For
Canadian insolvency professionals, the guiding philosophy is in part governed by
a statutory and professional standard of care. The standard of care for trustees and
recetvers 18 to act with integrity and within the law at all times, to act ilonmfly and
int good farth in dealings with dﬂ parites, and to deal with the estate assets in g com-
mercially reasonable manner” A framework for a code of ethics for trustees

6. “PWC resigns as RBC Auditor” The Globe and  nary&va = ethics.

Mail (23 September 2003). 9. Section 13.5, Bi4; CAIRP Standards of Profes-
7. Ibid. sional Practice and Rules of Professional Conduct,
4. Merriam-Webster Online Dictionary. httpe//  bitp://www.cairp.ca.

www, m-w.com/cgi-bin/dictionary?book = Dictio-
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was enacted as part of the Bankruptey and Insolve ney General Rules, which applies to all
hicensed trustees in Canada whenever an estate is administered by a trustee pur-

suant to provisions of the B4, The regulations specify that every trustee shall

matntain the high standards of ethics that are central to the maintenance of public
trust and confidence in the administration of the BI4." Trustees are w perform
their duties in a timely manner, with competence, honesty, integrity and due care;
are to act in an honest and impartial manner, providing foll and accurate disclosure
of information as required by the B/4; and are to avoid any influence, interest or
relationship that 1ropairs, or appears in the opirdon of an informed person to
impair, their professional judgment.” There are no express ethical standards set
out inthe CCAA n teros of conduct of moritors, however, many mondtors are roerp-
bers of accounting andjor professional associations.”” The Canadian Association of
Insolvency and Restructuring Professionals (CAIRTE) Rules of Professional Con-
duct for insolvency professionals specify that members are to perform services
with integrity and care, free of influence and interest.” Clanadian insolvency profes-
sionals are also governed by professional codes of ethics, through their accounting
and insolvency professional associations. However, ethics is arguably broader than
a statutory standard of care, it speaks to the principles or vahues that drive the pro-
fessional’s conduct, particularly i situations where there is a potential conflict of
interest. There is also some indication that professionals are guided by their own
behavioural and cultural norms, both in perceiving conflicts and in responding to
them. Hence if their cultural norms reflect moral values such as inwegrity, good
taith and avoidance of conflicts, this is likely to be reflected in their professional
praciice.

How the insolvency conununity collectively deals with conflicts of interest roay
influence daily practice and long-term planning for the profession. This paper can-
vasses some of the issues facing insolvency praciitioners, both in perceived and
actual contlicts of interest. It touches on aspects of both commercial and personal
\Co"mmru insolvency and bankruptey. At the heart of real or perceived conflict
issues 1s often the need for the debtor to resolve his, her or its financial distress.
Given that resources are limited, frequently a single insolvency practitioner appears
the most economically efficient strategy for dealing with a single or muliple

creditors.” The costs of insolvency professionals are significant because of the
manmai distress of the debtor, whether the insolvency or bankruptey s personal

cotions 34 to 83, Rankrupicy and nsolvency General 13, A current issue is whether theve should be a
Rules, C.RAC. 1978, ¢. 368, DORS/SOR/98-240.  requirement that momnitors are licensed trustees, in
Frevicusly, this was covered by Rules 54.3-54.49,  order to bring the monitor within the purview of
DORS/SOR,")S-%}, enacted bv P.C. 1995-1607,  these professional organisations and the 8/4 statu-
C.znada Gazette, Fart 1L, Qctober 18, 1995 at 2761 tory standards.

2766, '3mvm‘mg the Bonkiuptey omd Insoloency Bules, '4 Rales 2 and 4, supra, note 6.

( R.C. 1978, ¢ 368, which was subsequently re- . As discussed bmr)w theve 18 a hive issue as to
placed by sectims 3410 53. whether two or more insolvency professionals
il. Section 34, ihid. would be more effective than one, particularly in
12, Sections 36, 39 and 44, thid, commercial insolvency.
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or comunercial. To the personal insolvency context, the trustee in bankruptey or
proposal trustee is to consider the interests of the creditors generally and this may
not always be clear to the debtor, In the commercial insolvency cordext, a single
trustee, Mmonifor or receiver can prove an optimal strategy, particularly where
there is a successfud going forward plan devised. However, numerous conflicts can
arise at multiple stages of the process, requiring ethical responses. This article
breging to explore whether or not these conflicts serve as barriers to the effective
admimistration of the insolvency and bankruptey system.

Part H briefly cxamines the recomunendations of the Standing Scpate Conmnit-
tee on Banking Trade and Commerce that touch on the role of insolvency profes-
stonals in Capada. Part Hf examines the rvofe of professionals in commercial
insolvencies, including the ongoing debate regarding whether the auditor can or
should be the monstor in a £04 4 proceeding. Drrawing on the exarople of the treat-
ment of trustees under the B/4, the artcle suggests that not enough attention has
been focused on the harm sought 1o be remedied in thinking about this question.
Part IV then turns to issues arising in personal bankruptey, exploring a host of con-
flicts concerns that range from advertising norms to fundamental questions for the
profession. Part V examines some of the recent regulatory changes in the US in

terms of the accounting profession and discusses the potential iropact on the

£

accounting profession in Canada. The article is intended to spark discussion, as
opposed to generating defindtive answers to these challenges.

1. The Recommendations of the Senate Gommilise

The Canadian Standing Senate Cornouttee on Banking, Trade and Comroerce

issued its report on reform of the 574 and the CUAA in late 2003 after months of
public hearings and deliberations. The Senate Coroouttee made a series of recorn-
mendations regarding the role of monitors, trustees and other insolvency profes-
sionals. ¥t is belpful to start with these recommendations as they are Hiely to
frame the debate regarding professional ethics in the next round of legislative
reform expected 1o late 2004 or carly 2005, In partcouar, the Senate Committee
focused on the conflicts 1ssue that may arise because of the multiple roles of insol-
vency professionals, It reported that

The Conunittee (s firmly of the opinion that roles and responsibilities that would
create conflicts of interest——whether real or percetved-—for trustees, monitors
or other insolvency practitioners nust be avoided. {f other stakeholders perceive
these individuals to be in a position of conflict, then their faith in the integriey of
our insolvency systeo and their seose of fairpess in the process are reduced.

16, Debt
Bankrugicy ond Insolyency Avt and Comparies’ g
Arrangement Act, Beport of the Standing Senate

| Creditors Sharing the Burden: A Reni Committee on Banking, Trade and Commerce

(November 2003).
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While this accurrence has negative iraplications for Ganadian stakeholders, the
effects extend to fm*f:ign investors and thereby to the Canadian economy.
The msolvc'ky systent in Canada vwust be——and must be seen to be—{atr and

transparent,

In respect of the role of insolvency professionals, the Senate Connmittee recon
mended that:

48. Fhe Bankruptey and Insolvency Act and the Companies’ Creditors Arrangement Actbe
reviewed in order to identify and eliminate any opportunitics for the roles and
responsibilities of insolvency practitioners to place them in a real or percetved
conflict of interest. Moreover, in order to ensure that all practitioners fulfil their
duties with a high level of integrity, the federal government should adopt guide-
lines for insolvency practitioners regarding professional conduct and conflicts of
interest, expanding upon Rules 34 to 53 of the Bankruptcy and Insolvency Act where
appropriate.

In respect of governance, the Senate Clommittee reconumended the following:

35, The Bankrupicy and Insolvency Act and the Companies’ Creditors Arrangement Act be
amended to permit the Gourt to replace some or all of the debior’s directors dur-
g proposals or reorganizations if the governance structure is impairing the pro-
cess of developing and toplementing a going concern solution. Moreover, prior
to appointment, a trustee/monitor should disclose, to the Court, any business

and legal relationships it has or bas had with the debtor. The auditor or recent for-
mer auditor of the debtor should not be permitted to be monitor. Furthermore,
the mouvttor showld not be peroutted, in the event of a failed restructuring,

@
becorne the trustee or a recetver {or a secured creditor,

The Senate Commitied’s reasoning was that all officers of the court involved
proceedings under the BI4 or the 0044 should act in a manner characterised by
good faith, competent execution of their duties and freedom from real or perceived
conflicts of interest.*® It called for disclosure of any circumstances that could be con-
strued as a conflict of interest. The Senate Committee also suggested that bebaviour
consistent with these standards woudd generate fairness, predictabiiity and trans-

0

parency, and would increase the confidence of both domestic and international sta-
keholders in the integrity of the bankruptey system.”

Pinally, in respect of insolvency professionals, the Senate Committee recor-
mended that the 8/4 be amended to dartfy the role of interiom recetver and the
duration and meaning of the word "interiot”. It further recommended that the

17 . at 186. went” means any bankruptey or insolvency matter
18. ihid. at 185, Rule 34 of the Code of Ethics  in respect of which a trustes is appointed or desig-

specifies that every trustee shall maintain the high  nated to act in that capacity pursuant to the Act.
standards of ethics that are central to the main- 79 fbid at 150,

tenance of public trust and confidence in the admin- 20, [#d at 150-151.

isteation of the Act. Rule 35 specifies that for the 27 &id at |55,

purposes of sections 39 1o 52, “professional engage-
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definition of receiver be amended to include interin receivers when they operate in

a manner similar to court-appointed receivers.”

111, Gommercial Insolvency and the Rele of
insolvency Professionals

The B4 is the principal bankruptey legislation in Canada, providing for appoins
ment of receivers or trustees and specifying a range of remedial strategies for
addressing both personal and commercial financial distress, including bankruptey
and fresh start. The £44 also allows for proposals, which involve a workout with
reditors that inchudes a range of strategies such as compromising debt, changing
terms of repayment, and i the case of commercial financial distress can tnvolve a
debﬁ’equiiv exchange or other arrangement.

i 20083, there were 111415 reported bankruptcies and proposals in Canada,
i*idudmg both cormnemiai and consumer insolvency. Some 8844 of these were
commercial bankruptcies.™ There were 2920 commercial proposals out of a total
of 18,320 proposals under the B4, where debtors successfully secured the support
of creditors in a workout plan.®* In 2003, there ¢ were 785 privately appomttd recet-
vers and 82 court-appotnted receivers repor ted.” Henee, only about 18% of recei-
verships are court appointed. Nine hundred licensed trustees in Canada deal with
more than 100000 Gnancially distressed debtors each year, as well as dealing with
many more creditors whose claims are at risk in the insolvency or bankrupicy. The
volame of ¢ the interaction with stakebolders and the public policy oljective
of maintaining public trust in the integrity of the system all indicate why conflicts
and ethics issues are so important.

In respect of commercial insolvency or bankruptey, there are similar conflict
tssues for trustees, receivers and ronitors, although there are also significant differ-
ences given the highly codified B/4 and the considerably less codified CCA4.
While there are issues regarding the proper role of the trustee, there is a degree of
certainty from the highly codified requirements of the BI4. In contrast, part of the
corduston with the role of the oondtor 1s that there s little statutory codification of
the monitor’s role in the CUAA.

The role of the trustee uader the 874 s to assess the debtor’s inancial affairs and
property; evaluate the cause of financial distress and the nature and extent of the

problems facing the debwor; review the options for dealing with the distress, inclod-
ing bankr uptey and proposals; and assist the debtor in choosing an appropriate
option.”™ However, the trustee is also to act in the interests of creditors, creating
the potential for conflict at the outset in the relationship with the debtor. Thus

§,

22, fbid. at 143, 26. Directive 6R, Superintendent of Bankruptey
23 Office of the Superintendent of Baﬁ]"uptcv Canada, kttp://osb-bsf.ge.ca; section 66.13 of the
Canada, dnmwol Stosisticol Repors, 2003, htrpi/fosb- 814 with respect o individual debtors; and sections

bsf.ge.ca at Tables 1 and 3. SO(5) and 50.5 of the B4 with respect to commer-
24. {bid, at Table 4. cial insolvencies.
5. Thid. at Table 6.
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while the trastee is a fidductary, its ficduciary obligations are to multiple parties with
conflicting interests, timelines and goals. The creditors’ ability to confirm the
appointment of the trustee at the first creditors’ meeting does act as an inital check
on the trustee’s impartiality,” however, this assumes no information asymmetries
andd the sophistication of the parties, 1t also does not address the pereeption problern
it terms of the debtor’s impression of the trustee’s obligations.

One of the potential areas of condlict ocours because of rouliiple hais or shifting
hats worn by insolvency professionals. A professional serving in more than one
capacity can be more efficient in increasing timeliness and reducing costs of profes-
sional services. Fimeliness is absolutely key to the conumercial insolvency process
because value may be rapidly eroding and action vust be taken expeditiously o
preserve any vahue in the company. Yet the multiple roles can also rasse questions
of conflicts and questions regarding ethical responses to those conflicts. The profes-
stonal may be advising a debtor corporation prior (o entering insolvency proceed-
ings about the best course of action, as well as answering directors’ questions
regarding ongoing lability {or a host of statutory labilities. While the professional
should not be answering guestions regarding the directors’ personal hability and
instead should be advising them w consult their own counsel, the financial reality
of the smoaller, financially distressed company in which directors are also the roajor
stakeholders 1s that there may not be resources for such independent advice. In
such a case, the directors may not fully understand that the professionals client is
the debtor corporation and that their interests at the point of financial distress may
not completely align. Best practice would suggest that the divectors be advised 1
seck independent legal advice or retwin their own legal counsel, and in some
istances thetr own accounting professional. However, there may not be resources
to retain separate counsel, leaving the insolvency professional with some pressure
o provide advice to corporate officers as well as to the entity tteelt. This occurs in
small commeraial insolvencies. Transparency would suggest that any advice given
to directors and officers be in writing and that they signal informed consent in
return. Another issue is that having given pre-filing advice, the professional may
then be named by the debior as monitor or proposal trustee. While its fees in pre-
paration of the filing have been sanctioned by the courts, the issue is whether under-
taking the preparation has resulted in the monitor becoming too closely aligned
with the debtor, posing a potential conflict of interest in the workout process. The
CAIRP Rules of Practice specify that at the time of appointment, disclosure of any
prior relationship to the debtor is necessary and best practice.” Where the insol-
vency professional is acting for multiple parties, this needs to be made very trans-
parent, including signalling the hmits of this multiple role in terms of lack of
confidentiality, the course of action in the event of conflict of interest, and advising
parties to seek independent legal advice.

27. Section 102(5}, BIA.
28. Rules of Professional Conduct and Interpreta-
tion, CATRP, online: htip://www.cawrp.ca.
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{nboth personal and covunercial insolvency or bankruptey, the tnsolvency pro-
fessional will always face the potential for conflicts of interest or the perception of
condlict, This is because the interests of debtors and creditors frequently diverge.
Moreover, the interests of different creditors can diverge more than converge. One
example is the recent entry of distressed debst lenders in ingolvency proceedings,
whose interest in a viable workout or iquidation can be very different from that of
trade suppliers who may have a strong interest in the long-term viability of the
debtor corporation. The role of the ingolvency professional s to be aware of
these converging and diverging interests, and to ruanage any conflicts by balancing
the various interests, as opposed to acting as advocate for one party. It may be that
the insolvency 1‘31“05%«&0?1211 should be requared to expressly communicate 0 the
debtor and to creditors in its original communication that the officer has an obliga
tion to all interested stakcholders and 1o the court. The fact that confusion arises in
both the highly codified trustee position and the largely non-coditied monitor posi-
tion indicates that clarification of roles will not be achieved solely through more
rule-rnaking There is a need to instil a culture of ethical conduct, as the discussion
below illustrates.

