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MOIR J.:

[2]

INTRODUCTION
Early in 1988 WM C Acquisition (Canada) Corp., awholly owned subsidiary of
the large Australian mining and oil and gas concern, Western Mining
Corporation Holdings Limited, acquired all shares of asmall Nova Scotiagold
mining company, Seabright Resources Inc., by way of an unfriendly take-over.
Six months later, Westminer Canada Limited, into which Seabright had been
amalgamated, and Westminer Canada Holdings Limited, once WMC
Acquisition (Canada) Corp., sued the former directors of Seabright. The suit
was brought in consort with the directions of the parent company. | shall refer
totheparent, or the parent in combinationwith thesubsidiaries, as*“Westminer”.
The action was brought in Ontario. It aleged fraud, civil conspiracy, failureto
disclose material changes and insider trading. At about the same time,
Westminer approached the Ontario Securities Commission and there was
discussion of prosecuting former Seabright directors for Securities Act

violations.



[3]

[4]

Page: 4

The suit was brought and the approach was made just when Cavalier Capital
Corporation was about to make aninitial public offering. Cavalier Capital had
recently acquired a junior oil and gas company in Alberta, Cavalier Energy
Limited. Numerous private investors, including plaintiffs in this suit, had
backed a bank |oan that financed alarge part of the purchase price, and the plan
had been to retire the loan, and thus the investors' liabilities, through funds
raised in the public markets. Thedirectorsof Cavalier were some of the former
Seabright directors. Mr. Terrence Coughlan, theformer president of Seabright,
was the president of Cavalier, and his efforts, abilities and integrity were
essential to the success of the public offering. The plaintiffs say that the
Westminer all egations caused underwritersto withdraw, caused theinitial public
offering to fail, precluded Cavalier from the public markets, and ultimately
caused Cavalier to become insolvent.

Not long after Westminer sued in Ontario, Mr. Coughlan and another former
director brought two actions against Westminer in Nova Scotia. Therest of the
former directors brought their own actions, and the actions were tried together
before Justice Nunn over eight months in 1992. In a judgment released in
March 1993, Justice Nunn made findings of fact adverse to Westminer and he

found the Westminer companies liable to the former directors in civil
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conspiracy, intentional interference with economic relations and breach of
fiduciary duty: Amirault and othersv. Westminer Canada Limited and others
(1993), 120 N.S.R. (2d) 91 (S.C., T.D.). Justice Nunn made specific findings
that Mr. Coughlan and the others had not engaged in fraud and had not failed to
disclose material changes in Seabright. Rather, he found that Westminer had
acted recklessly inits assessment of Seabright and had sought to cast the blame
for its own recklessness upon the former directors by bringing the action in
Ontario. The plaintiffs in the Nova Scotia actions recovered damages under
some heads, but Justice Nunn refused to award damages on claims advanced
concerning losses former directors had suffered on account of their own
investments in Cavalier. The decision went on appeal and there was a cross-
appeal on the Cavalier losses. The grounds of appeal included challenges to
Justice Nunn’sfindings of fact. His decision was upheld except as regards the
date at which pre-judgment interest was to be replaced by judgment interest:
Coughlan and others v. Westminer Canada Limited and others (1994), 127
N.S.R. (2d) 241 (S.C., A.D.). Leaveto appea to the Supreme Court of Canada
was refused.

The present action was commenced in 1994. The plaintiffs were investorsin

Cavalier andthey claimincivil conspiracy, unlawful interferencewith economic
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relations and negligence. The plaintiffs contend that Westminer is precluded
from seeking findings of fact inconsistent with those found against Westminer
by Justice Nunn and asreviewed on appeal. They contend aternatively that the
findings are evidenceto be weighed against Westminer in the present case. The
defendants deny liability in conspiracy, interference or negligence. They seek
afinding that Westminer’ sinvestigationsand actionsleading to the Ontario suit
and the approach to the OSC were reasonable and they say that adecision of the
Supreme Court of Canada released after Justice Nunn made his findings
necessitates are-examination of the findings. The defendants also contend that
the present plaintiffs are bound by Justice Nunn’s findings on remoteness and
causation against recovery for losses related to Cavalier. Alternatively, their
position isthat the past findings are generally inadmissible. Further, they have
put in issue mitigation and some questions concerning calculation of |oss.

The partieswere content to place before me much evidencethat I might not have
to consider or might not be able to consider if | accepted either or both
contentions on the present effects of Justice Nunn’sfindings. So those issues
must be dealt with in the beginning. Aswill be seen, my conclusions are that
the past findings do not preclude either party from raising similar issues of fact

in this case, but the findings fundamental to Justice Nunn's decision are
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evidence to be weighed in making the findings now required. In respect of the
Seabright aspect of this case, | have reached the same factual conclusions as
JusticeNunndid. | havereached somewhat different factual findingsrespecting
the Cavalier aspect of the case. However, | have reached the same conclusion,
that the losses are not recoverable from the defendants.

