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ARTICLE

Canadian Courts take a Second Look at Fairness to Shareholders in Plans of
Arrangement

Acqu i si t i ons o f  pub l i c com pan i es i n  Canada  a re ,  by a  wi de  m arg i n ,  com p l e ted  by way o f  a  sta tu to ry p l an  o f  a rrangem ent.  T here  a re  m any reasons fo r
th i s,  i ncl ud i ng  the  p rocedure 's f l exi b i l i ty i n  a l l owi ng  fo r tax p l ann i ng  o r to  p rovi de  fo r the  acqu i si t i on  o f  m u l t i p l e  cl asses o f  secu ri t i es,  as we l l  as the
ab i l i ty to  ach i eve  100% ownersh i p  i n  a  si ng l e  cl osi ng .  A recu rri ng  concern  wi th  the  approva l  p rocess fo r a  p l an  o f  a rrangem ent i s the  requ i rem en t fo r
court  approva l  o f  the  a rrangem ent.  Recen t l y,  the  ri sks a round  th i s have  been  h i gh l i gh ted  by the  Marquee  Energy deci si on  a t  f i rst  i nstance  wh i ch  was
overtu rned  on  appea l  (d i scussed  i n  ou r recen t  A l e rt) and  the  deci si on  i n  In te rOi l  Corpora t i on  v.  Mu l acek  (" In te rOi l " ).  In  bo th  cases,  cou rts have
scru t i n i zed  t ransact i ons no twi thstand i ng  a  favourab l e  shareho l de r vo te  and ,  i n  the  In te rOi l  case ,  re fused  to  g ran t  approva l .

InterOil Background

In  In te rOi l ,  the  Yukon  Court  o f  Appea l  (m ade  up  o f  j udges f rom  the  Bri t i sh  Co l um b i a  Court  o f  Appea l ) reve rsed  a  successfu l  app l i ca t i on  fo r approva l  o f
an  a rrangem ent pu rsuan t  to  the  Yukon  Busi ness Corpora t i ons Act.  Under the  p roposed  a rrangem ent,  sha reho l de rs o f  In te rOi l  wou l d  rece i ve ,  i n
exchange  fo r the i r In te rOi l  sha res,  sha res o f  Exxon  M ob i l  Inc.  ("Exxon" ) p l us a  capped  "con t i ngen t  resource  paym ent"  ("CRP" ).  To ta l  consi de ra t i on
exceeded  $2  b i l l i on .  In te rOi l 's p ri m ary asse t  was a  36 .5% j o i n t  ven tu re  i n te rest  i n  an  o i l  and  gas f i e l d  i n  Papua  New Gu i nea .  T he  Exxon  t ransact i on
was the  resu l t  o f  a  superi o r p roposa l  m ade  by Exxon  fo l l owi ng  the  announcem ent by In te rOi l  o f  i ts ag reem ent to  an  acqu i si t i on  p roposed  by a  th i rd
party (bu t  p ri o r to  sha reho l de r approva l  o f  such  acqu i si t i on ).  Exxon  had  pa i d  a  $60  m i l l i on  b reak fee  on  beha l f  o f  In te rOi l  i n  o rde r to  a l l ow In te rOi l  to
te rm i na te  the  p ri o r t ransact i on  and  accep t  the  Exxon  dea l .

In te rOi l 's Board  b i d  re ta i ned  M organ  Stan l ey to  p repare  a  fa i rness op i n i on  fo r the  Exxon  a rrangem ent.  M organ  Stan l ey was to  rece i ve  a  fee  fo r
p rovi d i ng  the  op i n i on ,  wh i ch  was l a rge l y con t i ngen t  on  the  a rrangem ent taki ng  p l ace .  Wh i l e  i t  i s no t  cl ea r f rom  the  Court  o f  Appea l 's reasons,  i t
appears tha t  M organ  Stan l ey m ay have  been  i nvo l ved  fo r som e t i m e . T he  deci si on  sta tes tha t  M organ  Stan l ey had  a l ready g i ven  a  fa i rness op i n i on
regard i ng  the  p ri o r t ransact i on ,  bu t  a l so  i nd i ca tes tha t  In te rOi l  had  been  exp l o ri ng  a  sa l e  o f  the  com pany si nce  m i d -2015 .  T he  p roxy ci rcu l a r sen t  to
shareho l de rs i n  connect i on  wi th  the  a rrangem ent i nd i ca tes tha t  M organ  Stan l ey was engaged  as f i nanci a l  advi so r (and  no t  j ust  to  p rovi de  the  fa i rness
op i n i on ).  As wi l l  be  seen ,  the  Court  o f  Appea l  m ade  m uch  o f  the  con t i ngen t  na tu re  o f  M organ  Stan l ey's fee  i n  eva l ua t i ng  M organ  Stan l ey's fa i rness
op i n i on ,  bu t  the  fu l l  na tu re  o f  the  engagem ent i s no t  exp l o red .