A. The role of the monitor in £CA4 procesdings

The (A4 has eroerged as the principal restruct a;irm‘ statute for farge corporations
in Canada or thme th complex debt structures.® It allows the debtor corporation
a pertad 1o which it can pegotiate with creditors to agree on a plan of arrangement
or compromise that allows the company to continue operating. The court’ role 1s
fargely supervisory, undertaking both proceduoral and substantive rudings where
the parties need direction or clarification regarding rights during the process of
workout negotiations. Fhe court also sanctions the fairness and reasonableness of
the plan, once the debtor corporation has recetved the statutorily specified requisite
amounts of creditor support for the plan,”

Under the U4 A4, the monitor, as a court-appointed officer, is to represent all sta-
keholders in monttoring the debtor’s affairs during the proceeding and providiog
opinions to the court. The monitor’ fees are paid for out of the assets of the debtor
corporation on a priority basis, and the courts havo justified the exercise of their dis-

”euon to order this security of payment because the momtor is an officer of the
court.” The priming of the administration charge ensures that the monitor’s rea-
sonable fees and disbursements are paid. The introduction of the monitor in €44
proceedings was inpart a Canadian response to the US practice ot having creditors’
committees 1n Chapter 11 workouts, with the company paying for counsel and

29

The debtor company wust have at least $5 31 Starcom Faternationo! C’;-c”"a Corp., Re (1998), 3
million in debt before it can gain access to the C.B.R. (dth) 177, [1998] B.C.J. No. 506, Furview
statuie’s process. Industries Litd., Re (1.09!), 1t CB.R. (3d) 43, 109
30. For a full discussion, see Janis Sarva, Crediter  W.SK. (2d) 12; Canadion Asbestes Services Ltd. v Bank
Rughts and the Public Interest, Restructuring Tnsolvent Cor-  of Montrezi {1992}, 16 C.B.R. (3d) 114, {1992}
porations (2003, Toronte: University of Toronte  G.A.T.C 15,11 G.R. {3d) 353.

Press).
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financial advisors of the creditors, a practice that was viewed as often highly con-
frontational and expensive. The monitor, as an officer of the court, could provide
independent observation and oversight of the debtor’s activities during the CUA4
proceeding, providing an accountability check for creditors without the time and
expense of a creditors’ comundttee, Given the independent role envisioned, 1n some
instances the company’s outside auditor acted as monitor.

Yet a key tssue is whether the auditor of a debtor corporation can serve as moni-
tor. While in both theory and in law, the financial statements of the company are
the work product of the company and its officers, with the auditor providing only
an opirgon on the financial staternents, the reality is frequently different. A compa-
ny’s auditor, while formally having an arods length role in awditing the financial
records of the company, in reality, frequently works closely with corporate officers.
The auditor’s views can heavily influence the work of the company in financial
reporting. In other cases, 3 controlling or managing shareholder may push the
audiior 10 sce the statements its way, resulting in “auditor capture”. Close relation-
ships can develop between external auditors and corporate officers, particudarly
where the audit pariner is not rotated every few years.

In the past five years, roughly 33% of (44 proceedings involved a monitor that
had been the auditor of the debtor corporation, primartly occurring in smaller
and mid-market workouts® Are there inherent conflicts in performing both of
these roles? Unlike the 884, which generally excludes the auditor or accountant of
a debtor from acting as its trustee in bankruptey 1n a liquadation proceeding, there
is 1o sitnilar statutory provision under the CCAA. In fact, it is guite the oppostie.
Section 117 of the GLA A4 specities that the monitor s appointed to monitor the busi-
ness and affairs of the debtorn, and expressly notes that the auditor may be appointed
as monitor:

117 (1) Court to appoint roomitor—When an order s made in respect of a corp-
pany by the court under section 1, the court shall at the same time appoint a per-
son, 1n this section andd i section 118 referred to as “the sondtor”, to raonitor the
business and financial atfairs of the company while the order remains in effect.
(2) Auditor may be monitor— Fzacept as may be otherwise divected by the court,
the auditor of the company may be appointed as the monitor.

The role of monitor was codified in 1997 reflecting the growing practice of
appointing monitors in G044 proceedings and based on recommendations of the
Fask Foree studying the CCAA The Task Force suggested that mandatory appoint-
ment of a monitor would give creditors in CC4 4 applications the protection of a pro-
fessional and mpartial “watchdog”, sinular to the proteciion provided by the
proposal trastee under a Part T 874 proposal proceeding” Prior to codification,
the practice of appointing monitors, or interima receivers as they were sornctines

32. Industry Canada Statistics, on file with author.  Jnsolvency dAdvisory Committee Warking Growup on Commercial
3 ¥ 4 & i

38, Reportofinglask Girczonthe COAA L the Bonkruptevond  Reviganizations, Bankrupicizs and Recewersiips, 1994 at 3.
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referred to, was aimed at nmwii‘()t'ing the sepervision and affaics of the corporation

during the workout process”® The appointment of a monitor was initially driven
by creditors seeking enhanced disclosure from debtor corporations during (C44
proceedings, as a means of reducing transaction costs associated with court appear-
ances io disputes regarding the scope and tiniing of financial disclosure,

Although initia HV creditors sought the appointment of a monitor to protect their
interests, the practice evolved that the debtor corporation proposed a monitor on
tts initial application. While this was likely an attempt to assert some control over
the chotce of monitor, it opened the door to criticism that the monitor 18 not as inde-
pendent as required for a sucecessful CCA 4 workout.

The daties of the monitor are also set out inusection 117 of the CCAA:

i!v

11.7(3) Functions of the monitor—The monitor shall

(a) for the purposes of mordtoring the corapany’s business and financial affaivs,
have access to and exaniine the company’s pr ope?tv including the premises,
books, records, data, including data in electronic form, and other financial
documents of the company to the extent necessary to adequately assess the
corapany’s business and financial affairs;

(b} file a report with the court on the state of the company’s business and finan-
cial atfairs, corvaining the prescribed information,
(i} forthwith after ascertaining anv material adverse change in the compa-

ny’s projected cash-flow or financial circurnstances,

BRY

e
(i1) at least seven days before any meeting of creditors under section 4 or 5, or
(2i1) at such other tirnes as the court may order;
(c) adee the creditors of the filing of the report referred to in paragraph (b) in
any notice of a meeting of creditors referred w insection 4 or 5 and
(d} carry out such other functions in relation to the company as the court may

direct,

As originally conceived, the roonitor had a relatively narrow monitoring and
reporting function to the court and creditors, 1n 1ts montoring of the business and
financial atfairs of the debtor corporation. When the role of monitor was codified
in 1997, the language of the statute reflected this role. The monitor i a court
appointed officer, and thus is to act in the best interests of all of the stakeholders in
the process. The mornitor 1s precisely as its name suggests, it 1s appointed to monitor
the debtor during the proceeding, to ensure that the debtor does not engage in any
conduct that will prejudice the interests of the creditors and otber stakebolders.
The monitor also assists the debtor in remaining compliant with the terms of the
mitial court order, as there can be confusion at the operational level regarding the
scope of possible activity once the stay protection is granted. The monitor can
serve as a stabilising force in the sense of reassuring creditors because it 8 monitor-
ing the debtor’s business and affairs, projected cash flow and appropriate use of
34, Re Novihiand Properties Lid {1988}, 73 C.B.R.

{N Sy 175; Re "Jrn‘e/[ Co-Operatives of Onterin {August
1984}, nareported.
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assets and is monitoring roanagerial conduct in the operation of the business during
the stay period. Given the limited size of the Canadian market of insolvency profes-
sionals and the less litigious legal culture in Canada than in the US, there has also
developed a
rtors that are repeat players

level of trust among protfessionals that serve as monitors and the cred-

s in insclvency proceedings. This can factlitate proceed-
ings and enhance the effectiveness of the monitor. Equ&liy however, the momnitor
must be coguisant of the fact that for stakeholders that are new to the process, the
trust and cooperation among repeat players can create a perception of bias
The montior must be scrupulous in fulfitling its obligation to consider and halance
the interests of all stakeholders.

The role of roonitor has been contineally evolving. Mouitors En(‘t‘eacingfy navi-
gate the debtor through the complexity of the CCAA4 process, providing business
judgment, negotiation skills and financial advice. The moniior can act as mediator
or facilitator, bringing the parties together in an effort to build consensus on a viable
goirlg forward business plan. In some cases, the monitor has developed the plan of

rrangement. The monitor makes judgment calls on levels of disclosure to creditors
and timing of that disclosure and increasingly takes positions on disputes before
t during the CCUA44 proceeding. These multiple roles may be needed, yet
the issue is whether they create a real or perceived conflict with the obligation of
the monitor to monitor the debtor on behalf of all stakeholders.

the court

B. What lessons can be drawn from the Bmilalion on the auditor
&% trustes under the Big?

JOUELE URC e (-Tl(, u\qu '1‘10 VERCY prac 1- El MICTS iS requently that there )b 3
Although the rhet by insol ¢ § thy that t}

prohibition on the auditor or accountant a
language o
that 1
Section 13.3 ﬂ\' of the 814 \pgdﬂej:

13.5(1) Where

acting as trustee in bankruptey, the precise
~ s oy v 25
{ the Bi4 is not an absolute probibition.™

Rather it &5 a presumption

the auditor cannot act without express permission of the court.

Except with the permission of the

court and on such conditions as the court may impose, no trustee shall
act as trustee in relation to the estate of a debtor

35. Note however that the Interpretations to Rule 4
of the Rules of Professional Conduct of the CAIRP
make it an absolute prohibition to act in any
appointment under the BIA, except as an inspector,
where the member was the auditor or accountant of
the debtor in the preceding 2 years; see www.
cairp.cajenglish/aboutcipa/perules.himl. As well,
certain of the Code of Ethics of Chartered Accoun-
tants create a simiar prohibition. For example, see
section 31 of the Code of Ethics of Chartered
Accountants of Québsc {(www.ocag.qge.ca/pdf/ang/
2_protection/code_of_ethics.pdf), although a new
draft regulation amending the Code of Ethics of
Chartered Accountauts in Québec, published for
consultatio G

on in the Gazette gficiellzdu Québer on March

31, 2004 proposes repealing section 31.

It should be noted that the codes of ethics of
chartered accountants arve incorporated by refer-
ence in the Rules of Pl(} esstonal Conduct of the
CAIRP, ‘>-luh that a CAIRP wmember, whether or
not he or she s 3 chartered accountant, must abide
by the Code of Ethics of the Order or Institute of
Chartered Accountants applicable in the province
of residence of the CAIRP member, and tn the
province in which an insolvency assignment is
carvied out (see tn this respect, Rule 13 of the
CAIRP Rules of Professional Conduct at http://
www.cip.ca/english/aboutcipa/perules.hemi). My
thanks to Jean-Danisl Breton for pointing this out.
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(a) where the trustee is, or at any tiroe during the preceding two years was,

{iv) the auditor, accountant or solicitor, or a partoer or employes
tor, accountant or solicitor, of the debtor; . . ..

of the audi-

Secttonl3.3() was atroed at preventing conflictsof interest, vesponding toaseriesof
judgments in which the court held that it is improper for affiliated parties to become
the trustee® In 1986, the Repori of the Advisory Commiitee on Bankrupicy and Isolvency
recommended that the debtor corporation’s auditors and accountants should be
expressty profibited fromo actingasatrosteg, i t]tf‘ rimt recetver or receiver of the debwor
because of the inherent conflicts of interest.”’ The conflicts arose due to tension
between the need {or confidentiality inthe audit or accounting relationship and the
need for disclosure in the trustee and receiver roles.™ Yet instead of enacting an abso-
bute prohibition, Parbiament chose to enact a provision that lioits the aditor’s ability
to act. The auditor cannot do so absent the court} s permission and the court’s impost-
tion of any conditions it deems appropriate.™ This fimitation addressed the concern
that auditors astrustees as a general practice could undermine the public’s confidence
in the bankraptey systeot and the pivotal role of the trustee in that process.*

Interms of auditors serving as trustees, Canadian courts have held that where there
18 no evidence of real prejudice and where the removal of the trustee that was audito
would delay adminstration of the estate and cause additional expense, the court
" The court
hasrefused toremove the trustee wherc therewas no actual conflictofinterest or infrin-
gement of independence established.* In the context of an accountant of a debtor that

as acting as atrustee under the proposal provistons of the B74, the courtheld:

would permit the trustee to continue in its administration of the estate.

the purpose of section 13.3 s to prevent a conflict of interest, to protect the debtor
from an accountant who may have information that could be used to the prejudice
of the debtor and to tnsure that the trustee who roay have a close relationship with
the debtor does not work to the prejudice of the creditors. There is notevidence that
the trustee has or will act in a way that would prejudice the creditors. 'The debtor
and the majority of the creditors support the continuation . .. as. . . trustee.”

36, ReWalier W, Shaw Co. (1922}, 16 Sask. L.R. 275,
68 DLR. 616, 3 C.B.R 198, [1922] 3 W. W.R. 115
(K. B.Y, Re Brie Gus Ce, {1938) 20 C.R.R. 14, [1938]
O No. 227 (Ont. 8.C); and Tannis f{:u g Inc. v
Camco Fosd Services f4d. {Trustee ofy (1988}, 67
CBR (NS 63 QR (2d) 775, 49 DL.R. (dith)

observes that it is always possible for a client to
waijve this obligation of confidentiality, however,
given the special velationship between the parties
{the auditor is engaged and paid by the corporation,
further to a resolution of the shareholders, to
provide a report to the shareheolders), it may be

¥

128 (8.C).

37. Canada, Pmpesed Ronkrupicy Act Amendments:
Repart of the Aa«itsury Commitice on Bonkruptcy ond
Insolvency {Ottawa: Minister of Supply and Services
Canada, 1986y at 5, 47.

38. For lustorical reasons, the auditors’ codes of
ethics provide for an obligation to maintain the
confidentiality of the client’s affairs and specify that
this obligation is absolute (see for example section
48 of the Code of Eshics of Chartered Accountants
of Quebss, at www.ocaq.qe.ca/pdf/ang/2_protec-
tion/code_of ethics.pdf). Jean Daniel Breton

difficult or impossible to obtain such a waiver.
39. Section 13.3(1}, BI4.
4¢. Canada, Parliament, “Minutes of Proceedings
and Bvidence of the Standing Comumittee on Con-
sumer and Corporate Affairs and Governmeant
Operations” Tssue No. 5, September 3, 1991,

41, Re Planta Det Pharma Ine. (Trustee ¢ i) v. Plants Det
Pharme Ine. {1999), 14 C.B.R. (dth) 256; Re Hever
(20003, 21 C.B.R. (4ih) 263.
42. Koskie, { Re) {1997), 152 Sask. R. 209,
43, Re Hover, supra, note 42 at para. 26.

3
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I Re Umied Fuel nvestment Lid, the court refused to disqualify a corporate trustee
from continuing to act as a hquidator where the corporate trustee was owned
by the accounting firot that had acted as the corporation’s auditor,™ The court
held that it was not satished that the audit partners who had acted as a “watch-
dog” of the company would attempt to infhience the corporate trustee so as o
deprive it of the required independence and impartiality,™ The result in United
Fuel appears driven by the partcular facts, 1o that the court was not persuaded
that there was a risk o independence and impartiality of the officer. Notwithstand-
ing these judgments, best practice suggests that o oost cases, the auditor wilf not
act as trustee. Moreover, the view of independence of the auditor as trustee has
evolved over tine and with experience uader the £/4.