After dealing with the question of the effects of the past findings, | shall set out
my findingsof fact indetail. | shall then givethereasonsfor my conclusion that
the plaintiffs have not made out the causes alleged against the defendants. In
casel haveerredinthat regard, | shall providealternativefindingson causation,

calculation of damages and mitigation.
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EFFECTS OF PAST FINDINGS

Positions of the Parties.

[8]

Counsel for the plaintiffs submitted that the defendants are precluded from
raising defences which are inconsistent with findings made against them by
Justice Nunn and confirmed by the Court of Appeal in the previous suit. This
argument would apply the doctrine of abuse of process, but with a new feature.
Counsal argue that in Canada abuse of process has borrowed a principle from
the American law of collateral estoppel, which is the equivalent of the branch
of res judicata we refer to as issue estoppel. In their pre-trial brief counsel
characterize the applicable principles thisway: “aparty who hasfully litigated
an issue in a court of competent jurisdiction cannot later relitigate that same
issuein another proceeding” and, subject to two exceptions, “the party isbound
by the findings with respect to all material facts even where the subsequent
proceeding involves athird party who was not present in the first proceeding.”
The first of these expresses, in ageneral way, the law of issue estoppel. The
second expresses the American abolition or modification of one element of
collateral estoppel, whichisalso apart of our issue estoppel: for resjudicatato
apply the parties in the new action must have been parties or privies of parties

inthepreviousaction. Therequirement for mutuality hasbeen largely abolished



[9]

Page: 9

inthe United States. Some authorities have suggested itsabolition from thelaw
of issue estoppel in Great Britain and Canada. Hereand in Great Britain parties
who assert a position contrary to findings made against them in previous
proceedings not involving the party presently opposite have sometimes been
constrained by the court’s authority to prevent an abuse of process. The
argument on behalf of the plaintiffs suggests that the courts have brought some
certainty to one application of abuse of process by incorporating a principle
similar to issue estoppel but without the requirement for mutuality. In addition
to the argument that the defendants are, in effect, bound by the findingsin the
Seabright action even though the present plaintiffs were not parties to that
action, the plaintiffs refer to a “halfway house” by which they are entitled to
produce and rely upon the previous findings as evidence in the present case.
Plaintiffs' counsel referred extensively to authorities in the United States, the
United Kingdom and Canada on abuse of process, issue estoppel and previous
findings as evidence.

Defendants’ counsel argue that the claim advanced by the plaintiffsisan abuse
of process. They say that the present plaintiffs were closely associated with the
plaintiffs in the Seabright actions, who lost on a point essential to recovery in

the present case. In the circumstances, to re-litigate that point is abusive or



[10]

Page: 10

givesriseto aconduct estoppel. Intheir pre-trial brief, the defendants assert, in
language similar to that on behalf of the plaintiffs, that one application of “the
broad doctrine of abuse” arises“when aparty seeksto raise the sameissue that
has already been decided in aprior proceeding” and “that party will be estopped
or precluded from re-litigating that issue.” The defendants claim that an
exceptiontothisruleariseswherethelaw applicableon thefactsof thefirst case
changes after the case was decided, and they assert that a decision of the
Supreme Court of Canada fundamentally atered the law that guided Justice
Nunn. Thus, the defendants are not prevented from re-litigating facts found
against them. Asregards the evidentiary value in this case of Justice Nunn’s
findings in the previous casg, it is the defendants’ position, based on a recent
decision of the Privy Council, that no notice may be taken of past findingsin
formulating findings in a subsequent case.

Counsal provided mewith extensive authoritiesalong with their pre-trial briefs.
In light of the similar positions on the interrel ationship of abuse of process and
res judicata and also in light of some difficulties | had with that subject on an
initial reading of the authorities, | suggested during trial that counsel may wish
to consider providing even more extensive referencesin theend. | am grateful

for the assistance of counsel in that regard, and particularly for avery thorough
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and balanced presentation by Mr. Roy and Mr. Rollwagen. While | accept that
an adverse finding in previous litigation not involving the party opposite may
be significant of an abuse of process, | do not agree that re-litigating the issue
IS necessarily abusive or that it is necessarily abusive subject to the exceptions
identified by the parties. In my opinion, res judicata precludes re-litigation
according to principles that are rather precise, such that the application or
otherwise of resjudicatais usually predictable with a degree of certainty. The
requirement of mutuality remains apart of the branch of resjudicata known as
Issue estoppel. In my opinion, abuse of process involves a power of the court
that cannot be exercised by any precise rule. | will discuss the three relevant
branches of law separately: resjudicata, issue estoppel and previousfindingsas

evidence.

Res Judicata.

