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ARTICLE

Ontario Court of Appeal opens door to novel duty of care for fund managers
In  a  recen t  deci si on  (Wri gh t  v.  Hori zons ETFS Management (Canada) Inc.,  2020  ONCA 337),  the  On ta ri o  Court  o f  Appea l  expanded  the  scope  o f
neg l i gence  cl a i m s fo r pu re  econom i c l oss and  m ade  room  fo r a  po ten t i a l  new com m on l aw du ty o f  ca re  fo r i nvestm en t fund  m anagers.

Background and decision

Wri gh t ,  a  p roposed  cl ass p l a i n t i f f ,  l aunched  a  cl a i m  aga i nst  Hori zons ET FS M anagem ent (Canada) Inc.  (Hori zons) fo r l osses as a  resu l t  o f  the  co l l apse
i n  va l ue  o f  one  o f  Hori zons’ exchange-t raded  funds.  T he  l osses were  due  to  vo l a t i l i ty i n  the  S&P 500  VIX Short  Te rm  Fu tu res Index (the  S&P 500  VIX).

Hori zons crea ted  and  m anaged  a  p rop ri e ta ry de ri va t i ves-based  exchange-t raded  fund ,  known as the  Hori zons Be taPro  S&P 500  VIX Short -Te rm  Fu tu res
Da i l y Inve rse  ET F (the  Fund).  T he  Fund  was a  h i gh -ri sk,  specu l a t i ve  i nvestm en t desi gned  to  p rovi de  da i l y i nvestm en t resu l ts tha t  a t tem pted  to
co rrespond  to  the  i nve rse  o f  the  da i l y pe rfo rm ance  o f  the  S&P 500  VIX.  T he  p rospectus cau t i oned  i nvesto rs tha t  the  Fund  was “no t  conven t i ona l ” and
was a  “specu l a t i ve  i nvestm en t too l [s] . ”

Wri gh t ,  on  beha l f  o f  the  p roposed  Cl ass,  m ade  two  cl a i m s:

1.  Hori zons was neg l i gen t  i n  desi gn i ng  and  o ffe ri ng  a  f i nanci a l  p roduct  tha t  was no t  adequa te l y tested  be fo re  l aunch i ng .  He  a l l eged  tha t  the  Fund
was excessi ve l y ri sky,  com p l ex and  doom ed to  fa i l .  Wri gh t  a l so  took the  posi t i on  tha t  Hori zons fa i l ed  to  exp l a i n  the  na tu re  and  exten t  o f  the  ri sks o f
i nvest i ng  i n  the  Fund ;  and

2.  Hori zons m ade  m i srep resen ta t i ons i n  i ts p rospectus,  wi th i n  the  m ean i ng  o f  s.  130 o f  On ta ri o ’s Securi t i es Act.  Wri gh t  a l l eged  tha t  the  p rospectus
fa i l ed  to  d i scl ose  the  rea l  ri sks a t tached  to  the  Fund .

Just i ce  Pere l l  o f  the  On ta ri o  Superi o r Court  o f  Just i ce  den i ed  Wri gh t ’s m o t i on  fo r ce rt i f i ca t i on  o f  a  cl ass act i on  on  beha l f  o f  i nvesto rs i n  the  Fund  and
d i sm i ssed  the  act i on .  Just i ce  Pere l l  he l d  tha t  i t  was obvi ous the re  was no  reasonab l e  cause  o f  act i on  i n  neg l i gence  aga i nst  Hori zons.  Speci f i ca l l y he
found  tha t ,  wh i l e  the  requ i si te  degree  o f  p roxi m i ty exi sted  be tween  ET F i nvesto rs and  fund  deve l opers,  the  l i m i ted  undertaki ng  assum ed by the  fund
deve l oper and  m anager nega ted  a  du ty o f  ca re .  He  a l so  he l d  tha t  Wri gh t  and  the  cl ass m em bers d i d  no t  have  a  cause  o f  act i on  pu rsuan t  to  s.  130  o f
the  Securi t i es Act.  See  ou r p revi ous post fo r a  sum m ary o f  the  On ta ri o  Superi o r Court  o f  Just i ce  deci si on .

T horburn  J.A. ,  wri t i ng  fo r a  m a j o ri ty o f  the  Court  o f  Appea l ,  a l l owed  the  appea l  i n  pa rt  on  the  basi s tha t  the  sta tem en t o f  cl a i m  d i scl osed  a  reasonab l e
cause  o f  act i on  i n  neg l i gence ,  and  rem anded  the  case  back to  Just i ce  Pere l l  fo r a  deci si on  on  the  rem a i n i ng  ce rt i f i ca t i on  facto rs.  T he  Court  fu rthe r
he l d  tha t  the re  was no  reasonab l e  cause  o f  act i on  under s.  130  o f  the  Securi t i es Act as the  cl a i m  was p l eaded ,  bu t  a l l owed  Wri gh t  l eave  to  am end  the
sta tem en t o f  cl a i m  to  asse rt  tha t  he  was the  ho l de r o f  a  Crea t i on  Un i t  o f  the  Fund  and  was en t i t l ed  to  a  rem edy under s.  130 .