The role of the trustee 1s in contrast to the role of monitor as originally concetved
1x that the monitor was viewed as more akin to an independent auditor. One of
the rationales for the distinction between auditors serving as monitors and not trus-
tees 18 that trustecs are frequently required to examine pre-filing transactions, in
order to assess whether there has been a preference, frandulent conveyance, settle-
ment or other reviewable transaction. 1o date, monitors have only infrequenily
been asked to undertake this role, although 1o such circumstances it does create
risk of a conflict of interest.

§. Bfficer of the court or asccouniable to craditers?

Arcander-explored aspect of the condlicts dssue s precisely to whom the fideciary
obligation of monitors is owed. Uanadian courts have held that the monitor is an
officer of the court and has an obligation to act independently and to consider the
interest of the debtor and its creditors.*® The courts have also held that the duty of
the tr-mu tor 1¢ to act ut the interests of all stakeholders with an interest in the pro-
ceeding.”” This broader notion of the monitor’s duties recognises that multiple sta-
keholders may be interested in the proceedings. This can include sharcholders,
although frequently, sharcholders’ interests are so far under water that in weighing
the interests and the prejudice, the sharcholders receive less priority than other sta-
keholders. The stakeholder accountability approach also recognises that workers,
focal trade supplicrs and others may have an interest in the (44 workout that is
greater than their fixed capital claims, because of the importance of the debtor w0
the local conununity or the economy, or because of the public’s interest in the ser-

. . . . 48 . . :
vice being delivered by the debtor corporation.”™ In this respect, the monitor should

. Re United Fuel Investment Lid, {No.

}[1964] 2 O.R.

4] i, 45 D.L.R. (2d) 624 (H.C), dftrr-a‘ {1966} |
OR. 165 3DLE Q)12 (CA)

45. Re United Fuel [rzueﬂment Lid. {1966} 1 O.R. 165
(C ALy at psra 28.

5. cy./Bank (]994) 29 C.B.R. 3d)
United Used Bute & Truck Faris Lid., Re {1999), i"
C.B.R. (4th) 144 at para. 20, Hickman Fouipment

(7985) Lid., Re {20412}, 34 C.B.R. (4th} 203 at para,

1%, 214 Nfid. & P.ELR. 126.

47. &ayal Oak Mines ine. Ke {1999), 11 C.B.R. {4th)

122 at para. 6.

48. For a full discussion of this, see Janis . Sarra,

Credtor Rights and the Eublic fnverest, Rostructuring nselvent

G m porations {Toronto, University of Toronto Press,
2003), particularly the chapters on Anvil Range

M injng_ Corporation and Canadian Ked Cross.
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not be ina condlict of interest, given the court’s reliance on the meonitor as an officer.
The Ontario Superior Court of Justice in Reyal Osk Mines held that the monitor’s
role is to be neutral and to act in the hest interests of all concerned.™

In PSINet, Mr Justice Farley held that there was no jurisprudence to support an

argurnent that a monitor represents the interests of creditors i the same way as a

trustee in bankruptcy, recetver or liguidator, given that th( monrm does not act as
an asset collector for purposes of distribution to creditors”™ The court bas held
that the monitor is t6 provide an mdependent assessment oi the debtor’s financial
status and actions during the proceeding. *The court’s recoguition of impartiality
and consideration of the interests of all stakeholders in the monitor’s role has
resufted in a very high level of deference by the court to the monitors opinion.
Where the opinion is contested by multiple stakeholders, the court may exercise
slightly less deference, although it is still difficult for stakeholders to succeed where
their objections do not align with the monitor’s opinion. Even where the court has
very serious reservations regarding the opinion of the momitor, it will recognise
the monitor’s experience, expertise and objectivity.™ It should be noted, however,
that the deference to the monitor will depend on how independent and objective
the rmonttor is; and the court’s assessment of that independence and objectivity
may be influenced by past expericnce with the particular monitor, by the particular
subject matter, and by how controversial the opinion ofiered is. Hence the need for
the monitor to be accountable to the court and to all stakeholders and to be objective
in performance of its cbligations is key to the court’s continued recognition of and
deference to the monitor’s opirdon. It is also key to ethical practice that the monitor
is fulfilling its iduciary obligations and reducing the scope of potential conflicts of
interest inthe proceeding.

Ag an officer of the court, the monitor has been found not to be compellable
give evidence i a proceeding, although in Nova Scotia and (Québec montiors
have been cross-exanined on their opinions while stilf erjoying a high level of defer-
ence. The monitors reports have been found to be “not evidence” and hence not gen-
erally subject o cross-exarninatior, rather, as an officer of the court, the monitor is
t0 act “lawfully, fairdy and honourably”™ ' {n Ontario, the court has held that insol-
vency officers such as recetvers, trustees and monitors will not generally be subject
to cross-examination of their reports, while acknowledging that these court
appointed officers do occastonally make themselves available for examination in

. . s o L'/_i_
the spirit of cooperation and conunon sense.”

b,
50. PSENet Lid., Re {2002), 3¢ C.B.R. {4th} 226 a
p<:ra 12, discussed in the context of being a repn-
n tative of creditors for purposes of the PPSA.
1. Canadian fmperial u’”’z( nj”Fnrn‘*Zf/cpnndx;ﬂﬁrrf/;[uru

f/é‘(ll v, Quantatt i CB.R. (3d)

\;ee for example, the discussion regarding the
?IBC Aerogold Agreement in Ke 4er Caneda [2003]
0.4, No. 2267 (Oat. 8.C.1).

Be

o fn the Matter of Bell Cinada fernotional Ine,
Enjowma.,t {29 Getober 3 {Ont. S.C.1), Court
File 2-CL-4553 at para. 6.

54, Mortgage Inswronce O, of Canada v, Innishill Landfill
Corp. {1995}, 30 C.B.R. {3d} 100 (Ont. Gen. Div)
at 101-102; see also Re Anvil Range Mimng Corp,
2001), 21 C.B.R. (ath) 194 (Out. S.C.J); &e Cona-
ian Airlines Corp. (2000), 20 C.B.R. (dth) 1 {Alb.
QB
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The report of a court-appointed officer is distinguishable from the officer seeking
approval for its fees and disbursements. In Re Bakemates International Inc., the
Outario Court of Appeal held thatinre iuﬁmg to allow cross-examination of a recei-
ver but allowing the appellant, as a “proxy” of the court, to extensively question a
receiver, the motion hudge had provided a Eai’t' opporturity for the appellant to ques-
tion the receivers compensation request.”™ However, the Clourt of Appeal held

that, generally, while the receiver could nclude a statement of fees and dishburse-
ments i its report, it should file a affidavit 1n support of the compensation request,
which wnuid be subject to cross-exapiination by any party questioning the amount
claimed.”™ The Court distinguished the rule that precludes cross-examination of a
receiver 1o the context of its report, from the situation where the receiver s secking
court approval of its compensation,

Mr Justice Yarley of the Ontario Superior Court of Justice in Be Bell International
Ine. vecently held that although the situation did not warrant 1t in the instant case,
an officer of ih( Cour* may be cross-examined on a report in exceptional or unusual
circumstances.” Such circumstances could include situations where the monitor
refused to cooperate 1n clarifying a part of s report or in not expanding on any ¢le-
ment in the report as may be reasonably requested. The Court held that the reason-
ability of a request must take into account the objectivity and neutrality of the
othicer of the court; specitying that “woe betide any officer of the court who did
not observe his duty to be neutral and objective”” This judgment creates a bench-
mark against which the monitor can measure its ohligations, indicating that one of
its duties is to clarify information to stakeholders hased oun a reasonableness test.
Failing this, the court may in exceptional circumstances compel the morstor to be
examined. It also indicates that the court’s deference will depend on the monitor
complying with its duty to be impartial, objective and fudsome i ies reporting.

This i5 a helptul development in the caselaw as a general lack of compellability of
the monitor may give rige to incentive effects on the part of the debtor w shirk its
reporting obligations. There may be circumstances in which the debtor corporation
is reporting most of its financial disclosure through the monitor to the court. In
such circurastances, creditors may not be able to cross-examine the debtor on the
accuracy of the disclosures. The monitor’s report offers an opinion to the court as
to the accuracy of the irdormation or the wisdoro of particular proposed actions.
This s not problematic i the moritor is not acting as an advecate for the debtor cor-
poration. However, where it is, it is unclear that the courts have yet generally recog-
nised that this may be problematic for creditors and other stakeholders secking to
challenge the monitor’s conclusions. This has implications for interim decisions dur-
ing the course of CUAA proceedings, such as a sale of assets during the proceeding

s Internavional Ine. [2002) Q. No. 57, &elnthe Mutierof Bell Canada International o, supro,
AL), application for leave to appeal  note 54 at para &.

fls\mmec (20021 §.C.C.A. No. 460. 58. Thid.; Re Conjederation Treasury
56. Fhid at paras. 31-35, 38, 65. 37 C.R.R.(3d) 237 (Ont. Gen
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and the court’s reliance on the monitor for its business judgment.” Rarely has the
court preferred the evidence of creditors or disregarded the opinion of the monitor.

The use of the monitor’s report o msulate the debtor from cross-exanunation
may also have implications for the dispute resolution process under the (044 as

tor acts as advocate. Alternatively, information asymmetries could work to comple-
tely hinder or discourage negotiations for a viable workout strategy. There is a
substantial difference between the monitor as facilitator in the dispute resolution
process and acting as a financal or business advisor and sirategist for the debtor
The risk of prejudice to stakeholders is {ar greater with the latter role, a factor that
has not yet beer caplicitly addressed by the courts. This concern raust be counter-
balanced by any benefits accruing to the parties through the practice of vionitors
using their role bebind closed doors to pressure the debtor to move on particular
i5Ues.

The Ontario Superior Court of fustice recently conunerted on this risk of the
debtor shirking its disclosure obligations through the use of the monitor’s report ®
It observed that there have been problems with motions supported by nothing
other that the monitor’s report. The Court held that if a matter is reasonably
expecied to be contentious or turns contentious, it is iroportant 1o bave an affidavit
from the moving party and time to allow cross-examination.” This represents an
iroportant recognition by the court that the monitor may risk its impartiality or
the perception of impartiality if its reporung role is used inappropriately to insulate
parties from cross-exarination. Glear recognition of the scope and limits of the
momitor’s reporting role will reduce conflices or percetved contlicts of interest.

The well-known expression that “Justice must not only be done, but must be seen
to be done” 1s particularly apt in the insolvency process. This relates to more than
just optics about the process, it goes to the perception of parties, particularly those
that are not repeat players in the system, that the integrity of the insobvency and
bankruptcy system is maintained. Those who are 1o bring an element of neutrality
or lack of bias to the process must in fact do so. Recently, there was a case in which
the monitor filed a 36-page factum opposing a motion by a stakeholder, a union,
to vary the initial stay order® While one paragraph of the 36 pages notes that the
monitor s to be independent, the rest of the factum descends into the arena in
opposing the motion on legal grounds, prior to the parties being able to make
their subouissions to the court. As an officer of the court, the monitor’s obligation is
to review the parties’ positions and then give an opinion based on ity expertise.
The expertise that the monitor brings to the proceeding is financial expertise, not

59. Consumers Packaging Jne., Re {2001}, 27 C.B.R.  2004). In fairness, this case is one of a number of

{4th) 194, affirmed (2001), 27 C.B.R. (dh} 197. vecent proceedings with similar advocacy problerms
£0. Reinthe Matierof Bell Canada International fnc.,supra,  and ought not to be singled out from other moni-
note 54 at para 9. tors. This growing practice is likely to continue unti

61, dkd. there is 3 statutory change ot clear direction by the
£2. Factum of the Monitor, fnthe Mastergfithe Compa-  court as to the scope and propriety of such
naes’ Crediters Arrangement Act and in the Matier of the Plan.  practices.

of Compromiise or Arrangement of fogco fne. (27 February
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fegal expertise, Even where the mondtor has retained legal expertise, its role is not to
become the advocate of the debtor corporation or any other party. This kind of
legal advocacy can lead to fatled confidence in the integrity of the systen, Rather,
the opposition to the motion should have come from the debtor, whose interests
were being advocated in this matter. As a growing practice, this kind of action on
the part of the monitor may do considerable damage to its image as the neutral offi-
cer of the court and provide the best ammurdtion for defining the role of roontior
to exclude the more activist role that recent files bave ado ‘ued This practice is also
digtinguishable froro the situation i which the court asks the monitor for its opinion
on a contentious issue, based on its financial and restructuring expertise,

B. The suditor s monilor, doss this sxacsrbate the chalienge?

Insmall and mid-market workouts under the CCA A4, the auditor is more likely to act
as monitor because there are not sufficient assets rem zammg to pay & for the costs of
both. Hence the practical realities of the debtor’s financial situation drive the deci-
ston about the dual use of the professional, as less time and expense s incurred in
coming up to speed on the debtor’s financial situation. In this, the interest of the
debtor corporation may converge with that of creditors, since payment of the profes-
sional comes out of the debtor’s assets as a first charge and creditors will weigh the
double costs against coneerns about conflicts of interest or ynpartiality of the morg-
tor. Yet the auditor as monitor can create a problem of perception of conflict of inter-
est and in sormne iostances, an actual contlict in the insolvency proceedings, Oue
issue 1 whether the efficiencies generated by the dual role, in terms of more timely
proceedings, reduction of information asymunetries and confidence of officers, are
sufficient to overcome any perception of bias. In Canada, there have been very
few cases where creditors bave oljected to the auditor serving as monitor and
hence there s hittle caselaw as guidance. In the rare case where semor creditors
have objected, the monitorfauditor has resigned.

Given that the nature of the audit funcuon is monitoring and rendering an opt-
nion based on financial data and best practices in accounting, @ is here that the
potenual {or conflict of interest appears the greatest if the auditor-turned-monttor
becomes the debtor corporation’s advocate. Recenily, monttors have taken on the
role of negotiator, sometines appearing more as the agent of the debtor than impar-
tial officer of the court. While the debtor has an experienced professional bargain-
ing on its behalt, it may be problematic for both perception and conthict, The
previous and ongoing business refationship with the debtor corporation may impair
the ability of the auditor to {ully embrace the role of independent monitor. One
can track the evolving role of the monttor through the mnitial orders, which have
continually expanded the scope of duties of the monitor and continually buttressed
their protection against bability, While these questions are separate, they are
related.

it 18 important to step back and think about the role of the external auditor,
which is ostensibly to monitor and report on the financial affairs of the corporation
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to sharcholders. I this is the relationship of the auditor to the debtor, theo the tradi-
tional role of monitor as monitoring the business and affairs of the debtor may be
a patural continuation. it i usoally the insolvency professional in the same accourt-
ing firm, as opposed to the individual accounting practitioner, that takes over the
monitor duties. While the potential confhict exists, there is the advantage of having
all the relevant financial information in-house, allowing for imely performance of
the monitork duties. However, auditors ofien take on the role of business advisors,
advising the cornpany on the scope and limits of particular transactions. In some
cases, as was evident i the corporate scandals in the US, their role in non-audit ser-
vices was more in the form of strategic advice and advocacy, pushing the himits of
acceptable accounting practices. This is one of many factors icadmg 10 “corporate
capture” of auditors by corporate officers. In the US context, there appears also to
have beenissues regarding the timing of disclosures and move into Ubapter 1, argu-
ably accounting professionals did not want close examination of pre-filing audits.”
The challenges do not exist in the same way in Canada, due to a host of differences
including principles-based versus rules-based accounting norms. Hence the risks
posed by auditor capture are Jess apparent but can nevertheless exist.