[11]

Early in the last century, the Supreme Court of the United States regarded the
requirement for mutuality in estoppel by judgment as “eementary law”:
Bigelow v. Old Dominion Cooper Co. (1912), 225 U.S. 111 (S.C)) at p.127.
The court revisited the issue in 1936. Mr. Lowell had sued for patent

infringement and he had lost because his patent was found to be invalid.
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Undeterred, he sued another person, Mr. Triplett, alleging infringement of the
same patent. The Supreme Court decided Mr. Lowell could do this becausethe
new suit involved a different defendant: Triplett and others v. Lowell and
others (1936), 297 U.S. 638 (S.C.). Thecourt said at p. 642, “While the earlier
decision may by comity be given great weight in a later litigation and thus
persuade the court to render alike decreg, it isnot res adjudicataand may not be
pleaded as adefence.” Thirty-five years after Triplett v. Lowell, the Supreme
Court decided to abolish the requirement for mutuality, at least in cases where
asuit isdefended on the ground of aprevious, adverse and fundamental finding
against the present plaintiff: Blonder-Tongue Laboratories v. University of
Illinois Foundation and others (1971), 402 U.S. 313 (S.C.). The University of
Illinois Foundation held an assignment of a patent. It sued quite afew people
in different states at various times for infringement of the same patent. It lost
one of the earliest of these suits, which was brought against acompany in lowa
The lowacourt found the patent to beinvalid. Another of the suitswent to trial
about ayear later in Chicago against customersof Blonder-TongueL aboratories,
who defended for them. Blonder-Tonguedid not even argueresjudicata. Why
would it? The facts were, for that purpose, identical to those in Triplett v.

Lowell. Thelllinoiscourt disagreed with the lowacourt. The patent wasfound
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tobevalid. The casewent to the Supreme Court of the United States, and it was
the court, rather than Blonder-Tongue L aboratories, which raised the question
of abolishing the requirement for mutuality. The court asked the parties to
addressthisissue: “Should the holding of Triplett v. Lowell, 297 U.S. 638, that
a determination of patent invalidity is not res judicata against the patentee in
subsequent litigation against a different defendant, be adhered to?’ Both the
University Foundation and, against its particular interest, Blonder-Tongue,
arguedinfavour of Triplettv. Lowell. However, the Court unanimously decided
tooverturnitspreviousholding. Justice Whitewrotethedecision. Hesurveyed
academic and judicial criticism going back as far as Jeremy Bentham. |
summarize Justice White' sreasonsintwo general propositions: 1) no unfairness
results from estoppel which is not mutual where a party is reasserting an issue
previously decided against the party after afull and fair opportunity to present
evidence and be heard, and 2) requiring mutuality in such casesisuneconomic.
His general discussion of economic policy isfound at page 328, and his very
detailed discussion of the economics of mutuality in patent litigation extends
from page 330 to page 350. As regards fairness, the first general proposition
seems to be treated as axiom in Justice White' s discussion at pages 322 to 327.

At page 329, he says that the American constitutional right to due process
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precludes estoppel against a defendant who never appeared in the prior action,
and he expresses some reservation about the “offensive use” of estoppel where
it is asserted against a defendant. Otherwise, the absence of unfairness in
estopping re-litigation of anissue by apreviously unsuccessful plaintiff against
anew defendant follows almost axiomatically from the original opportunity of

full and fair hearing. He said,

Although neither judges, the parties, nor the adversary system performs perfectly in
all cases, therequirement of determining whether the party agai nst whom an estoppel
is asserted had afull and fair opportunity to litigate is a most significant safeguard.

(page 329)

Thisseemsto describethe safeguard provided through appel late review of fact finding
in original proceedings, and a question that might deserve consideration is how the
opportunity to litigate would have been exercised had the circumstances of the new

defendant been in issue.

[12] American judges and scholars sometimes use the phrase “ offensive collateral
estoppel” when speaking of a plaintiff who seeksto preclude a defence on the
ground that the defendant lost on an issue fundamental to the defence in

previous litigation not involving the present plaintiff. That wasthe situationin
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Parklane Hosiery Co. v. Shore (1979), 439 U.S. 322 (S.C.) when the Supreme
Court of the United Stateslast considered i ssue estoppel and therequirement for
mutuality. Shore brought a class action for shareholders against Parklane, its
directors and officersin connection with a proxy statement made in the course
of a merger. The statement was alleged to have been materialy false and
misleading. Before that suit came to tria, the U.S. Securities and Exchange
Commission sued Parklane on the same ground, proceeded totrial, and obtai ned
a declatory judgment that the proxy statement was materialy false and
misleading. Shore moved for partial summary judgment in hissuit. When the
case reached the Supreme Court, Justice Stewart wrote for the mgjority. He

said:

Collateral estoppel, like the related doctrine of res judicata, has the dual purpose of
protecting litigants from the burden of relitigating an identical issue with the same
party or his privy and of promoting judicial economy by preventing needless
litigation. (p. 326)
(It is clear from footnote 5 of the decision that, where we refer to issue estoppel and
cause of action estoppel as the two parts of res judicata, collateral estoppel is the

modern American equivalent of our issue estoppel and resjudicataisthe equivalent of

our cause of action estoppel.) Justice Stewart discussed the requirement for mutuality,