A speci a l  m ee t i ng  o f  sha reho l de rs was he l d  and  the  reso l u t i on  to  en te r i n to  the  a rrangem ent wi th  Exxon  passed  wi th  80% approva l .  Ph i l i ppe  E.  M u l acek
("M u l acek" ),  ho l de r o f  10% o f  the  ou tstand i ng  In te rOi l  sha res and  a l so  the  founder and  fo rm er cha i rm an /d i recto r o f  In te rOi l ,  vo ted  aga i nst  the
reso l u t i on .  M u l acek a l so  opposed  the  app l i ca t i on  to  have  the  Yukon  Court  approve  the  a rrangem ent.

Yukon Supreme Court

At f i rst  i nstance ,  the  cham bers j udge  g ran ted  the  app l i ca t i on  and  approved  the  a rrangem ent.  M u l acek a rgued  tha t  the  fa i rness op i n i on  was se ri ousl y
de f i ci en t  and  adduced  two  expert  op i n i ons (i ncl ud i ng  an  "un fa i rness"  op i n i on  f rom  Parad i gm  Cap i ta l ) to  rebu t  the  M organ  Stan l ey fa i rness op i n i on .
One  op i n i on  cl a i m ed  tha t  the  p rocess undertaken  by the  board  recom m end i ng  the  t ransact i on  was de f i ci en t  and  fa i l ed  to  m ee t cu rren t  governance  best
p ract i ce  to  ensure  adequa te  sa feguards o f  sha reho l de r i n te rests.  T he  Parad i gm  op i n i on  concl uded  tha t ,  f rom  a  f i nanci a l  po i n t  o f  vi ew, the
consi de ra t i on  con tem p l a ted  by the  a rrangem ent was i nadequa te  to  the  shareho l de rs o f  In te rOi l .  Wi th  respect  to  whe the r the  a rrangem ent was fa i r and
reasonab l e ,  a l though  the  cham bers j udge  accep ted  tha t  the re  m ay have  been  de f i ci enci es i n  the  M organ  Stan l ey op i n i on  and  the  p rocess,  he  deci ded
to  approve  the  a rrangem ent re l yi ng  p ri m ari l y on  the  fact  tha t  80% o f  the  shareho l de rs o f  In te rOi l  had  vo ted  i n  i ts favour.

Yukon Court of Appeal

T he  Court  o f  Appea l  ove rtu rned  the  Yukon  Suprem e Court  and  found  tha t ,  wh i l e  i t  i s fo r the  shareho l de rs to  deci de  be tween  con f l i ct i ng  vi ews o f  the
p rospects o f  In te rOi l ,  i t  i s the  court 's task to  deci de  whe the r the  p roposed  a rrangem ent has been  shown to  be  fa i r and  reasonab l e .  T he  Court  o f  Appea l
sta ted ,  "Cl ea rl y,  i t  w as the  shareho l de rs'  deci si on  to  m ake ,  bu t  cou rt  approva l  was a l so  requ i red  by the  Act  to  ensure  the  deci si on  was fa i r and
reasonab l e  i n  the  sense  o f  be i ng  based  on  i n fo rm at i on  and  advi ce  tha t  was adequa te ,  ob j ect i ve  and  no t  underm i ned  by con f l i cts o f  i n te rest" .