There may be a conflict of interest where the auditor is potentially a clatrant
because of outstanding audit foes owing, sharcholder actions regarding the accound-
ing practices of the debtor or other disputes regarding financial reporting. Although
there is no codification of bow to respond to this, i seems that there are clear con-
flicts such that the auditor should not act as monitor. Where the conflict is not
clear, the morstor should seek direction of the court. Where audit fees are outstand-
ing, there may also be an issue of materiality in terms of conflict of interest and
what denotes best ethical practice. However, materiality tiself can be conceptually
difficult in discerning conflicts of interest. For example, $300000 in ocutstanding
audit fees moay not be materzal tor a large firny howevey, 1o the view of the small
creditor this arnount can appear to be substantial, casting sericus doubt on the morn-
itor’s ability to act impartially in the proceeding.

Oune of the objectives of an efficient insolvency and bankruptcy systemn is that it
discourages both premature liquidation and deferred hguidation®® Premature
Haguudation arises because over-caution by directors and officers leads to filing of
bankruptcy prematurely, or creditors move to enforce their claims on all or substan-
ttally all of the assets without a prior determination of whether there is going con-
cern value in the enterprise. Deferred liquidation is where directors and officers
have not acted in a timely manner to deal with the firmd’s financial distress, specifi-
cally, to file under the CUA4 or under the proposal or bankruptcy provisions of the
BIA in a timely manner; hence there bas been unnecessary further depletion of
assets that would harm creditors’ claims. Allowing auditors to act as monitors
can arguably assist n reducing both prevature and deferred hiquidations by

63. See discussion in Part V below.
64. Sarra, supre, note 31 at chapter 2.
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encouraging the debtor’s directors and officers to file i a timely manner and deter-
mine whether there is a viable business plan that may be acceptable to creditors on
a going forward basis. In Hickman Equpmeni, the court found that this was a reason
for allowing the auditor to act as monitor.”” Hence while a complete prohibition is
the cleavest sobition to the conflicts issues, i such a prohibition is w be codified,
the statutory language should mirror the 8/4 in creating a general rule against act-
ing, subject to feave of the court. B would ther be for the party seeking (o appoint
the auditor as monitor, based on a balancing of prejudice test, to establish that
exceptional circuamstances exist such that the appointment should be made.

Andrew Kent and Wael Rostomn have suggested that the role and functions of
a wonitor were concetved of as being different from those of a trustee, and that
Parliament did not view the roles as a conflict®® They suggest that the issue is
more one of perception about the appearance of fairness and integrity in the
restructuring process rather than an issue of substance.”” They ohserve that while
the monitor in the Royal Oak and Canada 3000 cases filed material adverse change
reports, these reports are extremely rare.”™ Kent and Rostom suggest that increas-
ingly, the monitor is taking on the role of “super-monitor”, performing a whole
new range of functions, inclading: the monitor frequently advises management on
how to adjust to the restructuring process and deal with the various stakeholder
groups at the same time that the monitor 18 monitoring compliance by the debtor
with the various restrictions contained in the initial order; the monitor increasingly
acts as the debtor’s financial advisor, particularly 1n respect of small or midesized
companics in order 1o realise substandial cost savings; the monitor can factiitate con-
structive negotiations between the debtor and creditors with respect to the terms of
the restructuring, particularly where creditors do not have fisll confidence 1n exist-
ing managers; and in some cases, the monitor has effectively replaced the board
and serdor management and has assuned control of the reorganisation process,
usually as a result of a loss of confidence in management. An example 1s the Rovel
Oak case.®® In a number of cases, the monitor bas cither expressly or implicdly
been appointed as a receiver to run a sales process {or all or for a substantial part
of the business or property of the debtor.

Kent and Rostont observe that while the fleability in the role i a positive
developrent, the traditional view that it 1s inappropriate for an auditor to act as a

65. Hickmon Equipment, supre, note 47 at paras. 8, 23
and 49,

66, Andrew Kent and Wael Rostom, ““The Auditor
as Monitor in CCA4 procsedings: What is the

because they ave generally not required, or whether
the authors identified a problem that needs to be
addressed.

69. Royol Ouk Mines Inc. Re (1899}, 11 C.B.R. (4th)

ed

Drebate?”, in Annual Revewof fnsolvensy Law {Toronto, 1

Cargwell, 2004) at 197-210, citing Canada, Parlia-
ment, “Froceedings of the Standing Senate Com-
mittee on Banking, Trade and Commerce™ lssue
No. 17, February 11, 1997.

67. Ibid.

68, What is not clear s whether they are rare

Kent and Rostom observe that industry groups
have recommended that the power to appoint a
manager be expressly incorporated into the CU44,
citing The fusolvency Iustitute of Canada (UC) and
the CAIRF, Joint Task Force on Business Insolvengy Law
Reform: Repore (March 15, 2002) at 50
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receiver is complicated where the monitor is directed to run a disposition process as
if the monitor were a receiver,”” They have proposed a number of possible techni-
ques (o rebalance the role of the monitor in the court process.” There should be
greater clarity about, and disclosure of, the roles actually being performed by the
monitor in each particudar CU44 case. They argue that there may be situations
where the court and creditors would expect the monitor not to make recommenda-
ttons, for exaraple where the monitor has helped the debtor to negotiate a raterial
transaction. They also suggest that in cases where the monitor is more than g watch-
dog and is acting as a financial advisor to the debtor, the mordtor should notbe trea-
ted as an officer or agent of the court.””

David Baird has proposed that the duties of the montior should be divided up,
creating an “administrator” appotnited by the debtor and a meonitor appeinted by
the creditors’ committee.”” He suggests that the administrator would be responsible
for all the adounistrative procedures required for processing and implementing a
plan of arrangernent, sinular to a proposal trustee under the 814, including the
accuracy of the cash flow statements, recetving proofs of claim and calling meetings
of creditors. Under Bairds proposed muodel, the adoinistrator would be able to
assume the role of financial advisor, strategist and advocate for the company if the
debtor corporation wished, and that in such a defined role, the auditor could act as
admimstrator. Baird then argues for a narrower role {or the monitor, dealing with
matters where independence from the debtor corporation was required, comment-
ing on the reasonableness of the cash flow staternents, acting as whistle blower if
there is a material change of circumstances and commenting on the merits and fair-
ness of the plan™

{f the harm to be prevented is conflict of interest or pereeived conflict of interest,
then the statutory language needs to address more fulsomely the role of auditor
and of monitor. The auditor as business advisor of the debtor should be prohibited
from: being monttor, vet an auditor that has acted as outside, independent auditor
ina disinterested manner could perform the role, if the role s to roonitor only, as ori-
ginally defined. Stmilarly, the auditor that has become too closely involved in the
debtor managernent’s deciston making should be precluded from being moontior, as
that involvement may fmpair its ability to provide an bmpardal opinion on the
financial statements. The statutory defuution of the monitor also requires some clar-
tfication. The monitoring, reporting and mediating functions of the monitor should
be distinguished from the advocacy and business advice functions. Where the moni-
tor is perforonng the latter, it is not really acting as a monttor, and hence should per-
haps be called something different to reflect that it 13 not an officer of the court
rendering an impartial opinion on aspects of the proceeding It is not the ttle of
auditor or monitor that is problematic, but rather the scope of duties and conflicts
that roust be more properly identified and, where necessary, separated. This needs

7¢. Kent and Rostow, supa, note 67. Accepted [Iusolvency Practices” (2003, CAIRP
7i. Ihid. Educational Forum) at 9.

72. fhid. 74, dbid. 3t 14,

7% David Bawrd, “Moral Dilewnas Relating to
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statutory codification. Inthe interioy the courts should be careful to discern the role

of the monitor and the amount of deference that should be accorded its opinion.
There should be a means for creditors to express their opinians as to the propriety
of the monitor’s role in advance of the court’s appointment or very shortly after-
ward, with meaoingful scrutiny by the court of any concern about impartiality or
any conflict. This will promote the integrity of the process and facilitate the objec-
tive of the CCA A4, which (s to give the debtor a reasonable chance to devise a going
concern solution o its financial distress and to garner credior support for the plan.

E. Multiple roles of trustess and racpivers snder the B4

In Canada, it 1s comumon that insolvency professionals act in more than one capa-
city. The court bas beld that the court-appointed receiver is neither anagent of the
security holders nor of the debtor, rather, it acts on its own behalf, its duties are get
out by the appointing order and it reports to the court as a means of being accoun-
table to the court and to all interested parties” Yet acting in more that one capacity
can raise tssues of potential confiicts of interest. For example, in Commonzocalth Inves-
tors Syndicate Lid, the court revoked the appointment of a t‘fuﬁa,{,ﬁ who was also acting
as co-liquidator of the subsidiaries of the bankrupt debtor”® The court found that
in the arcumstances, the trustee was not acting independently and appeared to
side with the group of companies in which the trustee acted as co-liquidator, con-
trary to its fiduciary obligation. In filidge ( Frusice of) v 8¢ James Securities Inc., the
Outario Gourt of Appeal set aside the appointment of an insclvency practitioner
as receiver where it had acted as trustee of two bankrupt companies and an indivi-
dual bankrupt and was subsequently appointed as receiver of two other coropa-
nies.”” The Court found a conflict of interest existed between the parties under the
control of the insolvency practitioner and set aside the receivership appointment.
The courts have held that the trustee 15 to act impartially and conduct itself in
such a manner as to avoid conflict, real or perceived between the trastee’s interest
and duty.”® The courts have also held that where a private receiver 18 also acting as
a trustee o bankruptey, the trustee as an officer of the court vust represent all cred-
itors and ensure that conflicting interests are resolved equitably.”® Thus the privately
appointed receiver acquires a broader obligation than only to the creditor
that appointed it, once it takes on the role of trustee. Where the receiver 1s court-
appointed, it already has a duty to the court and to all creditors that continues in
its capacity as trustee. The trustee must not only act without interest or bias, but
must be perceived o be acting without bias™

75. Re Bakemates fnternationad, supre, uote 56 at para.  {Ount. S.C.); FPisanes et Fatios GH.O. fne. (3991 LE.

34. 88-926 (Cs. Qué).

76. Commonwesith fnvestors Syndicate Lid. [1986] 61 79. Prince Edward fslond v. Bank of Nova Scotia {1988),
C BR(N Sy W7BLS.C) 70 CB.ER. (NS 209, 72 Nild. & P.ELR. 119,
77. Hiidge { Trusteeof} v. 8%, Fames Securities fne. (2002),  (PELT.D), veversed on other grounds {1989), &1
34 C.B.R. (4th) 227 {Ont. CA). Nild. & P.ELR 205(P.ELCA).

78. The testis an ohjec‘ne one, see TanmsTrading e, 80. I,
v. Cam Fpod Services Lid, { Trustee of) [1988] 67 C. B
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An insolvency professional may be a trustee and a receiver in the same engage-
nient, appointed as trustee by creditors, the Superintendent of Bankruptey or the
court,” and privately appointed as receiver by the creditor or appointed by court
order on a creditor’s request. The privately appointed receiver becoming trustee
oecurs because the secured creditor may he able to benefit from baving s receiver
act as trustee, including: shifting the priority of claims, having the full range of
investigation and realisation powers under the 814, the ability to pursae reviewable
transactions, the trustee’s ability to disclatm leases, and the econonies that are gene
erated by having the receiver who is alrcady fanibar with the debtor’ business
affairs act as trustee. In such cases, the trustee 1s an officer of the court, but may
have obligations to the secured creditor in its recelvership role. The duty aunder
both roles 15 to act honestly and in good {aith and to deal with the property of the
bankrupt in a commercially reasonable manner® A trustee under the 814 gener-
ally acts subject to the rights of secured creditors, and its powers of inspection,
valuation and realisation arc highly codified in the 814 The trusted’s primary
ohligation is to the court and to unsecured creditors, and its actions are subject to
approval by unsecured creditors either through creditor votes or the decision mak-
ing of inspectors appointed to represent unsecured creditors.” The receiver’s obliga-
tion 18 to the secured creditor that appointed it, and more generally to other
creditors and the debtor in terms of its conduct both in disclosing and in realising
on assets and distributing the proceeds ™

Hence, where there is appointment as both trustee and receiver, the insolvency
protessional has reporting responsibilities and duties that may conflict. For exaro-
ple, the inspectors may challenge the approach taken by the receiver in disposing
of secured assets in terms of the value realised or the adequacy of the sale process.
There is also a potential conflict of interest where the trustee 1s asked by unsecured
creditors to challenge the security because of roproper registration or perfeciion.
The potential {or conflict also arises where the trustee has an expectation of future
business with the secured creditor, creating some pressure to act in its interest to
the exchusion of other creditors and the debuor. While there should not be confiden-
tiality where the trustee has multiple obligations, there may be normative pressure
by the secured creditor that has retained the trustee to not disclose information to
which it has been made privy.

The B/A allows trustees to act on behalf of a secured creditor, although 1w specifies
that a trustee shall not take on this engagement undess the trustee has an opinion
from counsel independent of the secured party that the security is valid and
enforceable against the bankruptey estawe.®” Bankruptey Directive 15R specifies
that where a trustee realises on a secured creditor’s assets, the trustee must maintain

81. Sections 14, 14.03, 14.04, RIA4. 84. Sections 30, 31, BIA.

82. Section 247, Bid. &85. Sectiouns 245, 246, Bi4.

83, Sections 69-69.4, 70, 79, 81, 127135, 8I4. 26, Sectton 13.4, 814,
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written record of the capacity and terms under which the trustee operates on
behalf of the secured creditor; and must also maintain sufficient accounnna records
to segregate the costs and activities undertaken for the benefit of the secured
creditor.”

Daotel Dowdall bas observed that trustees are ﬁ'@qu@ritiy ancritical in examine
ing the opinion that the security is valid and enforceable.™ He suggests that this is
particularty problematic where security s taken between related parties and there
are problems with adequate corporate authorisation and defects in execution. Yet
trustecs may decide that an examination of the minute books or other investigation
is not worth the costs for the potential identification of deficiencies.™ Dowdall cites

a series of other counflicts issues in these circurastances, specifically, problems

where there 1s a dispute regarding the amount owed to the secured creditors; issues
regarding who gets the benefit of successful reversal of a fraudulent conveyance
transaction; secured creditor refusal to let surplus proceeds be paid out because of
concern about potential environmental clains or warranty claims; or where the
inspectors arrive at a different conclusion about the “best coutse of action” that the
trustee pursued on instruction of its secured creditor chient.”

Other possible conflicting roles include acting as a trustee in bankruptey for a
series of affiliated companies that may have intra-corporate transfers of assets or
debts; acting as trustee when the {rustee’s accounting firm s a major creditor of the
bankrupt or acts for a major creditor of the bankrupt. The Ontario Gourt of Appeal
has beld that a trastee in bankruptey will not be removed on the grounds of conflict
of interest where the trustee is also a privately appointed receiver if the trustee has
made full disclosure of the possible conflict, the ('Ofr;plaining party delays in object-
ing and there is no evidence of real prejudice.” Section 13.3(2) of the BL4 requires
that the trustee disclose whether it Is the trustee or receiver of a related entity. Yet
disclosure does not address the potential contlicts tssues, particularly where there
may be reviewable intra-corporate transfers of assets.