Page: 16

criticism of it and the abrogation in 1971. He said the unabrogated requirement had
been based “on the premise that it is somehow unfair to allow a party to use a prior
judgment when he himself would not be so bound” (p. 327) and the requirement had
failed “to recognize the obvious difference in position between a party who has never
litigated an issue and one who has fully litigated and lost” (p. 327). After discussing
Blonder-Tongue Laboratories v. University of Illinois Foundation, Justice Stewart
noted that that case had involved "defensive use of collateral estoppel”, and the case
at hand concerned “ offensive use of collateral estoppel” (p. 329). And he said, “the
two situations should be treated differently” (p. 329). In explaining this, he began by
pointing out that permitting collateral estoppel against a defendant does not serve
judicial economy in the same way as does its use in defence. Defensive collateral
estoppel gives “a plaintiff a strong incentive to join al potential defendants’, while
with offensivecollateral estoppel “the plaintiff hasevery incentiveto adopt a‘wait and
see’ attitude”’, and so astrict rulefor the offensive variety would “increase rather than
decrease the total amount of litigation” (p. 329-330). Justice Stewart then turned his
attention to some concerns about fairness. Firstly, he noted that the defendant may
have been sued originally for a small amount, and have chosen not to defend
vigorously (p. 330). (It is difficult to see how this distinguishes the two kinds of

collateral estoppel. What if the first patent infringement alleged by the University of
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I1linoi s Foundation had been nominal, and the Blonder-Tongue case had been serious?)
Secondly, he referred to the situation where “the judgment relied upon as a basis for
the estoppel isitself inconsistent with one or more previousjudgmentsin favour of the
defendant” (p. 330). (Again, | have difficulty seeing how this distinguishes the once
unsuccessful defendant from the once unsuccessful plaintiff. What if the University
Foundation had succeeded in thefirst of itstrials, and lost subsequently?) Finally, he
referred to the situation “where the second action affords the defendant procedural
opportunitiesunavailableinthefirst” (p. 330-331). (Again, the situation could bethe
same where estoppel is asserted defensively.) Although some of these concerns for
fairness could arise in cases of collateral estoppel against a plaintiff, they justified a

new approach where collateral estoppel is advanced against a defendant:

We have concluded that the preferable approach for dealing with these problemsin
the federal courtsis not to preclude the use of offensive collateral estoppel, but to
grant to trial courts broad discretion to determine when it should be applied. The
general rule should be that in cases where a plaintiff could easily have joined in the
earlier action or where, either for the reasons discussed above or for other reasons, the
application of offensive estoppel would be unfair to adefendant, atrial judge should
not allow the use of offensive collateral estoppel. (p. 331-332)

[13] So, it appearsthat the Supreme Court of the United States abolished mutuality
as arequisite of collateral estoppel. In that country, mutuality is not an issue
where a defendant sets up collateral estoppel against a plaintiff, but whereit is

set up against a defendant and the plaintiff was not party to the original tria
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there is a broad discretion to apply collateral estoppel or not. Generally
speaking, the discretion should be exercised agai nst estoppel wherethe plaintiff
could easily have joined the earlier trial, where the earlier suit involved a small
sum, where there are inconsistent judgments, where procedural opportunities
were unavailable at first instance or where estoppel would be unfair for other
reasons. | must note my respect for these high authorities because | have avery
simple criticism of them. | fail to see how justice is served by a system which
necessarily stops the once unsuccessful plaintiff but not necessarily the once
unsuccessful defendant. The problem, as | see it, is that the Court in 1971
treated afull and fair opportunity to litigate an issue as ensuring the fairness of
binding aparty in any future suit, wherein 1979 the Court began to explore the
unfairness such arigid approach could work in some particular cases. In the
course of Justice White's remarks in 1971 he mentioned a number of
developments analogous to the abrogation of mutuality and he said these
devel opments “ enhance the capabilities of the courts to deal with some issues
swiftly but fairly” (para. 33). Among these he included the “expansion of the
preclusive effects afforded crimina judgments [he could only have meant
convictions] in civil litigation” (para. 33). On that note, | turn to the English

experience.
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[14] Originally res judicata referred only to cause of action estoppel. The term
“issue estoppel” originated in a 1921 decision of the High Court of Australia:
Hogsted and othersv. Federal Commissioner of Taxation (1921), 29 C.L.R. 537
(A.H.C.) at p. 560. By 1964, Lord Diplock was able to describe issue estoppel
as the second specie of resjudicatac Thoday v. Thoday, [1964] 1 All E.R. 341
(C.A.) at p. 352. Two yearslater, Lord Guest identified three requirements for

issue estoppel, mutuality being the third:

...(1) that the same question has been decided; (2) that the judicial decision whichis
said to create the estoppel wasfinal; and, (3) that the partiesto the judicial decision
or their privies were the same persons as the parties to the proceedings in which the
estoppel israised or their privies. [Carl Zeiss Stiftung v. Rayner & Keeler Ltd. (No.
2), [1966] 2 All E.R. 536 (H.L.) at p. 564

There is probably a fourth requirement in English law, that the question was
fundamental to the decision made earlier: seethe discussion of English authorities at
pp. 555 and 556 in Anglev. M.N.R. (1974), 47 D.L.R. (3d) 544 (S.C.C.).