In  re j ect i ng  the  a rrangem ent,  the  Court  he l d  tha t  the  M organ  Stan l ey op i n i on  was de f i ci en t  i n  i ts substan t i ve  ana l ysi s o f  the  t ransact i on .  Speci f i ca l l y,
the  report  fa i l ed  to  va l ue  the  CRP, wh i ch ,  toge the r wi th  the  con t i ngen t  na tu re  o f  M organ  Stan l ey's fee ,  m ean t tha t  the  op i n i on  was o f  l i m i ted  u t i l i ty to
the  d i recto rs and  shareho l de rs and  the  court .  T he  Court  ag reed  wi th  M u l caek's expert  who  sta ted  tha t  tha t  board  shou l d  have  ob ta i ned  i ndependen t
advi ce  on  the  va l ue  o f  the  CRP and  the  gas f i e l d  asse t .

T he  Court  a l so  found  o the r reasons why the re  shou l d  have  been  ano the r fa i rness op i n i on .  In  i ts vi ew, the  fact  tha t  m anagem ent wou l d  rea l i ze
si gn i f i can t  com pensa t i on  f rom  the  t ransact i on  m ean t tha t  i t  was i ncum ben t on  the  Board  to  ensure  the  dea l  re f l ected  fa i r va l ue  — by seeki ng  ano the r
" i ndependen t"  op i n i on .  T he  Court  d i d  no t  exam i ne  whe the r the  com pensa t i on  a rrangem ents i n  fact  i ncen t i vi zed  m anagem ent to  ge t  the  best  p ri ce
possi b l e .  I t  a l so  exp ressed  the  vi ew tha t  the  speci a l  com m i t tee  had  no t  done  enough  to  act  i ndependen t l y o f  m anagem ent i n  the  course  o f
nego t i a t i ons.

T he  Court  o f  Appea l  found  tha t  these  and  o the r " red  f l ags"  requ i red  the  cham bers j udge  to  do  m ore  than  si m p l y accep t  the  m a j o ri ty vo te  as a  "p roxy"
fo r fa i rness o r the  cash  am oun t o f  Exxon 's o ffe r as a  p roxy fo r reasonab l eness.
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I f  no th i ng  e l se ,  the  In te rOi l  deci si on  shows how unpred i ctab l e  ou tcom es fo r p l ans o f  a rrangem ents can  be  once  they a re  be fo re  the  courts.  In  a  2010
deci si on ,  no twi thstand i ng  wi despread  cri t i ci sm  and  opposi t i on  f rom  severa l  l a rge  i nst i tu t i ona l  sha reho l de rs,  the  On ta ri o  Di vi si ona l  Court  uphe l d  a  l ower
court  ru l i ng  approvi ng  a  p l an  o f  a rrangem ent i nvo l vi ng  M agna  In te rna t i ona l  Inc.  where  shareho l de rs had  vo ted  75% i n  favour.

Wi th  regard  to  fa i rness op i n i ons,  two  2014  On ta ri o  cases p rovi ded  d i ve rg i ng  com m enta ry tha t  appeared  to  have  the  ne t  resu l t  o f  l eavi ng  p ract i ce  the
sam e. In  Champ i on  Iron  Mi nes L i mi ted  the  Court  re j ected  a  fa i rness op i n i on  as be i ng  i nadm i ssi b l e  and  com m ented  tha t  com pan i es shou l d  tender
strong ,  robust  fa i rness op i n i ons when  app l yi ng  to  the  Court  wi th  a  p l an  o f  a rrangem ent.  Desp i te  th i s com m enta ry,  the  p l an  was approved  on  the  basi s
tha t  the re  was a  h i gh  l eve l  o f  sha reho l de r approva l  (ove r 99%) and  the  Board  and  Speci a l  Com m i t tee  had  de te rm i ned  tha t  the  Arrangem ent was i n  the
best  i n te rests o f  Cham p i on  I ron  and  i ts sha reho l de rs.  On  the  o the r hand ,  i n  Bear Lake  Go l d  L td .  (Re)  the  Court  he l d  tha t  a  fa i rness op i n i on  i n  respect
o f  a  p l an  o f  a rrangem ent i s no t  i n tended  to  be  expert  evi dence  aki n  to  tha t  tendered  a t  t ri a l  bu t  ra the r i s to  be  used  by the  court  as a  facto r i n
de te rm i n i ng  whe the r the  p l an  o f  a rrangem ent i s fa i r and  reasonab l e  to  the  shareho l de rs.  No tab l y,  the  a rrangem ent was passed  by 97 .9% o f  the  vo tes
cast  a t  the  shareho l de rs m ee t i ng  ca l l ed  to  consi de r the  a rrangem ent.  T he  Court  approved  the  a rrangem ent.