When acting under proposal provisions of the £#14, the trustee bas a duty of care
to the creditors. As a court-appointed officer;, the proposal trustee reports to cred-
itors on the merits of any proposal and must ensure sufficient disclosure of the
finances of the debtor 3o that creditors are able to make an informed decision as to
whether to vote in favour of the proposal. The trustee named in a notice of intertion
to file a proposal s required to file a report on the business and affairs of the debtor
where there is any material adverse change in the projected cash flow or financial

87. Bankruptcy Directive No. [5R, “Costs and 88, Drauniel Dowdall, “Ethical and Conflict Issues
Disclosures Associated with the Realisation by the  for Inselvency Practitioners”, Superintendent of
Trustee of Secured Creditors’ Assets”. See alse  Bankruptey Tutorial, at 10 (on file with author).
Bankruptey Directive 10 “Redemption of Security &9, Jfind at 11,

and Section 147 Levy of the BIA”, which provides .
for an accounting and segregation of costs where . F Nical Construction Lid. v. Nicol (1995), 30
the trustes sells both encumbered and uunencum- C B R. (H) 50 a1 93 {Ont. C.A,).

bered assets in the same transaction.
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circumstances or on any application for an extension of the stay period, coroment-
ing on the prospects for devising a viable proposal.”™ Bankruptey directives empha-
sise that the credibility of the bankruptey and tnsolvency system depends on the
trustee’s objectivity in the process and on full and fair disclosure of relevant infor-
mation.™ Yet the proposal trustee is also to advise the debtor on how o craft a pro-
posal that is most likely to give a chance to rehabilitate the debtor and to secure
the requisite ereditor support in the proposal process, At the same tme, the tustee
is required to report on the reasonableness of the debtor’s statement of projected
cash flow.”* While there are potential conflicts inherent in the structure of the statie
tory scheme, it also seerns evident that the trustee’s rele is to manage the conflicts
and to engage in a balancing of interests, having regard to the inderests of all stake-
holders. This may not be sufficiently codified in the statute.

There are several principles and best practices that are atrsed at avoidance of
conthicts and enhancement of ethical conduct. First and {oremost is the need for dis-
closure at the outset of any insolvency or bankruptey process of whose interests the
trustee is acting on behalf of, including written explanation of any potential cone
flicts of interest that are likely to arise. Equally important is that the trustee obtain
some assurance of meaningfol informed consent, either through pardes seeking
independent legal advice or having the stakeholders sign an acknowledgement as
to the nature of the relationship. The trustee should meet statutory requirernents
for notice 1o creditors and inspectors of a dual appointment, the basis of remunera-
tion and give notice of the legal opinion as to the validity and enforceability of the
security under which the receiver is acting” In order to carry out its dhuties in a
timely manner, the trustee should scrutinise the “valid and endorceable” opirion,
iix the interests of all stakeholders. The trustee should have clear policies regarding
the comumuncation of confidential information and clear processes for disclosing
this policy to creditors, inspectors and other stakeholders in the tnsolveney or bank-
ruptey process. This includes how the scope of disclosure may shift if the role of the
professional shifts from recetver to trustee or other role. Given the lack of clarifica-
tion in what might be considered an ethical response to the question of conflicts,
statutory guidance would be helpful.

It s also essential that the trustee endorce a standard of good {aith dealings and
iropartiality in dealing with all stakebolders. There should be transparent ongoing
processes {or monitoring conflicts of wnterest. There should also be mechanisms
developed whereby the trustee or other insolvency professional can resign from
the engagerment or shed the conflicted activity to an insolvency professional whe
will act in the best interests of the creditors. Finally, it is kev to provide ongoeing
training of insclvency professionals on the nature and scope of potential conflicts
and the need for ethical standards of professional practice.

92. Section 56.4(7}, BIA. sals”.
93. Bankruptcy Directive No. 20, “Information to 4. Section 56.1, BI4.
be Provided to Creditors tn Commercial Propo- 95, Section 13.4, BiA.

Copyright © 2004 JohaWiley & Sons, Lad. Int. fnsolo. Reo, Vol 13167212 (2004}

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



192 INSOL International dnsolvency Review

IV, Personal Insolvency and Bankrupicy and the Rele
of Professionals

In Canada, there were 84,251 consumer insolvencies in 2008, up from 10,000 bank-
rupteies annually 25 years ago.”® Since the introduction of consumer proposals in
1992 as an alernative for debtors to work out their affairs and avoid bankruptey,
the nuntber of consurer proposals has grown to 15400 annually.” While the 874
refers to “consumer” bankruptcy and proposals, practitioners and those in the

reform process bave recormmended changing this o “personal”, to hetter reflect
the realities of individual financial distress. Both terms are used in this paper,
interchangeably.

The number of trustees involved in personal bankruptcy files has also
grown considerably. While precise figures are not available, the Office of the
Superintendent of Bankruptcy (OSB) reports that of 900 licensed trustees working
in 250 firms or sole practice, there are approzimately 170 firms/individuals that file
at feast 100 personal insolvency and bankruptey files each vear.™ This means that
roughly 500 trustees are engaged in personal insolvency. The language of the statute
is that the Official Receiver selects the bankruptey trustee with regard o the wishes
of the most interested creditors,” yet in practice, the debtor selects the trastee. The
trustee performs a number of functions, tnchuding ascertaining from the debtor the
reasons for the financial distress, explaining the options available to the debtor, col-
lecting and realising on the assets {or the benefit of creditors, and reporting to the
OSE. The trustee is paid on a priority basis out of the assets of the estate.™ As dis-
cussed above 1n respect of commercial bankruptcies, the trustee has an obligation
to creditors. Best practice suggests that the trustee should explain its obligations at
the outset, be satishied that the debtor understands the nature of the trustee’s obliga-
tions, and bave the debtor sign acknowledgement of the relationship.

The issue of conbdentiality is one issue where potential conflicts and ethical
rssues arise. The trustee, in first interviewing the debtor to ascertain the reasons for
the financial distress and to canvass the options available, may hear information
regarding transactions that are reviewable or particular preferences or settlements
made by the debtor in the period leading up to filing for bankruptey or filing a
notice of intention to make a proposal. Hf the trustee has not been absolutely candid
at the cutset of the meeting that the trustee is there to represent the creditors, the
trustee may face a sericus condlict in terms of the ethics of either taking on the
engagement or of reporting the conversation to the trustee that ultimately does

et

ake on the assignment. Best practice suggzests that the trustee be clear about the
professional obligations at the outset, that the trustee advise the debtor
disclose the transactions and that the trustee pursue investigation of the impugned

-

96. 8B, Annudl Statistical Report, 2003, supra, note 25 neratedinterB/h_broi011e himl

at Table 4. Sze also Personal Insolvency Task 97, OSB, ihid

Force, Hinal Repert {Ottawa, Indusiey Canada, 98 OS8R, on file with author.

2002} (“PITF Report™} at 6, OSB, Bankruptcy Statis- 99, Section 45(4), BI4.

tics for Colendor ¥ 07, Tables 2 and 4B. hitpe// 700, See the discussion below on trustee fees.
strategis.ic.ge.ca/epic/internet/tnbsf-osb.nsf /vy w(e-
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trangaction. Yet there may be pressure o ignore these ethical practices in order to
secure the file.

As with commercial insolvency practitioners, there has been a paucity of writiog
on the role of the personal insolvency professional in Canada, parnicularly in
respect of ethical issues, although this discussion is now starting to occur.)” The Per-
sonal Insolvency fask Force (PITT) Report, commuissioned by the federal govern-
ment to study and make reconunendations on reform of the 814, commented on
the vital role of trustees in the process. However, two of the three academics on the
PITY dissenied in the final report and in subsoquent commentary, priroarily on
the 1ssue of the role of trustees, potential contlicts of interest in the process, the fail-
ure to undertake empirical research during the reform process and the fatlure to
consider more fundamental, public alternatives to the current private/public system
of bankruptey™ It is worth exaroining some of the issucs raised in an effort o
think about the future direction of the practice and questions of conflicts of interest
and professional ethics.

Professor fain Ramsay has been vocal in his critique of the profession and reform
efforts. He uses public choice theory, a method of analysis by several bankrupicy
scholars in the US, 0 analyse the development of Canadian bankruptey law,'™
Essentially, public choice theory suggests that rational self<interested actors maxi-
mise thetr utihity {benefits to self) and engage in rent seeking {which means that
is not economically justifiable that these actors get the benefits they are secking,
t.e. a monopoly on benefits) in the political reform process. Ramsay obiserves that
consumer debtors as a diffuse group are likely to be less effective in successfully lob-
bying for political change than well-organised groups such as trustees.'®* He has
suggested that although licensed by the OSE, trustees have a monopoly in Canada
on bankruptcy processing. He observes that while most trustees are accountants,
trustees are not a seki-governing profession like lawyers and accountants, although
they aspire to this status.™ Professor Ramsay suggests that the aim of trustees is to
nmaximise income and prestige and hence they have a strong opposition to any sub-
stitute of public for private processing of bankruptey as it would reduce the market

- . .06
for their services.

]/)] . David Wood and Guylaine Houle have both  Groups and the Politics of Consumer Bankruptey
cnth written on this subject, providing a helpful  Reform in Canada” (2003} 33 Usniversity of
startu’ g point for thinking about the role of the Toronte Law Journal 379,
pre ofessional in personal msolvency and ba '1k~“uprc i0%. 1ain Ramsay, “Interest Groups and the Politics
cases. David 8. Wood, “The Rol“ of the Trustee in - of Consumer Bankruptey Reform in Canada™, iid,
Fersonal Jusolvency Matters”, Amnual RBeiew of 04, David Skeel Jr., Debth Dominion, 4 Histery of
Ins ; Law, 2003 {Torvouto, Carswell, 2004);,  Bankrupicy Lowin Ammm cFrinc»--nn Princeton Um-
Guylaine Houle, “Ethics in the Practice of Personal  versity Press, 2001}, A. 1. Ogus, Regulations Legal
Insolvency Law”, paper presented to the first An-  Form ond Economic Theory (Oxford: Clarendon Ptrqs

nuat ('0'1ff:reme on Review of Insolvency Law,  1994); L Mcleod, Public Cheice: An Introduction 2d ed.
UBC Faculty of Law, Vancouver (6 February ({Oxford, Blackwell, 1996},
2004}, on file w.in author. 105, Ram note 102 at 388,

102 Yain Ramsay, Reservations and Dissent, Eprsonal In- 105, Jpid. at 388 citing the example of trustees
solvency Task Force Final Report, supra, note 97 at 93;  lobbying to eliminate the publicly administered
Jacob §. Zisgel, Reservations ond Dissents ing Views en the program in the {970s.

Tusk Force Report, ibid. at 97. fain Rarasay, “Interest
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There is a valid critique that consemers of bankruptey legislation were not ade-
qudf@iv represented in the PITE process and are too diffuse a group to have their
views influence the legisiative reform process. Yot the eritique may undlerplay the
challenge of truly having those voices heard in the political process. Those that are
bartkrupt do not bave the energy, information or resources o lobby politically.
Orther debtors do not believe that they will ever be bankrupt and hence are unlikely
o be interested or engaged 1u the process. Those that bave survived bavkruptey fre-
quently wish to leave the stigma of bankruptey that still exases behind, Unlike the
US system, in which personal bankrupicy is driven by lawyers and hence a specia-
lised bankruptcy bar has emerged that lobbies on behalf of bankrapts, the more
adouinistrative nature of personal bardruptcy in Canada means that a specialized
bar has not developed. There are a myriad of reasons why consumer bankruptey
groups have not developed 1 Ganada, an issue largely ignored io the legislative
reform debate. There are profound power imbalances such that even if consumers
had been represented on the PETE 1t is undikely that their voices would have pre-
vailed.

While public choice theory explains some aspects of political processes, it has
considerable lmits ag an analytical tool. It masks the normative approaches by par-
ties in their lobbying efforts, reducing their positions to positioning for purely eco-
nomic selfunterest. kt is bankruptey’s law and economics version of the rational
actor theory, a theory that ignores debtors, creditors, bankruptey professionals
and others as socially situated. Public choice theory, in reducing all groups to a sin-
gle self-interest ignores the diversity of protessionals working in personal bank-
ruptey law and their muluple objectives for working in the feld. Just as lawyers,
academics and others cannot be lumped into one group with single incoroe maxi-
mising selfinterest driving all views, public choice theory tends to reduce political
and policy decisions o a one dirnensional view of trustees. Hence, the analysis put
torward by scholars such as David Skeel in his book on the history of US bankruptey
faw and public choice theory is interesting, but very thin on an overall normative
framework for thinking about bankruptey law.

The two dissenting scholars in the PITTF process have, however, raised some rele-
vant points that the profession should address, preferably prior to the next stage of
the legislative reform process. These include the fatlure to undertake eompirical
study; the inberent conflict of interests of trustees; payment of trustees; and the
issue of “trustee shopping” These are addressed in turn below.

A. Lack of smpirical rossarch on parsonal insslvency and bankruptoy

First, 13 the critique that there 5 a lack of eopirical data on which to base bank-
ruptey reform recovunendations, a valid observation. 1o date, there have been
very few studies on Uanadian consumer bankruptcies, the incentive effects of parti-
cular policy choices, the economic and social barriers that contribute to bankruptey
and comparative analysis with other systems internationally. There have
been some qualitative studies that have been botly crivigued. Yet in the absence of
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alternative and better data, it is difficult for the casval obsexrver to assess both the
studies and their critiques in terms of what they tell us about the bankruptey system.
The PUTY was given neither the time nor resources to undertake comprehensive
research studies. Similarly, while Industry Ganada policy analysts have made con-
siderable efforts to broadly consolt with stakeholders 1n the reforma process, it is Jess
than clear whether they were given sufficient resources on the personal insolvency
side to undertake empirical research into both the Gapadian system and compara-
tive systems internationally, Whale thas was dearly a government deaision, it may
be that the profession and haskruptey scholars bave a role 1o funding or conducting
better empirical research on an arnys length basis or in pressing the government (o
undertake this.

One example is the debate regarding whether or not there should be a publicly
funded process for judgment-proof debtors, those that have assets and income that
are exempt from seizure by creditors. The debate during the PITY process was
whether to create a separate regirae that provides an alternative to those debtors
that have no assets that would be available to satisty creditors’ daims but whe
require relief from aggressive debt collection efforts. The PITT considered a system
inn which debtors would be given relief from debt collection effores and then mon-
tored for an extended period to ensure that they remained without non-exempt
assets or surplus income; bowever, it rejected the alternative as unmanageable
ziven the mobility of the population and barricrs to effective monitoring.”