Negligence c laim for economic loss

In  o rde r to  de te rm i ne  whe the r Wri gh t ’s S ta tem en t o f  Cl a i m  d i scl osed  a  reasonab l e  cause  o f  act i on  i n  neg l i gence ,  T horburn  J.A.  f i rst  assessed  whe the r
the  cl a i m  f i t  wi th i n  o r was ana l ogous to  a  recogn i zed  du ty o f  ca re .  Wri gh t  m ade  two  a rgum ents i n  th i s respect :  e i the r the  cl a i m  f i t  wi th i n  the  estab l i shed
ca tegory o f  cases fo r pu re  econom i c l oss resu l t i ng  f rom  the  neg l i gen t  supp l y o f  shoddy goods;  o r the  cl a i m  f i t  wi th i n  the  ca tegory o f  cases fo r neg l i gen t
pe rfo rm ance  o f  a  se rvi ce .

Wh i l e  the  Court  be l i eved  the  act i on  d i d  no t  p roperl y fa l l  wi th i n  the  ca tegory o f  supp l y o f  shoddy goods,  the  p resen t  case  was ana l ogous to  the  cl a i m  i n
Cannon  v.  Funds fo r Canada  Founda t i on,  2012  ONSC 399.  In  tha t  case ,  S tra thy J.  (as he  then  was) he l d  tha t  the re  was a  reasonab l e  cause  o f  act i on
aga i nst  the  crea to rs and  p rom ote rs o f  a  tax avo i dance  p rog ram  tha t  the  pa rt i ci pan ts a l l eged  was “neg l i gen t l y desi gned  and  … d i d  no t  work” when  they
were  to l d  tha t  i t  wou l d .

Based  on  Cannon ,  the  Court  found  tha t  the re  was a  re l a t i onsh i p  o f  p roxi m i ty be tween  Hori zons and  the  p roposed  cl ass,  because  Hori zons a i m ed  to
crea te  and  se l l  a  Fund  tha t  wou l d  be  su i tab l e  fo r som e i nvesto rs and ,  on  the  p l ead i ng  as d ra f ted ,  i t  was no t .  Read  generousl y,  the  p l ead i ng  p rovi ded
tha t  the re  was a  l ack o f  i n fo rm at i on  on  the  na tu re  and  exten t  o f  the  ri sks and  possi b l e  rewards i n  o rde r fo r i nvesto rs to  m ake  an  i n fo rm ed  deci si on .

T he  Court  wen t  one  step  fu rthe r and  consi de red  tha t ,  i n  the  a l te rna t i ve ,  a  nove l  du ty o f  ca re  fo r i nvestm en t fund  m anagers exi sted  under the  f ram ework
estab l i shed  by the  Suprem e Court  o f  Canada ’s i n  Del o i t te  &  Touche  v.  L i ven t  Inc.  (Rece i ve r o f),  2017  SCC 63.

L i ke  Just i ce  Pere l l ,  the  Court  o f  Appea l  found  tha t  the re  was a  l ega l l y p roxi m a te  re l a t i onsh i p  be tween  the  Cl ass and  Hori zons,  bu t  un l i ke  Pere l l  J. ,  the
Court  found  tha t  the  scope  o f  Hori zons’ undertaki ng  was b road .  As a  fund  m anager,  i t  undertook to  i ts i nvesto rs to  act  honest l y,  i n  good  fa i th  and  i n  the
best  i n te rests o f  the  i nvestm en t fund .  I t  a l so  took on  responsi b i l i ty to  exe rci se  ca re  and  d i l i gence  as a  p ruden t  pe rson  wou l d  i n  the  ci rcum stances,  as
p rovi ded  fo r i n  s.  116 o f  On ta ri o ’s Securi t i es Act.  Taki ng  the  p l ead i ng  as t rue ,  the  Fund  m anagers a rguab l y fa i l ed  to  m ee t the i r undertaki ng  to  i nvesto rs
and  the  ri sk o f  i n j u ry was reasonab l y fo reseeab l e .

In  the  Court ’s vi ew, i t  was no t  p l a i n  and  obvi ous tha t  po l i cy consi de ra t i ons shou l d  nega te  the  a l l eged  pri ma  faci e du ty o f  ca re ,  i n  pa rt  because  no  ri sk o f
l oss cou l d  be  addressed  th rough  con tract  si nce  no  vendor-pu rchaser re l a t i onsh i p  was i nvo l ved .