[15] In Hollington v. Hewthorn, [1943] 2 All E.R. 35 (C.A.), the plaintiff in an
automobile case tried unsuccessfully to set up the defendant’s conviction for
careless driving, which came out of the same collision. Plaintiff’s counsel was
Mr. Denning, later of the Court of Appeal, the House of Lords, then returning

to the Court of Appeal. Twice Lord Denning criticized the insistence upon
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mutuality in Hollington v. Hewthorn: Goody v. Odhams Press Ltd., [1966] 3
AllE.R.369 (C.A.) at p. 371 and BarclaysBank Ltd. v. Cole, [1966] 3 All E.R.
948 (C.A.) at p. 949, and, on athird opportunity, he wrote for amajority of the
Court of Appeal to abolish the requirement. The facts are infamous. IRA
bombings killed twenty-one in Birmingham one night in November of 1975.
Six Irishmen signed confessions. There was no question the Irishmen had been
severely beaten. The question was whether false confessions had been beaten
out of the men by the police or the beatings had been inflicted solely by prison
guards afterwards. The trial judge decided the confessions had been given
voluntarily. Thejury returned guilty verdicts. Hoping evidence not led at trial
would assist them, the six sued the police for the assaults. It was well known
that the men continued to profess their innocence and hoped a civil trial might
vindicate them: Fr. Denis Faul & Fr. Raymond Murray, The Birmingham
Framework (Ireland, 1976). The police moved to strike the statements of claim
on the grounds of issue estoppel and abuse of process. The motions were
denied, and the police went to the Court of Appeal. Lord Denning referred to
nineteenth century criticism of the requirement for mutuality including
Bentham'’s criticism of it: Mcllkenny v. Chief Constable of West Midlands

Police Force and others, [1980] 2 All E.R. 227 (C.A.) at p. 235. Hereferred
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to the American criticism as having been “just as scathing as Jeremy Bentham”:

Mcllkenny, p. 235, and he stated the American position on mutuality asfollows:

They take adistinction between adecision in favour of aman and a decision against
him. If a decision has been given against a man on the identical issue arising in
previous proceedings and he had full and fair opportunity of defending himself init,
then heis estopped from contesting it again in subsequent proceedings. Not only is
he estopped but so are those in privity with him. But there is no corresponding
estoppel on the person in whose favour it operates. (Mcllkenny, p. 235)

Lord Denning believed there was some support for this position in an eighteenth
century decision of theHouse of Lords: Mcllkenny, p. 236, and he specifically adopted
Blonder-Tongue Laboratoriesinc.: Mcllkenny, p. 238. He did not mention Parklane,
which had been decided the year before Denning wrote his opinion. So, we see no
mention of the broad discretion created by Parklane. However, Lord Denning did
envisage instances where issue estoppel might work an injustice, and he proposed a
solution. This came up in his discussion of the requirement for finality, rather than
mutuality. Inthat context, he referred to “cases where it might be unjust to apply an

issue estoppel”: Mcllkenny, p. 238 and he suggested this solution:

... when an issue has been decided by a competent court against a party in an earlier
proceeding, it should only beregarded asfina if hehashad afull and fair opportunity
of defending himself therein unless the circumstances are such that it would not be
fair or just to alow himto re-open it in subsequent proceedings. (Mcllkenny, p. 238)
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So, | read Denning as having put forward something dlightly different than the

American approach. Where the Americans have a broad discretion to avoid issue

estoppel only where it is advanced by a person who was not a party to the original

decision and it is advanced against a defendant rather than a plaintiff, Denning

suggested qualifying thewhol e of issue estoppel where*therearecircumstanceswhich

make it fair or just to re-open theissue”: Mcllkenny, p. 240.

[16]

Mr. Mcllkenny was one of the six convicted Irishmen. Mr. Hunter was another.
The case went on to the House of Lords where Mr. Hunter’s name is reported
in the style: Hunter v. Chief Constable of the West Midlands Police, [1981] 3
All E.R. 727 (H.L.). The requirement for mutuality was re-affirmed. Issue
estoppel was“... restricted to that species of estoppel per resjudicata that may

arise in civil actions between the same parties or their privies...”: Hunter, p.
733. However, the House reached the same conclusion as did the Court of
Appeal. Agreeing with the decision of Goff LJ., the House of L ords dismissed
the appeal on the ground that the suits were an abuse of process. Incidentaly,
thiswas not the last word on Mr. Mcllkenny, Mr. Hunter and the others. Lord
Denning referred to the convicted Irishmen as “the Birmingham bombers’:

Mcllkenny, p. 231. So did Lord Diplock: Hunter, p.730. However, the

convictions were set aside by the Court of Appeal in 1991 after the men had
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beenin prison for sixteenyears. R. v. Mcllkenny and others, [1992] 2 All E.R.
417 (C.A)).