The PUTE’s obhservations were valid, yet the dissenting reports ratsed the issue of
the tack of consideration of other alicrnatives to address this problem.™ In part,
this critiuee highlighted a failed opportunity to more fulsomely consider the objec-
tives of the personal bankrupicy system as a form of consumer protection, a social
welfare mechanism or a creditor’s remedy, and the failure to undertake the research
to inform this discussion.”” Professor Ramsay has suggesied that rescarch in the
reform process should have inchuded research exploring some of the central con-
cepts of personal insolvency law; economic analyses of different models of bank-
ruptey law and service delivery; and data collection on both public perception and
the direct experience of those involved in the systen, including an assessment of
the success or failure of the proposal process since it has been enacted.” Thisis a
critique of the legislators more than the PITE, in the sense of resources directed at
the process. It 1s notable that other public policy imtiatives have had considerably
more resources directed at study before the policies are implemented. Hence perso-
nal bankroptey is the poor cousin of other public policy areas in terms of research
dollars allocated in public policy decisions, just as welfare has historically been at
the provincial government level. It may have resulted in underdevelopment of pol-
icy in areas such as ethical practice, conflicts and access to appropriate rehabilita-
tion mechanisms,

107. PITF Report, supra, note 97 at 70-71. 109. Thid. at 94
i8. Yain Ramsay, Reservofions and Dissent, PITE 110, fbid
Report, supra, note 102 at 93.
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Historically, there was a publicly funded trustee agency in Canada called the
Federal Insolvency Trustee Agency (FITA), which operated from the carly 1970s
untll approzunately 1980, providing a publicly fimded mechamism for processing
personal bankruptcy. Why 1t was dismantled is somewhat contested and there are
diverse recoliections, including: that there was concera that legally the FITA was
not properly constituted, given the statutory language; that trustees lobbied the fed-
cral government to end the FITA and move the cases to the private sector because
of a belief that there was a profit to be made from administering these files; or that
the {ederal government, as part of its overall ¢hift to privatisation, was eager to get
out of the FI'TA and have the private sector take over. The FITA was replaced by
i

variations of what was known as the “referral prograo” [oitially, vader this pro-
gram, debtors would submit applications to the 5B, An OSB officer would per-
form a screening interview with the debtor and then refer the debtor on a
rotational basis to the next trustee on the “referral ist” of trustees that had agreed
to bandle these files for little or no up-front tee. Eventually, the screening interview
was dropped and the practice in most of Canada by 1982 was that applications
from debtors were simply turned over to the nest trustee on the “referral list”. A
major problem was that there were restrictions on the numbers of trustees allowed
on the “referral hists” in soroe regions, which prompied the excluded trustees to
claim that 1t was unfair to only allow some trustees on the lists. Another eriticisin
was that the OSB offices were spending an inordinate amount of time siroply receiv-
ing applications and then forwarding them on to trustees. As a consequence, in
1985 or 1986, the Bankruptey Assistance Program came into cffect following lengthy
discussions with the trustee association and a joint comuittee made up of OSB
representatives and trustees. At the time, it was believed that the program would
only be wsed by a very small number of debtors and that trustees would generally
be able to handle the vast majority of files in the first instance, a belief that bas pro-
ven to be the case,

Hence, one is left with some uncertainty as to whether or not there is a problera of
access o the bankruptey system for the least well-off debtors. Intuitively, given
that 80—85% of all bankrupts have no surplus income, it sceros that there must be.
Yet the OSB reports that it recetves less than 500 cases under its Bankruptey Assis-
tance Program cach vear and is able to find trustees to perform bankruptey services
at less, hittle or no cost where necessary. It does not recetve complatrnts that this pro-
gram has not assisted. Given no apparent problems at the door of the oversight
agency, it 1s not surprising that more interest in this was not generated in the pro-
cess. The difficulty is that a lack of a public voice about these issues does not mean
that there 13 not an access problem, and absent empirical research one will not
know. As a consequence, the debate takes place on the basis of different normative

itl. My thanks to the OSB for providing this
history of the program.
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views about access in Ganada, as opposed to a deeper understanding of the pro-
blems that may exist. No doabt there would be problems in colle >ctm5 the data,
but they are vot iosurmountable, Debtors that reach the low point in the social
safety net end up in the welfare system and this highly codified regime would pro-
vide one source of gathering inforration about debtors who have not accessed the
bankruptcy system. This would not generate data regarding those who have fallen
ove step further through the last social safety vet, but it would be a start,

What 1s the responsibibity of the profession in pushing for study of these 1ssues?
From an “othernterested” perspe ctive, 1t would support ensuring the best reform
process possible and assist in giving volce o a range of constituents whose firse-
hand views are not carrently in the public domatn. Self-nterestedly, support for
research may substantiate trustees’ own professional experience with debtors in
terms of whether or not there are barriers to the system. Either way, it would
allow for more informed decision making about the appropriate role and himita-
tions of trustees as nsolvency professionals and lend more credibility to the percep-
tion of trustees as professionals that balance diverse interests in the bankruptey
and ingsolvency system,

B. The inherent conflict of interest of trusices in the logisialive reform process

This is a touchy subject, because, as noted above, trustces bave given coundless
volunteer hours on the PITE in working groups in their professional organisation
the CAIRP and n their direct service efforts to consurner debtors. These efforts
have been aimed at debating and arriving at as broad a consensus as possible
about reforms that would enhance the transparency, accessibility and efficiency of
the insolvency and bankruptcy systen.

There 15 a great ditference between conflicts of interest inherent in the political
reform process and the notion of conflict of interest in the practice of personal inscl-
vency law. As acadernics, we experience conflicts of interest daily, in promoting
our particular normative conception of insolvency law, in ac‘wowung that more
research dollars he directed towards studying the systeon, and i suggesting arcas
of attention that resources and public policy debate should direct towards regula-
tory reform regarding corporate activity. Fustees and other professionals sinularly
face inherent condlicts of interest in that they have an econoniic stake in the current
system, although that stake differs considerably among the trustees, just as it does
among acadernics. This inherent conflict of interest and diversity of views is key to

the democratic process. Policy reform occurs when advocates in the system
acknowledge their history and biases and then work through the issues with other
stakeholders to seck the appropriate balance in the bankruptey and insolvency sve-
temn. The challenge 1s how to broaden the current representation at the table, while
recognising both the valuable contribution and the potential conflicts that the pro-
fession brings o the tble.

Both dissenting reports of the PITY Report criticised the fatture of the PITY
to more fundamentally consider the role of the trustee in the personal bankruptey
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process. In particular, whether the current role of siroultancously advising and
counselling the debtor and acting as representative of the creditors is the best
means of providing service to a particularly vulnerable population™ As Professor
Ramsay noted, whether the potential dangers of such a conflict of interest are out-
weighed by the reduction m ransaction costs in the processing of bankrupicies is
an undetermined question."™ Professor Ziegel observed that many trustees adver-
tise their services in a manner that leads debtors to believe the trustee 1s protecting
their best interests when, in s view, the law 1s clear i;hat the trustee’s primnary obli-
gation is to the creditors and the bankruptey court.”™ The conflict of interest and
professional ethics issues are complex, Rather than shitk from a full debate on
these controversial questions, the profession ought o fully engage in the debate
with its principal critics, as a means of both increasing public informaton on the
role of trusiees as a multifaceted officer in the process and as a means of closing
gaps in the data that could aid the reforo process.

What has not been recognised in this critique on the role of trustees in the reform
process is the countless hours that trustees spent in working groups across the coun-
try, generating numerous ideas about where reform is needed.”™

® Represented by
region, gender, size of practice, years of practice and cultural differences, the
debates in these working groups were vigorous and extended. They also involved
months of discussion to arrive at a consensus about what reforms might be neces-
sary. While the debates were among trustees alone, they speak to the profound
diversity of experience across Canada with consumer bankruptcies and a range of
concerns about vulnerable participants in ﬂi(—‘ gystent. The more than 100 trusiees
involved in this volunteer effort, *oughiv of all consumer trustees in Canada,
sheds considerable insight on probleos ¢ zl(‘,i_il,ﬂ’iiﬁ(’,}“{id on the ground by trustecs and
the debtors that engage thetr services. This process llustrates that the interests of
trustees are considerably more fayered and nuanced thaun a depiction of trustees as
monolithic self-interested wealth maxinusing actors, Is this a comuonuucation pro-
blem in terms of the public’s perception? Perhaps in part, but it goes to the broader
question of how trustees are portrayed in the media, in the academic literature
and self-portrayed by a small segment of the trustee population. This does not
address the pfobiem of lack of a direct consumer veice in the reform process, bt
it does indicate a broader and more diverse set of voices than indicated in the
Hterature.

In any political reform process, all the actors are driven in part by their biases
and their conflicts of interest in advancing their particular position. Rather than
ignore this, it is important to analyse how the conflicts of interest of all participants
can be tempered to realise the best reforms possible. It would hikely not have been
sufficient to have consumers represented in the process, because the relative imbal-
ance in power between consumers, creditors, trustees and goverrunent officials 1g

i8]
3!
X

112. Bamsay, supre, note 100 at 95; Ziegsl, supra, 115, Ziegel, supre, note 102 at 100,

note 100 at 99. 16, CAIRP and IIC submission to the Senate
Pi5. Ramsay, ihid, Cornmittee on Banking, Trade and Commerce,
114, Ramsay, ibid February 2003,
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such that it would have been difficult to overcome. Thus there should be considera-
tion of how to represent these voices in the process going forward, either through
appointoent of representative counsel or some erapirical sorveyving, Uriticism
should be viewed as a positive aspect of the debate, not because academics any bet-
ter represent the views of consumer debtors thao trustees, hut because as a society,
it helps provide us with a sober second check on the scope of our views that are
“other-nterested” and those that protect seif-interest. o turn, this will lead to pra
tice norms that strive to enbance ethical professmncﬂ conduct.

§. Conflicts of intorest in practice

The discussion about the legislative reform process, where conflicts of interest are
mnherent for all participants in the process, is very different than the issue of confiicts
of interest in the practice of personal insolvency and bankruptey. This 1s an incred-
ihly iaportant distinction and one that s underplayed in the current reform debate.
Whatever one’s normative views are about the growth of personal ba nkruptcv asa

public process performed by private professionals, this was a choice made in earlier
rc,fm n1 processes in Canada. While there is legitimacy to the debate about whether
there needs to be a more {undamental rethinking of the systerm, there is a sepavate
set of questions about whether, in thﬁ current system, trustees act ethically and lar-

gely without conflicts of interest, Here there are some empirical data. While the
trustees engaged in fmudulent activity have attracted media headlines, only a tiny
fraction of trustees have heen found to have engaged in none-professional practice.
The Superintendent of Bankruptcy reports that in the past decade there have been
fess than 40 cases of raisconduct by trusices in total, involving less than 19 of all
trustees. This misconduct has ranged from inadequate record keeping to more
serious breach of trust obligations.

Prior 101992, only the Minister could take away a trustee’s license under the 84,
Given the political nature of the role, the Miruster usually refused to act on recoo-
mendations of the Superintendent of Bankruptey to remove licenses because of
risk of public perception that the Minister was making trustees loge their fivelthood.
In 1992, that power was vested with the Superintendent. Mechanisms were put in
place to investigate and where appropriate, rescind the trustee’s licence. The Super-
intendent conducts a form of dispute resoclution in the triage of complaints about
trustee conduct. Un receiving a complaing, it works with the complainant to deter-
mine the validity of the complaint, or whether it is an aspect of the 874 not under-
stood by the debtor or creditor that iz complaining. {t then conducts a dispute
resolution process with the trustee and the complainant, trying to resolve the com-
paint. Inmost cases, the matter i3 resolved at that point. Where the Superintendent

117, OSE Statistics, on file with author.
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deterrpines that there is an issue of professional conduct, it conducts a complete
audit of the trustee’s practice, and takes conservatory measures where appropriate.
In cases of fraud or other sevicus misconduct, it prosecutes the trustee and under-

takes professional disciplinary action, all with due process protections in place.

One of the Superintendend’s enforcernent strategies in 2003 was o dentidy all
those trustees with greater than 15% of estates outstanding for more than three
years, requuring them to provide independent bank verification of mooney held in
trust. It found 99 such cases. While there was considerable complaint by the trustee
cogunenity about the priorities of the Superintendent in pursuing these trustees,
the rationale was one of “triage” type identification of problems. The Superinten-
dent’s Gffice had found that in all the fraud cases to date, a common therne was
the fathure to close estates in a tmely manner. In some cases, there had also been
tegal taropering with bank records. Using the fact of the 15% of outstanding
estates as an investigative tool for fraud in the system, the Superintendent was able
to verity that none of the 99 trustees inwolved had engaged in fraudulent activity.
Hence, it viewed this initiative as focusing on higher rigk situations as a preventive
or early detection measure.

Asnoted in Part I, the Senate Committee has recommended increased codifica-
tiont of professional ethics in the 804, In additon to the ecthics code currenty
enshrined in bankruptcy regulations, insclvency professionals that are CAIRP
menibers are subject to rules of professional conduct and standards of professional
practice that are increasingly monttored. CAIRP has developed a system of com-
plaints processing and sanction for members that do not conform to its practice
standards. As a profession, it publicly reports on the disposition of hearings relating
to alleged musconduct and the outcomes. The difficulty is that GAIRP% only
available sanction for misconduct s to take away membership; and the impugned
trustee frequently quits the Association before musconduct s fully investigated or
adjudicated.

§. The issse of foes

Another critique is in regard (o the amount of private fees charged by trustees to
administer a bankrupicy or proposal. There is a lack of good data on precisely
the 1ssues and challenges in respect of the fees issue, There are historical reasons
why the adnuunistration of the bankruptey system is undertaken by private
professionals, reasons that are beyond the scope of this paper, but which reflect «
move by federal legislators to privatise aspects of the public service delivery systent
Having made that choice, 1t does seem counter-intuitive that fees should be an
tssue, given that the whole question of private delivery of the service has come
under hittle scrutiny in recent years, Leaving that issue aside, there are two issues
regarding fees.

First, it 1s important that trustees be paid fair compensation for their work. The
trustee has a fivst clatm for payment of its fees and costs of admirustration of the
estate, While estimnates vary, the average consumer bankruptey charge is about
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$1500. In most cases, this fee is not paid at the front end of the process. Rather,
where the debtor is employed, it is frequently made in contributions from wages
during the nine month period as an uodischarged bankrupt. It may also be paid as
a percentage of proceeds realised on assets from that portion of the assets that are
noneexernpt, proceeds that were part of creditors claims oo the estate. Payrment
also comes from pre- and posi-filing income tax returns or Goods and Services
Fax (GST) rebaices (to a maxtowrn). This is valoe that would accrue to the creditors
i they were to fully realise on their claims, not to the debtor, an observation seldom
made.

The greater challenge is those who are unemploved or on welfare or other social
assisiance, where there is neither surplos income nor assets, While many have con-
cluded that these individuals are judgment proof and hence do not need to go bank-
rupt, it 1s not clear that there is adequate consumer indformation or assistance in
how to get relief from aggressive debt collection agencies. There 1s a further tssue
where debtors have to borrow from faroily or friends in order to pay for the bank-
ruptey process, a practice that has distributive consequences for persons that are
not insolvent, due to the unavailability of a publicly delivered service for the finan-
cially distressed family member. It raises the question of whether trustees should
encourage this type of payvment as ethical practice.

There bad been a practice whereby debtors signed agreements that payments for
the costs of trustee fees and administration would continue to be made post-
discharge where there were not sufficient assets to cover the costs. However, the
courtin Bertheletie held that such agreements were not enforceable.”® The PITF con-
cluded that this ruling hmited the flexibility of payment arrangements between
trustees and bankrupts and thus reduced the certainty that trustees would receive
fair and adequate compensation for the services they provide It recommended
amending the £{4 to allow trustees o enter into voluntary payment agreements
with bankrupts who do not bave surplus income, with a ceiling on the sum of trustee
fees and other administrative costs of bankruptey, which would allow the bankrupt
to still have an automatic discharge in a timely fashion, but allow trustees to receive
their fees and costs.™ Tt further recommended that such agreements would not be
permitted in bardship cases. The recommendation has been criticised as contrary
to the fresh start principle because bankrupts emerge from bankruptey with post-
discharge payment obligations, This is in contrast to the view that several hundred
doilars of post-discharge pavment obligations to trustees is a small price for the abil-
ity of the debtor w shed onerous debt obligations and emerge from bankruptey
with a fresh start. Both sides of this debate have not yet been adequately addressed
by legislative policy makers. On the one hand, delaying discharge dates in order to
secure payment disadvantages consumer bankrupts in their credit ratings for a

118, Re Berthelete (1999), 11 C.BR. (dth), 174 219, PITF Report, supre, note 97 at 43.
P .LR. (4th) §77 {(Man. C.A), 190, Ihid
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fonger period of time. This 18 a serious prejudice o timely access to bankruptey
discharge. On the other hand, post-discharge payment obligations to trustees
could also mapede the fresh start principle, although this dtpf:nm on the pature of
the payments and the financial and other circumstances of the bankrupt. Morcover,
safeguards for bardship cases in post-cischarge payroents need to be chrystallised,
including a process for dealing with claims of hardship. There is also the question
of the distributive consequence of asking trustees to forgo payments for services ren-
dered absent a solution to the problem of compensation, No other profession
would be asked w eliminate or reduce fees for services performed, inchiling those
deahng with vuldnerable populations such as in {family law, poverty law and disabil-
ity law {unless the lawyer has volontarily agreed to mv{om\pmraw work or agreed
to wolk under a legal sid fee structure). Trustees should be paid reasonable fees for
the work they perforra.