Claim under s. 130 of the Securit ies Act

Wri gh t  f ram ed  h i s cl a i m  under s.  130  o f  On ta ri o ’s Securi t i es Act(wh i ch  p rovi des a  sta tu to ry cause  o f  act i on  fo r m i srep resen ta t i ons i n  a  p rospectus fo r
funds d i st ri bu ted  on  the  p ri m ary m arke t) ra the r than  under s.  138 .3,  wh i ch  p rovi des a  sta tu to ry cause  o f  act i on  fo r m i srep resen ta t i ons fo r pu rchasers who
acqu i re  securi t i es on  the  secondary m arke t .  T horbu rn  J.A.  no ted  tha t  the re  a re  d i st i nct  advan tages to  pu rsu i ng  a  cl a i m  under s.  130  ra the r than  s.  138 .3
o f  the  Securi t i es Act .  Sect i on  138 .3  p rovi des fewer rem ed i es,  i ncl udes a  dam ages cap  o f  the  g rea te r o f  f i ve  pe r cen t  o f  the  i ssuer’s m arke t  cap i ta l i za t i on
o r $1  m i l l i on  fo r a  responsi b l e  i ssuer,  and  a  l ose r pays costs ru l e .  In  add i t i on ,  a  p l a i n t i f f  who  b ri ngs a  cl a i m  pu rsuan t  to  s.  138 .3  requ i res l eave  o f  the
court  to  com m ence  an  act i on ,  wh i ch  i s no t  requ i red  fo r a  cl a i m  under s.  130 .
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T he  Court  o f  Appea l  d i sag reed  wi th  Just i ce  Pere l l ’s concl usi on  tha t  a l l  un i ts he l d  by the  Cl ass shou l d  be  t rea ted  as secondary m arke t  pu rchases,  such
tha t  on l y s.  138 .3  wou l d  app l y.

Part  o f  the  Court ’s reason i ng  stem m ed f rom  the  fact  tha t  an  i nvesto r who  pu rchases an  ET F un i t  ove r an  exchange  does no t  know when  pu rchasi ng  the
un i t  whe the r they wi l l  rece i ve  a  Crea t i on  Un i t  (i .e .  a  b rand-new un i t  on  the  p ri m ary m arke t) o r an  ET F un i t  tha t  has been  i n  ci rcu l a t i on  p revi ousl y on  a
stock exchange  i n  the  secondary m arke t .  In  o the r words,  the  Cl ass m em bers wou l d  no t  have  known whe the r a  pu rchase  i nvo l ved  a  p ri m ary o r a  secondary
m arke t  sa l e .  T h i s shou l d  no t  be  a  reason  to  d i sen t i t l e  Cl ass m em bers f rom  rem ed i es under s.  130  o f  the  Securi t i es Act .

Neverthe l ess,  the  Court  accep ted  tha t  Wri gh t  d i d  no t  p l ead  the  m ate ri a l  facts necessary to  estab l i sh  tha t  he  had  a  cause  o f  act i on  under s.  130 ,  as he
d i d  no t  p l ead  tha t  he  pu rchased  one  o r m ore  Crea t i on  Un i ts.  T horburn  J.A.  g ran ted  l eave  to  am end  the  Sta tem ent o f  Cl a i m  i n  th i s regard .

Takeaway

T he  On ta ri o  Court  o f  Appea l ’s deci si on  does no t  speak to  the  m eri ts o f  the  cl a i m  and  does no t  ce rt i fy the  Cl ass.  Wri gh t  wi l l  st i l l  need  to  sa t i sfy the
rem a i n i ng  ce rt i f i ca t i on  cri te ri a  i n  o rde r to  have  the  act i on  ce rt i f i ed  as a  cl ass act i on  and  to  p rove  h i s cl a i m s a t  t ri a l .

Neverthe l ess,  p ract i ca l l y speaki ng ,  the  Court  open i ng  the  door to  recogn i t i on  o f  a  nove l  du ty o f  ca re  as be tween  i nvestm en t fund  m anagers and
i nvesto rs expands the  ca tegori es o f  po ten t i a l  ava i l ab l e  cl a i m s fo r pu re  econom i c l oss and  cou l d  have  a  wi de -rang i ng  i m pact  on  the  en t i re  i nvestm en t
fund  i ndustry.

To  the  exten t  such  a  du ty o f  ca re  exi sts be tween  fund  m anagers and  i nvesto rs,  i t  ra i ses quest i ons abou t  the  na tu re  o f  the  re l a t i onsh i ps be tween
m anu factu re rs o f  i nvestm en t p roducts,  the  dea l e rs who  se l l  those  p roducts and  i nvesto rs.  In  l i gh t  o f  the  Court ’s deci si on ,  fund  m anagers wi l l  be  wi se  to
scru t i n i ze  the i r cu rren t  and  p roposed  p roducts to  ensure  they understand  how they wi l l  pe rfo rm  under a  b road  range  o f  cond i t i ons and  to  i den t i fy the
appropri a te  m arke t  fo r such  p roducts.  M anagers wi l l  a l so  wan t  to  ca re fu l l y revi ew the i r d i scl osu re  docum ents to  ensure  they cl ea rl y i den t i fy the  types o f
i nvesto rs fo r whom  a  p roduct  i s su i tab l e  (and  no t  su i tab l e ),  as we l l  as the  ri sks associ a ted  wi th  such  i nvestm en t.

I t  wi l l  be  i n te rest i ng  to  see  whe the r th i s deci si on  em bo l dens d i sg run t l ed  i nvesto rs to  b ri ng  m ore  securi t i es cl ass act i ons f ram ed  to  f i t  wi th i n  th i s nove l
du ty o f  ca re .
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