Counsdl for both parties referred me to decisions in other Commonwealth
countries. In areferenceto the full court, a maority of the Australian Federal
Court (General Division) rejected an argument that non-mutual estoppel was
part of the law of Australia: Saffron v. Federal Commissioner of Taxation
(1991), 102 A.L.R. 19 (F.C., G.D.). Thedissenting judge was of the view that
the American position was anal ogous to the application of abuse of processin
Hunter, a subject | will discuss in reference to abuse of process. It appears
equally clear that the requirement for mutuality remains part of the law of New
Zealand: Hamed Abdul Khalig Al Ghandi Company v. New Zealand Dairy
Board (1999), CA110/98 (N.Z.C.A.).

There are Canadian decisionswhich may suggest that abuse of process operates
in much the same way aswould issue estoppel if issue estoppel did not include
the requirement for mutuality. Abuse of processisthe next subject, and | shall
refer to those decisionsthen. For me, the law governing issue estoppel is stated
conclusively by Anglev. M.N.R. (1974),47D.L.R. (3d) 544 (S.C.C.). Atp. 555,
after referring to adecision of the High Court of Australiain Hoysted wherethe

name“issue estoppel” was coined to distinguish thisbranch of resjudicatafrom
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cause of action estoppel, Justice Dickson, ashethenwas, accepted Lord Guest’s

statement in Carl Zeiss Stiftung of three requirements for issue estoppel:

...(1) that the same question has been decided; (2) that the judicial decision whichis

said to create the estoppel wasfinal; and, (3) that the partiesto the judicial decision

or their privies were the same persons as the parties to the proceedings in which the

estoppel israised or their privies.
Dickson J. recognized a fourth requirement: “ The question out of which the estoppel
is said to arise must have been ‘fundamental to the decision arrived at’ in the earlier
proceedings’ (p. 555-556). This statement of the four requirements of issue estoppel
wasrepeated in Grandviewv. Doering, [1976] 2 S.C.R. 621 and wasreferred to by our
court of appeal asrecently asFickesv. Lamey et al. (1997), 165 N.S.R. (2d) 184. As
far as | am aware, only one Canadian authority has gone so far as to embrace the
positions of Lord Denning and the United States Supreme Court: Bjarnarson et al. v.
Manitoba (1987), 21 C.P.C. (2d) 304 (M.Q.B.) affirmed on different grounds (1987),
21 C.P.C. (2d) 312 (M.C.A.). After reviewing English and American decisions and
immediately before the passage in which Chief Justice Hewak accepted “both the

direction and reasoning found in the decisions of Lord Denning and the United States

Supreme Court, and the principles there applied”, he said:
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In Canada, it appearsthat insofar asthe devel opment of the doctrine of issue estoppel
is concerned, Courts have moved rather slowly toward adopting the logic and
reasoning of Lord Denning, have relied on the principle of abuse of process although
they have on occasion accepted, subject to rebuttal, prior determinations as prima
facie evidence of afact. [p. 311]

Some Canadian decisions do seem to suggest that a Canadian case that could be met
by issue estoppel as L ord Denning would haverecast it or by collateral estoppel inthe
American view, will be met on the same termsin Canada by exercise of the power to
prevent abuse of the court’s process. Does Canada have issue estoppel without a

requirement for mutuality, but under the guise of abuse of process?

Abuse of Process.

[19] The decision which comes the closest to affirmatively answering the question
just posed isthat of Chief Justice M cEachern in Saskatoon Credit Union Ltd. v.
Central Park Enterprises Ltd. et al. (1988), 47 D.L.R. (4") 431 (B.C.S.C.). A
creditor sued to set aside certain transfersasfraudulent. The creditor succeeded
at trial, the defendant appealed, the parties settled before the appeal was heard
and the appeal was dealt with by consent. Another creditor sued to set asidethe
same transactions, and the same defences were raised. The court allowed a

motion to strike parts of the defence. The Chief Justice said, “no doubt the
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traditional approach to estoppel per rem judicatum operates only between the
same parties or their privies’ (p. 437), but more recent authorities “ particularly
Lord Denning, have suggested that the principle of abuse of process preventsa
party from relitigating a question which has been fairly decided against him”
(p. 437). Note the distinction between estoppel and abuse of process. He
suggested that the requirement for mutuality recognized in Angle had not been
applied strictly in Canada (p. 437). The Chief Justice concluded that “no one
can relitigate ... an issue that has previously been decided against him ... where
he has or could have participated in the previous proceedings unless some
overriding question of fairness requires’ (p. 438). Chief Justice McEachern
declined “to decide whether the foregoing conclusion representsthe application
of a species of estoppel by res judicata or abuse of process.” For present
purposes, they would appear one and the same.