The issue is more complex than simply the ethics of post-discharge payments and
the fresh start principle. H the policy objective is access to bankruptey services,
timely and accessible discharge and fair compensation to trustees for providing a
public service, should the govermment step up to the plate and pay trustees for any
short-fall in fees due to the debtor’s lack of surphss income, thus using the tax base
o redistribute wealth by giving bankrupts access to earlier discharge and fresh
start? Should there be a public service offered in such cases, 1e. a public trustee
avatlable to process bankruptcy where there 18 no surplus income or asscts? Calls
to adopt a no-fee or low-fee public systern are unclear as to their possible efficacy,
absent empirical study of whether or not such systems truly create greater access (o
rehabilitation in other jurisdictions than the current Cdnddmn systen. Moreover,
it is unclear that there would be any political will to change the current systern,
when the surveys that have been undertaken indicate a considerable level of satis-
faction with trustees’ services. What is the barkrupts experience in the fees process?
should the credit industry be charged an expertence-rated tanfl that would 6l
this compensation gap, rouch as private industry does for the workers’ compensa-
tion systen? Having made the choice o deliver a valuable puablic service (bank-
rupicy and proposal processes) privately, bow is the system going 1o design the
appropriate incentives and payment choices to reflect its goals of accessibility, fair-
ness and efficient administration of consuwmer bankruptcies and proposals? It
appears that the current reform debate, on all sides, may have been cast too
narrowly.

E. Trusioe shopping

Closely related to the fee issue is the controversial issue of trustee shopping with
price cutting and arguably pressure to cut service and due diligence. While cast by
some as a market competition issue, it seems that the lssue mvolves one directly

implicating ethics and professional practice. It 1 also closely ted to how mxol\zencv
professionals advertise for or portray their services. A cursory examination of tele-

vision and yellow-page ads reveals that rany ads do give the impression that the
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trustee 1¢ there to help the debtor. There are no statutory recpurements to disclose
the trustees obligations to creditors in their public advertising, something that
coudd casily be codified. In some cases, the ads are not very professional, and
while unfortunate for the profession’s image, this seems less of a concern than the
rapression of whom the trustee will represent. The ads may also contribute to trus-
tee shopping, but the concern with this should not be the shopping, but rather,
how to protect the integrity of the services delivered by trustees i the baokraptey
system. it may be that the Superintendent should have the authority to approve for-
mat of advertising, including the appropriate caution and disclaimers.

Amendments to the B4 1 1997 gave trusiee% thc power to recommend terms of
discharge that could require payment of up to 12 additional mondhly contributions
tor bankrupts with surphs income, directed toward satisfying a hn,her portion of
creditors ciaxms,u‘ In 2001, terms of discharge were set in about 7% of cases, some-
thing that the PITTF concluded was too discretionary. The discretion problem iden-
tificd was that debtors would shop around for trustees that would not require
extra payments, resulting in loss of business to trustees and creating incentives to
not track assets and increase the contributions to the estate for the benefit of cred-
itors.™ The PITF recommended codifying the approach to this issue by proposing
that trustees be able to reconunend 12 additional months of surplus income
paymients rradc o the estate before bankrupts with suarplus income are
discharged. This reconunendation would affect 15% of bankrupts, with the
riteria to determine the number and amount of payments to be established by
the OSB."™

While consumer debtors are primarily the most econorically and socially disad-
vantaged people, as indicated by the lack of surphus income for the vast majority,
personal bankruptey is no longer confined o this class of people (i 1t ever was).
Inereasingly dentists, doctors and other professionals are going through the bank-
ruptey process. While they may be seriously over-leveraged in their credit arrange-~
ments, their capacity to make ﬁurplus payments is measurably greater because
their going forward income earming capacity is large. In such case, surplus pay-
ments make a great deal of sense and the trustee is not facing the sare cthical
issue as for the debtor with marginal surplos income whe really may be deprived
of a fresh start to his or ber financial affairs. Where such arrangements are
prejudicial to the fresh start of the bankrupt, the trustee may bave a conflict in press-
ing for such agreements and there should be a mechanism that serves as an accound-
ability check on post-discharge arrangements if they are allowed under the
amended BI4. Information on the scope of income and economic position of the
13% with surplus income is sparse and leaves the public with the impression of debt-
ors being seriously prejudiced by these policy recommendations. That may be the
case, but in the absence of data, one cannot have a folly informed public policy
debate.

i2l. s 1’70 1, BL4; Divective 12 Terms ¢f Dischorge 3t 122, PITF Report, supra, note 97 at 45,
para. 123, Mhid. at 46.
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V. Gonflicts Reguirements in the US Bankruplocy System

The US casts a much broader net over professionals and percetved condlicts of inter-
est when engaging insclvency professionals.®* A brief review highlights the differ-
ences in Ganadian and US regolation of condlicis. The US Banfrupicy Code specifics
that the trustee can employ professionals to assist in carrying out its duties f they
do not hold an interest adverse to the estate and are disinteresied persons.” Disine
terested is defined as a hist of people and professionals, including investment hankers
for any outstanding sccurity, attorneys under specified conditions, and persons
that do not have an interest that 1s matertally adverse to the interest of the estate or
of any class of creditors or equity security holders by reason of any direct or indirect
relationship with, connection with, or interest in the debtor'® Under Chapter 7 or
11 of the US Banbrupicy Code, a person is not disqualified solely because they have

served as an examiner in the case.

chapte fies:

s

i, Section 327 speci

Nec. 327 — Employment of professional persons

{a) Except as otherwise provided in this section,
the trustee, with the court’s approval, may em-
ploy one ore more aitorneys, accouniants, ap-
praisers, auctioneers, or other professional
persons, that do pot hold or represent an interest
adverse to the estate, and that are disinteresied
persons, to represent or assist the {rusiee in
carrying out the trustee’s duties under this title.

(b} ff the trusiee i8 authorized to operate the
business of the debtor under ssction 722, 1202,
or HO8 of thus title, and if the debtor has reg-
ularty employed attorneys, accountants, or other
professional persons on salary, the trustee may
vetain or replace such professional persouns if
ecessary in the operation of such business.

{c) In a case under chapter 7, 12, or 11 of this title,
a person is not disqualified for employment
under this section solely because of such
employment by or representation of a creditor,
unless there is objection by another creditor or
the US trustee, in which case the court shall
disapprove such employment if there 1s an actual
contlict of interest.

{d) The court may authorize the trustee o act as
attorney or accountant for the estate if such
anthorization is in the best interest of the estate.

{e} The trustee, with the court’s approval, may
empioy, for a specified special purpose, other
than to represent the trustee in conducting the
case, an attorney that has represented the debtor,
if in the best interest of the estate, and if such
attorney does not represent or hold any interest
adverse to the debtor or to the estate with respest
to the matter on which such attorney is to be
employed.

{f) The trustee may not employ a person that has

Given that US counsel examines pre-filing transac-
tions, with a view o any potential misconduct,
there is a perceived serious conflict of interest or
lack of “disinterestedeness™. This may stem in part
from the notton of the Debtor in Possession in the
US Bankrupicy Code, where notionally a separate
entity s formed that takes control of the debtor
corporation during the reorganisation. Thus, there
is nead for new counsel that can make a dispa
nate investigation of the debtor’s financial and
other actwvities pre-filng.

725, Section 327, Title H, ¢. 3, subchapter 1.

{26, Tl Section 14 specifies: “distnterested per-
son” means person that:

(A} tsnotacreditor, an sguity secutity holder, or
an instder;

(B} is not and was not an investment banker for
any outstanding security of the debtor;

{C) has not been, within three years before the
date of the filing of the petition, an investment
banker for a security of the debtor, or an attorney
for such an investment banker in connection with
the offer, sale or insurance of a security of the
debtor;

(I3} is not and was not, within two years before
the date of the filing of the petition, a director,
officer, or employee of the debtor or of an
investment banker, specified in subparagraph
{8} or {C) of this paragraph; and

{E} does not have an interest materially adverse
to the nterest of the estate or of any class of
creditors or equity security holders, by reason of
any direct or indirect relationship to, connection
with, or interest in, the debtor or an investment
banker specified in subparagraph (8B) or {C) of
this paragraph, or for any other reason.
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"rcditm‘ or the US trustee
7 The language used is

acted for a creditor, unless thereis an objection by another
and the court finds there is an actual conflict of interest.”
“best interest of the estate”
In the US, there has been
high a threshold that unnecessa

tion that the disinterestedness test is too
rily preveunts sore ficots fror actiog in restructur-
ing maiters and that the more appropriate threshold should be that of adverse inter-
est, defined as an actual conflict of interest.™ One of the conditions of
appointment in the US s that the insclvency or accounting professional must dis-
close all of the person’s connections with the debtor, creditors, any other party
with an interest, their respective attorneys and accountants, the US Trustee, or
any person enployed in the Office of the US Trustee. ™

In Canada, the Senate Commitiee recommended increased codification, which
may ultimately contain some elements of the US approach. The US bankruptey
rules provide for a highiy codified regime of what constitutes a conflict or perceived
conflict of interest. Adding another layer to these rules are the new statutory
requirements regarding auditing and accounting services much earbier in the firnys

n 8OmME Sugges

financial life cycle, as

27. Section 3
The Res

, supra, note 124 at subsection (£}
iement ( Third) of the Law -J"'avemirz Law-
speu-ilen that: “A conflict of interest is involved
ve 1§ a substantial visk that the lawyer’s repre-
sentation of the client would be materially and
adversely affected by the lawyer’s own mterest or
by the lawyer’s duties to another current chient, a
former client, or a third person.” RESTATE-
MENT (THIRD) OF THE LAW GOVERNING
LAWYERS §2021 (Proposed Final Draft No. 1,
1996}, discussed in Arthur J. Gonzalez, “Conflicts
of Interest and Other Bthical Issues Facing Banlk-
ruptey Lawyers: Is I)Nuferesteane‘:s Necessaty to
Preserve the int ty of the Bankruptcy System?”,
{1999} 28 Hofstra L. Rev. 67.

129. Fed. B. Bankr. P. 2014, Employment lssues,
bwtwn -6.1.1. Rule 2014, entitled: “Employment
of Professional Persons™ provides:

{2y APPLICATION FOR AN ORDER OF EM-
FLOYM ENT. An order approving the emplo"—
wat of \:ttunﬁeys, acoountan ts, appraisers,
uctioneers, agents, or other professicnals pur-
Qaart to 872,, §1103, or §1114 of the Code shall
be made only on ap lication of the trustee o
committee. The applications shall be filed 'md
unless the case s a chapter § municipality case, a
copy of the application shall be transmitted by
the applicant to the United States trustee. The
application shall state the specific facts showing
the necessity for the employment, the name of ¢ he
person to be employed, the reasons for the selec-
tion, the professional services to be rendered, any
proposed atrangements for compensation, and,

enacted under the Sarbanes-Oxiey Act.

to the best of the applicant’s knowledge, all of the
person’s connections with the debtor, creditors,
any other party in interest, their respective attor-
neys and accountants, the United States trustee,
or any person employved in the office of the
United States trustee. The application shall be
accompanied by a verified statement of the per-
son 10 be employed setting forth the person’s
connections with the debtor, creditors, any other
party in intevest, their respective attorneys and
accountants, the United States trustee, or any
person employed in the office of the US trustee.
(b} SERVICES RENDERED BY MEMBER
OR ASSOCIATE OF FIRM OF ATTORNEYS
OR ACCOUNTANTS. If, under the Code and
this rule, a law partoership or “'\v‘poration is
employed as an atiorney, ot an accounting pari-
nership or corporation is emplioyed as an accoun-
tant, or if a named attorney or accountant is
employed, any partner, member, ot regular as-
sociate of the partnership, corporation or indivi-
dual may act as attorney or accountant so
employed, without further order of the court.

..Rule 2014(a) does not expressly requive sup-
plemental or continuing disclosure. Nevertheless,
section 327(a) implies a duty of continuing dis-
closure, and requires professionals to reveal con-
nections that arise after their retention . . . {This]
{clontinuing disclosure [requirement] is necessaty
to preserve the integrity of the bankruptoy system
by ensuring that the trustee’s professionals re-
main conflict free.
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&. The Sarbases-Orley Aot and conflicts issuss

The US response to recent corporate scandals had been to substantially tghten
rules relating to audit and non-audi services, which inturn have an timpact on the
insolvency professionals involved 1in a US bankruptey proceeding. The statute
applics to Canadian companies listed on US f‘xchanges; hence this prohibition on
acting may determine the “auditor as monitor” issue in Uanada for the large SEC
registered public companies.

The Sarbanes-Oxley Act and accompanying SEC Reguladons limit the noneaudit
services the firm can provide its audit cliens."® Tt requires pre-approval by the
audit comuputtee of all services provided by the independent auditor. It prohibits
an audit firm from providing any of the non-audit services expressty emumerated
in the Aef, as well as those that may later be added by SEC regulation.” These ser-
vices have been viewed as iropairing auditor independence. It also makes all non-
audit services that are greater than 5% of the annual total fees to an audit firm
subject to pre-approval of the client corporation’s audit committee.™” The Sarbanes-
Oxdey Act atterpts to reduce auditor “capture” or shirking by the clhients manage-
ment by prohibiting the same audit partner from supervising the client’ audit for
more than four years in a row, imposing new rotation requirements.” Finally, the
Act requires that the auditor disclose discussions with management concerming its
ritical accounting policies, alternatives to those policies and the tmpact of those
alternative accounting treatments, zmc" other material written information to the
board of directors audit committee.™ This last provision is included to further the
second principle in the Sarbanes-Oxley Act, that of creating a federal duty of care for
the board of divectors and in particular, its audit comuouttee. The Sgrbanes-Oxley det
specifies that the corporation’s external auditor will report audit information
directly to the audit conunittes, not to officers of the corporation. The avdit com-
mittee has direct oversight responsibilities, and there are new requirements for
enhanced disclosure of fees paid to auditors for both audit and nov-audit services.

In thinking about the implications of the Sarbanes-Oxley Aei for Canadian profes-
sionals, it is important w vote that the capital structure of Canadian corporations
differs substantially from that in the US, and hence the governance challenges dif-
fer, Ofthose corapanies listed onthe Toronto Stock Exchange (T8X) index, a major-
ity have a single shareholder with legal control and more than three-quarters of
the compardes bave a single shareholder or a group of three m less shareholders
with cither legal control or effective control of the (omomtmn. 55 Only 14% of the
corapanies on the TSX 300 were widely held, and of all publicly traded companies
on {lanada’s exchanges only 54% are widely xrdded and have significant institu-
tional shareholder holdings.”® Dircctorships are also very interconnected, with a

130, Tax services do not impair independence if 2 /55, Ronald Daniels and Jeffrey Maclntosh, “To-
pre-approval process has been followed. wards a Distinctive Corporate Law Regime” (1991)
181, Swrbanes-Oxley Act, 116 Stat, s. 201, ) Osgoode Hall Law Journal 893 at £84.