In  a  2009  deci si on  o f  the  On ta ri o  Securi t i es Com m i ssi on ,  Re HudBay,  the  Vi ce  Cha i r o f  the  OSC had  exp ressed  concern  i n  respect  o f  fa i rness op i n i ons
con t i ngen t  on  t ransact i on  fees by no t i ng  tha t  they wi l l  no t  estab l i sh  tha t  a  d i recto r has d i scharged  the i r f i duci a ry du t i es.  Fo l l owi ng  si gn i f i can t  concern
be i ng  vo i ced  by the  M &A com m un i ty,  the  Vi ce  Cha i r i n  rem arks a t  a  Con fe rence  Board  o f  Canada  con fe rence ,  sta ted  tha t  the  HudBay deci si on
depended  on  i ts own  facts and  tha t  i t  was no t  the  i n ten t i on  o f  the  OSC to  send  a  m essage  to  d i recto rs no t  to  ge t  a  fa i rness op i n i on  o r tha t  success fees
cou l d  no t  be  pa i d  to  the  pe rson  g i vi ng  a  fa i rness op i n i on .  As a  resu l t ,  p ract i ce  i n  th i s a rea ,  i ncl ud i ng  paym ent o f  success fees to  f i nanci a l  advi so rs who
a l so  gave  fa i rness op i n i ons,  d i d  no t  change .

As the  In te rOi l  case  dem onstra tes,  however,  once  th i ngs ge t  i n to  court ,  the  ru l es change .  T he  Yukon  Court  o f  Appea l  m ade  the  po i n t  tha t  the  "on l y
i ndependen t  op i n i on  i n  evi dence"  was the  op i n i on  o f  M u l acek's expert  and  the  Court  d i d  no t  p l ace  m uch  we i gh t  on  the  M organ  Stan l ey op i n i on .  S i nce
the  pu rpose  o f  a  fa i rness op i n i on  i s to  he l p  the  d i recto rs d i scharge  the i r f i duci a ry du t i es,  th i s i s no t  necessari l y i nappropri a te .  However,  i t  does
dem onstra te  tha t  i n  a  con tested  heari ng  on  fa i rness,  i t  m ay be  necessary fo r the  com pany tha t  i s the  sub j ect  to  a  p l an  o f  a rrangem ent to  i n t roduce
evi dence  beyond  the  fa i rness op i n i on  i tse l f .

Conclusion

I t  i s d i ff i cu l t  to  know wha t the  i m pact  o f  the  In te rOi l  deci si on  wi l l  be .  Certa i n l y,  i t  re i n fo rces wha t  has a l ways been  the  case  — i f  a  t ransact i on  i s
i m p l em ented  by way o f  a  p l an  o f  a rrangem ent,  then  one  m ust  be  p repared  fo r d i sg run t l ed  securi tyho l de rs to  use  the  p l a t fo rm  i t  p rovi des to  oppose  the
transact i on .  Wi th  regard  to  fa i rness op i n i ons,  i t  wou l d  no t  seem  i nappropri a te  fo r boards o f  d i recto rs to  them se l ves de te rm i ne ,  knowi ng  the  re l evan t  fee
arrangem ents o f  the i r advi so rs,  whe the r a  fu rthe r i ndependen t  op i n i on  i s necessary i n  the  pa rt i cu l a r ci rcum stances.  Neverthe l ess,  boards m ay deci de  i n
som e ci rcum stances,  to  seek fa i rness op i n i ons f rom  a  f i nanci a l  advi so r whose  com pensa t i on  i s no t  t i ed  to  the  ou tcom e o f  the  t ransact i on .
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