Bomac Construction Ltd. and othersv. Stevenson and others, [1986] 5W.W.L.
21 (S.C.A.) dso seemsto go far in equating issue estoppel without mutuality
and abuse of process. Two passengerswereinjured in aplane crash. One sued
successfully. The other brought an action against the same defendants, who
sought to defend on similar grounds. The defences were set aside. The

defendants appealed. Asto issue estoppel, the Saskatchewan Court of Appeal
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said at p. 25, “The problem in the application of that doctrineisthat it has only
been applied in situations where the same issue is being raised by the original
parties or their privies.” However, the subject could be considered “under the
broad heading of the concept of abuse of process’ (p. 26). The court referred to
Hunter (p. 26), commented on theidentity of issuesin thetwo cases (p. 27), and
expressed theview at page 28 that any injustice resulting from the defendant not
having a trial on the present plaintiff’s claim was “less than the potential
Injustice perpetuated both on the parties and the judicial system by having the
same basic issues dealt with in two or perhaps three separate trials.”

Nigro v. Agnew-Surpass Shoe Stores Ltd. et al. (1978), 82 D.L.R. (3d) 302
(O.H.C.) may be an early example of a case in this category. Twelve actions
were brought because of afire in a shopping centre. There was no order for
consolidation or for trial together. Each raised issues of whom among several
defendants had caused the fire. One of these actions proceeded to trial and the
judge found Agnew-Surpass caused the fire and wasliable to afellow tenant in
negligence. Agnew-Surpasswas prevented from re-litigating that issue in the
other actions. The Ontario High Court expressed the view at p. 304 that “An
estoppel, based on a prior judgment, is not limited to cases where there is an

identity of the subject-matter of the litigation and of the parties.” Rather, the
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court referred to the “inherent jurisdiction to prevent an abuse of process’ in
saying that the court should take “a rather broader view of the matter than by
simply applying the doctrine of resjudicata inits narrow sense” (p. 305). The
court expressed opinions that the issue had been decided for all defendants
“among themselves’ and that the present plaintiffshad so identified themselves
with the first plaintiff that they could not plead that any defendant other than
Agnew-Surpass had caused the fire. For those reasons, pleadings inconsistent
with the findings in the first action were struck.

While Nigro, Bomac and Saskatoon Credit Union suggest that casesinvolving
the elements of issue estoppel except mutuality may almost axiomatically give
rise to abuse of process, other authorities clearly indicate that abuse of process
entails amore particular inquiry into the circumstances of each case and aless
predictable outcome. Solomon v. Smith et al. (1987), 45 D.L.R. (4™) 266
(M.C.A.) involved claimsin negligent and fraudul ent misrepresentation agai nst
a house agent. The plaintiff had been the defendant in a related action not
involving the agent. The claim was at odds with the findings of the previous
action. Theactionwasstruck by the Manitoba Queen’sBench. Three members
of apanel of the Manitoba Court of Appeal each wrote their own reasons, two

of whom concluded the appeal should be dismissed. All three agreed that issue
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estoppel was not applicable because of lack of mutuality. O’ Sullivan JA. was
of the opinion that the action did not amount to an abuse, and he commented
upon differences in the issues raised by the two actions. Philp JA. and Lyon
J.A. agreed with each other’s reasons. Justice Philp provided the reasons for
their conclusion that issue estoppel was inapplicable. He concluded that
mutuality remained arequirement in issue estoppel as stated in Angle (p. 271).
Justice Lyon provided reasons on abuse of process, and he held that re-litigation
of the issues determined in the earlier action was abusive in the circumstances.
He distinguished the approach to be taken where abuse of processis alleged

from the approach taken in assessing issue estoppel:

| agree with Philp J.A. that a plea of issue estoppel is not available. However, to
permit the statement of claim to proceed would be an abuse of process and that isthe
principle applicable. In considering this doctrine, it seems to me prudent to avoid
hard and fast, institutionalized rules such as those which attach to the plea of issue
estoppel. By encouraging the determination of each case on its own facts against the
general priniciple of the plea of abuse, serious prejudice to either party aswell asto
the proper administration of justice can best be avoided. Maintaining open and ready
access to the courts by all legitimate suitorsis fundamental to our system o f justice.
However, to achieve this worthy purpose, we must be vigilant to ensure that the
system does not become unnecessarily clogged with repetitious litigation of the kind
here attempted. There should be an end to this litigation. To alow the plaintiff to
retry the issue of misrepresentation would be a classic example of abuse of process
—awaist of the time and resources of the litigants and the court and an erosion of the
principle of finality so crucia to the proper administration of justice. [p. 275]



Page: 30

One month after releasing the decision in Solomon, the Manitoba Court of Appeal
released its decision Bjarnarson, which | have already cited. Although the court
dismissed the appeal from Chief Justice Hewak’ s decision, the court of appeal did not
adopt his reasoning, which had embraced the approach of Lord Denning to mutuality
in issue estoppel and the American approach in respect of collateral estoppel. Rather,
the Manitoba Court of Appea referred to Solomon and it found abuse in the
circumstances of the case before it.