132, Sarbanes-Oxiey Act, 116 Stat, 5. 202. 136, Of the remainder, 59.4% were infrequently

i58. Sarbanes-O £, 116 Stat, s. 203, trzzdec’. and 35.3% traded at a moderate frequency,
134, ‘\mbarf',-(uw‘/l/! 116 Siat, s. 1’34. 1hud. at 877,
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high proportion of directors having multiple directorships.”’ Notwithstanding dif:
ferences in capital structures, Sarbanes-Oxley will apply to Canadian corporations
that self their securities in US markets and are listed on US stock exchanges. Rela-
tively few Canadian companies are listed in US stock exchanges (an estimated 177
companies) and thus subject to the Serbanes-Oxley Acls thangmum although
those listed are among the largest of Canada’ corporations.™

Post Enron, theT'SX has issued enhanced disclosure requirements and amended
voluntary guidelines recommending that audit committees should be composed
ondy of unrelated divectors and that corporarim'x« adopt a charter that sets out the
audit conmittee’s roles and responsibilities,™ The guidelines suggest that all mem-
bers on the audit commttee should be financially literate with at least one member
having accounting or related financial expertise.*® The TSX guidelines are volun-
tary, not mandatory.

TheT'SX guidehines are voluntary, not mandatory, The US Sardanes-Oxley Act and
new guidelines by the NYSE are mandatory. The Sarbanes-Oxley Aci utilises the
power to prohibit stock exchanges from listing the stock of & non-compliant com-
pany as the means © obtain compliance with its corporate governance require-
ments. In order to comply, a corporation’s board of directors’ audit committee
nust assume responsibility for the appointment of the auditors and the supervision
of the audit process, and the auditor must report directly to the aodit committee.
In addition, Sarbanes-Oxley specifies that the audit committee must be composed of
independent directors and provides a defintion of independence that prohibits any
financial corapensation to the director from the corporation otber than the normal
directors’ {ees. The audit committee must be provided with the power to engage
independent advisors, and the corporation raust provide it with sufficient funds to
pay the audit firm and any advisers engaged. Finally, the audit committee must
establish procedures for dealing with complaings about accounting or audit matters
and the means by which corporate employees can contact it anonymously and in

137 Ronald B. Davis, “Fox in S-OX North, A
(Question of Fit: The é\do}"tion of U.S. Market
Solutions in Canada” forthe ommg Stetson Law Re-
vigwe, 2004, Ronald 1. Daniels and Paul Halpern,
“Too Close for Comfort: The Role of the Closely
Heid Pubhc Corporation tn the Canadian Economy
and the Implications for Public Policy” (1995-96)
26 Canudian Business Low Jouwrnai 11, The applicable
figures were 28 9% of directors in Canada had two
or more appointments as directors, while the com-
parable percentage in the US was !‘%.2%.

782, Christopher C. Nichoils, Conadian Response o
Sarbanes-Oxley  <University of Toronte Capital
Markets Justitute> (last upda ted 2003, January),
at 9 states that only 177 of Canada’s 4660 publicly

traded companies are interlisted on US stock ex-
changes.

789, “Unrelated director™

is defined as a director

who is independent of management, and is free
from any interest and any business or other rela-
tionship which could, or veasonably be percetved to,
materially mterfere with the director’s ability to act
with 2 view to the best interests of the company,
other than interests and relattonships avising from
sharcholding. TSX Company Manuai, s. 472, Corpo-

rate Governaunce Guidelines, bttp://TSE.com.

40 The Practice Mote states that an acceptable
definition of financial literacy is the “ability to read
and understand a balance sheet, an incoms state-
went and a cash flow statement”. An acceptable
definition of accounting or related financial exper-
tise” is the ability to analyse and interpret a full set
of finaucial statements, s‘\“iudn..g. notes, i accor-
dance with GAAP. 7bid at section 473(12),
Guidslines.
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confidence to complain about dubious accounting practices’” Corporate officers
are responsible for ensuring that the corporation has a set of internal controls that
will provide theguwith material information about the corporation and its subsici-
aries and for verifying that the controls are effective within 90 days of submitung
a periodic report required under securities legislation. They roust akso disclose any
weaknesses in the internal controls revealed by their verification testing, and any
fraud they may have discovered to the corporation’s anditors and the audit cornmi-
tee. The rigid codification of these standards suggests that accounting fivms will be
seriously Houted in performing insolvency services for the debior, where there are
prior dealings. Even where there 18 no wechnical conflicy, clients may choose to
avoid any perception of countlict.

A key issue 13 whether or not the substantial costs of compliance with Sarbanes-
Oxley type rules canbe justified in Canada’s capital markets. Those who favour har-
morsation of Canada’s regulations with those of the US suggest that it will meet
investors” {including creditors’) concerns about regulatory weaknesses and combat
inappropriate incentives that i left unchecked might lead to future financial scan-
dals in the Canadian market.* Those who oppose wholesale barmonisation sug-

o]

gest that any Canadian regulatory iritiative is premature because US
implementation regulations must still be promulgated; there are problems of it
with Canada’s different size/control structures; and that a roles based approach

nuight undermine the efforts of Canadian regulators 1o create a “culture of compli-

a

ance” in Canadas corporate governance and securities markets.™ How this debate
is ultimately resolved will influence how debtor corporations perceive conflicts and
the consequent engagement of insolvency professionals. Ag this article goes to
ress, Clanadian securities regulators are following suit in terms of US codification

s

by promulgating new muudtlateral instruments on continuous disclosure require-
ments and audit comnuttee independence.

In both Canada and the US, public company accounting oversight boards have
been created to protect interests of the investing public and restore market confi-

dence. In the US| the Sarbanes-Oxley Act removes the accounting profession’s self-
regulation over accounting indusiry standards and gives it to the Public Company
Accounting Oversight Board (the “PCACGCE”) a maority of whose mermbers will
not be accountants. Audit firms that wish to continue to audit publicly traded
companies must register with the PUAOB, which has the power to regulate
accounting industry standards relating to auditing standards, quality control, and
ethies for those firms registered with it*” In addition, the PCAOB will annually
inspect the largest accounting firms quality control and internal control proce-

dares, and it has the power to tmpose penalties for deficiencies, including the

Saroanes-Oxler, 116 Stat, s. 1107

42. Nicholls, Canadian Response, supra, note 138 at
whistle blowers who lose thetr jobs or are penalised 11,

for blowing the whistle with respect to fedeval 4

securities legislation viclations Saibanes-Oxley, 116 £
Stat, 5. 806, 3s well as increasing the criminal
penalties for vetaliation against whistle blowers,

B

4. hid. at 12,
4. Sarbanes-Oxiley Act, 116 Stat, s. 101,
45. Sarbanes-Oxley Act, 116 Stat, ss. 102, 103.
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suspension and barring of firms and individuals from public firm auditing.*® These
provisions represent a repudiation of the classic understanding of the “independent”
external asuditor as a firm whose reputation for quality audits was the service that
was being sold in the marketplace.'” The PCAOB will set both procedural and sub-
stantive accounting standards, and verity adherence to these standards through its
power to inspect the audit firms. The audit committee, not management, retains
and supervises the audit firm, and the audit firot ousst report o the audit commit-
tee, supplanting market forces with strict regulatory control to address the problemns
of the accounting industry’s conflict of interest. Sarbanes-Oxley increases the potere
tial penalties for migleading statemnents about the financial condition of the cor-
poration by increasing the civil and criminal penalites and by requiring these
officers to disgorge any profits from stock trading or boruses if nisconduct was at
the root of any restatement of financial information.

In Canada, a new Canadian Public Accountabality Board (CPAB) has been set
up, also independent, with representation froro the major securities stakebolders.
Unlike the US, the profession worked with regulators to set the GPAB up as a
means to enhance selfregulation and to avoid having further regulation iraposed
by statute. Thus while the objectives of the Canadian and US moves o public
accountability are the same, to enhance the role of accountants as gatekeepers in
corporation governance, the strategies deployed are quite different,

The likely impact of these developments in the US for Canadian insolvency prac-
titioners is not yet clear. What is clear is that the Senate Committee percetved that
there are conflicts and ethics issues in Canada that recquire further codification
and fiture public debate will endoubtedly take place tn the shadow of US regula-
tory changes. The Insolvency Institute of Canada (HO) and the CAIRPare consid-
ering this question in the context of responding to the Senate Committee Report.
Omne of 1ts Working Groups bas reconmmended that any party retained fo provide
specialised services relating to a (UA44 proceeding, ncluding lawyers, monitors,
accountants, chief restructuring officers (OROs), actuaries, iquidators and appra
sers should be approved by the court, on notice, shortly after the engagement.* |
recommended that monitors appoinied on an gx parte basis would be subject 1o a sta-
tutortly codified come back hearing within a few days after the appoinument so
that any parties objecting to the appointment can put their position before the
court. The Working Group recomumended that in considering whether or not o
confirm the appointment of the protessional, the court should consider a number
of specific factors to determine whether the professional can provide independent
advice, including freedom from conflicts of interest and the ability to deal with the
rights of alf interested parties in a fair and even-handed manner. It recormmended
that perceived conflicts of interest should be considered a disqualifying fact only if
they are severe enough o jeopardise the ability of the proceedings to coroe w a

vAct, 116 Stat, 5. 104-105; among

g : 47, Dyavis, supra, note 138,
the grounds for suspending individuals and firms is

/48. Working Group E-Report on Independence

for a failure to supervise those performing audits of
public companies, &bid. s. 105(6).

17

Issues/Role of the Monitor {13 April 2004), on file
with The HC.
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reasonable and efficient  concluston or if the perceived condlict is severe enough to

p ce the profcssmndi in a position where it cannot work in harmony with those it
is to represent.™ It further recormended express disclosure requirernents and fac-

rs that the court should consider in disquahifying a professional from acting on a
pa rficu]ar fide. This and a host of other recommendations are asmed at codifying
the role of insolvency professionals in both insolvency and bankruptey proceedings,

sroposing rore of a principles-based rather thao the US rules-based approach.

-

V1. Gonclusion

As the legistative review process continues, with legislation expected in 2005, there
are a nuraber of questions that need 1o be resolved in respect of conflicts and per-
cetved conflicts. The first is the auditor/monitor 1ssue and whether the Senate Cone
muttee recoromendation bas fGnally closed debate on thus issue or whether
Parbiament will consider the issue of the role of monitor on a more fulsome basis,

One question this has raised 1s whether the CCUAA should include a general provi-
ston spectfying that the monitor must be independent or disinterested, or other lan-
guage that addresses contlicts of interest. If so, how does this mesh with the codes
of conduct of the accounting profession as sel-regulating? What other guodelines
should be adopted to ensure practitioners fulfil their duties with a high level of
megrity? What are the public policy goals that codidying 1s atmed at achieviag? {s
it sufficient that creditors consent to nmltiple roles of a professional, such as privately
appointed recetver and court-appainted trustee? Hven where partics conserd
insolvency professionals acting in multiple roles, there may be a further concern
that fidociaries muost be beld to a stricter standard than the mworals of the
marketplace.”

Another issue 15 whether or not the appoudment process should change, Car-
rently, the monitor is appointed by the debtor and sanctioned by the court in the
Initial Stay Order, often on an ex parte basis with little or no notice to creditors.
Should there be a requirement that the debtor first seek the input or approval of
seror secured creditors? Gould such a requirerent prejudice the less sophisticated
creditors such as employees or trade suppliers? Does the current system, which pro-
vides a come back clause, still provide too great 3 hurdie {or ereditors to come before
the court with a motion to set aside the appointment of the monitor, particularly
given the very time semsitive pature of a (CAA proceeding? Instead, shouold
there be a process shortly after the initial appointment for stakeholders to ratify
the appointment, as the HC/CAIRY Working Group has reconumended?
Should the BI4 and (044 be brought in line with one another, in terms of also
rethinking the appotntment of the trustee 1n a proposal proceeding? Would this
unnecessarily add time and cost for questionable benetits? Many of these questions
go back to the discussion of what is the role of the monitor in a CCAA4 proceeding
""""" i
0. Meinkard v. Salmsn, 249 N.Y. 458 {i928) at 464.
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and a trustee ina #44 proposal proceeding, Axe there particular harms or potential
conflicts of interest in either the appointment process or in the scope of duties that
should be addressed through statutory reforo?

One question that arises with the legislative reform process is what will be the
scope of disclosure required in respect of possible conflicts of interest. This question
has both a temporal and materiality aspect to it. The question for Canada’s review
of the legislation 13 how far back must any disclosures go and what is the scope of
relationships that must be disclosed? Shoudd there be an exclusion for Jde minimus
relattonships or should there be a standard of materiality? Shoold the monitor be
left with the decision about what is material on the basis of professional assessment
and leave any complaints to self-regulation or should thisbe codified i the statutes?

The HC and the CAIRP in their Joint Task Force Report to the Senate Commit-
tee on review of the 574 and the {044 recoramended that monitors be given the
power 10 examine and act on reviewable transactions” While not expressly
addressed by the Senate Conraittee in its recommendations, further consideration
of this recommendation by Parliament needs to address the risks posed by placing
amoniior that has a prior accounting or audit relationship with the debtor in a posi-
tion of investigating pre-filing clazms. The issue 1s whether this creates a probibition
on acting at all, or whether it 1s possible {o "contract out” this part of the monitor’s
duties o a truly independent insolvency professional.

Finally, while the rules of professional conduct by the GATRP are thoughtful, it
may be time to revisit thern in order to vertly that they are still timely and appropri-
ate. For example, rule 12 specifies that the professional shall not disclose confidential
information concerning a professional engagement unless required to do so by

1:? - N P X N P 5 B 4% PRETON - N L
1t s unclear that this rule adequately addresses the complex confidentality

faw.
tssues faced by the insolvency professional engaged in multiple roles. There may
also need to be some clartfication of any differences between rules and geperal
principles,

This discussion has raised more questions than answers. While the profession on
both the commercial side and the personal side is grappling with both conflicts
questions and the question of public perception, there are not casy answers. In
part, this is a function of the very role of insolvency professionals, which does not
fit castly either into the pure advocacy role or the disinterested court officer role.
O the personal side, trustees deal with individuals in extremely vulnerable situa-
tiong, who have few resources to work through their financial distress. "Trustees
play nuduple roles that are challenging and which require further conceptualisa-
tion if we are truly to promote an accessible and fair system with the hallmarks of
ethical pracuice and avoidance of conflicts. There should be a4 mechantsm in place
to ensure that personal debtors fully understand the role and obhigations of the

i5t. The [N and the CAIRYP, Toint Task Forceon Busi- 152, CAIRP Rules of Professional Conduct, supra,
ness fnsolvency

i Roform: Reoport (March 15, 2002) st note 8 at 1.
23.
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trustee, with commuunication regarding those duties sensitive to issues of race, class
and English or French as the debtors second language. Where the insolvency profes-
stonal is acting for roultiple parties, this needs to be made very transparent, includ-
ing signalling the limits of this multiple role in terms of lack of confidentiality, the
course of action in the event of conflict of interest, and advising parties to seek inde-
pendent legal advice. Commercial insolvency practitioners also face challenges in
terms of whorn they represent and the condhicts irdherent in undertaking multiple
roles. There is a tension between the evolving role of the monttor or proposal trustee
and the need to act as court-appointed officer in representing and considering the
tniterests of all stakeholders. Issues of public confidence and public trust are met
ouly through continued public policy debate about the objectives of the syster, the
integral role of insolvency professionals in that systemn and a willingness to
address the most problematic challenges in terms of professional ethics and conflicts
of interest.
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