[23] Similarly, one of the earlier decisions of the Ontario Court of Appeal on this
subject indicatesthat to establish abuse of processrequiressomething morethan
proof of issue estoppel without mutuality. The appellant in Demeter v. British
Pacific Life Insurance Co. (1984), 48 O.R. (2d) 266 (C.A.) had been convicted
of murdering hiswife. He sued on apolicy that had insured her life. Therecord
before the motions judge included Mr. Demeter’ s statement that “1 am not here
for the money, | am hereto reopen my case.” The Ontario Court of Appeal, at
p. 268, said, “... the use of acivil action to initiate a collateral attack on afinal
decision of acriminal court of competent jurisdiction in an attempt to relitigate
an issue already tried, is an abuse of the process of the court.” Thisisidentical

to the position of the House of Lords in Hunter. Let us take a brief look at
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on this subject.

[24] Thebasisfor thefinding of abuse in Hunter was expressed by Lord Diplock at

p. 733:

The abuse of process which the instant case exemplifies is the initiation of
proceedingsin a court of justice for the purpose of mounting a collateral attack on a
final decision against the intending plaintiff which has been made by another court
of competent jurisdictionin previous proceedingsin which theintending plaintiff had
afull opportunity of contesting the decision in the court by which it was made.

More was required to establish abuse of process than the mere fact that the plaintiffs
were seeking findings inconsistent with those found against them in the earlier
proceeding. The plaintiffs motivation was the additional component which madethe
civil action abusive. This point about Hunter was discussed in decisions of the Court
of Appeal where that court has made it clear that circumstances which would, but for
one requirement of mutuality, giveriseto anissue estoppel do not necessarily giverise
to an abuse of process. Bragg v. Oceanus Mutual Underwriting Association
(Bermuda), [1982] 2 LIoyd’'sL.R. 132 (C.A.); Ashmorev. British Coal Corporation,
[1990] 2 All E.R. 981 (C.A.); Bradford & Bingley Building Society v. Seddon, [1999]
4 All E.R. 217 (C.A.); and, Sweetman v. Shephard (2000), 144 SJ.L.B. 159 (C.A.).

In Bradford & Bingley Building Society, for example, Auld L.J. said at p. 225, “itis
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important to distinguish clearly between res judicata and abuse of process not

qualifying asresjudicata.” He explained:

The former [res judicatal, in its cause of action estoppel form, is an absolute bar to
relitigation, and in its issue estoppel form also, save in “special cases’ or “special
circumstances’ .... The latter [abuse], which may arise where there is no cause of
action or issue estoppel, is not subject to the same test, the task of the court being to
draw the balance between the competing claims of one party to put hiscase beforethe
court and of the other not to be unjustly hounded given the earlier history of the
matter.

A similar point is made in some Canadian authorities. In Re Del Core and Ontario
College of Pharmacists (1985), 19 D.L.R. (4™ 68 (O.C.A.), Houlden J. A. wrote the
majority opinion. He pointed out at p. 85 the “ulterior motive for bringing the
proceedings is important in the abuse of process cases’ and he referred to the
importance of ulterior motive in both the Hunter and the Demeter decisions. In the
circumstances of Taylor v. Baribeau (1985), 51 O.R. (2d) 541 (O. Div. Ct.), the
plaintiff’s “real interest” (p. 547) in his claim was significant for a finding that his
actionwasnot abusiveal though hewasalleging negligencein amotor vehiclecollision
in respect of which he had been convicted of dangerousdriving. In Q.andQ. v. Minto
Management Ltd. (1984), 46 O.R. (2d) 756 (H.C.) it was said at p. 760 that it may be

abusivefor aconvicted criminal to bring action that requiresfindingsin contradiction
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of the conviction, but that is not the case where the victim sues and the defence alleges

“that he did not do it”.

[25] | follow the decision of the Manitoba Court of Appeal, the decision of Houlden
J.A. in Del Core and the decisions of the English Court of Appeal | have cited.
In my opinion, a clear distinction must be maintained between issue estoppel
and abuse of process, the former serving to stop re-litigation of issues by the
application of rather precise principles and the latter serving to stop any
litigation where it is shown that the process which is to serve justice is being
abused to work an injustice. The latter involves diffuse considerations that
cannot be contained within a precisely stated rule with precisely stated
exceptions. Thus, thefact that aparty pleadsinconsistently with findings made
in other proceedings may be arelevant fact going to abuse of process but it can
never be determinative. Rather, al relevant circumstances areto be considered
in settling the balance indicated by Lyon J.A. in Solomon and referred to by

Auld L.J. in Bradford v. Bingley Building Society.

Evidentiary Value of Past Findings.

[26] In the sixty years since it was decided Hollington v. F. Hewthorn & Co. Ltd.

travelled full circle in England, but it does not appear to have travelled to
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Canada. Asdiscussed in reference to issue estoppel, in that case the English
Court of Appeal decided that a conviction for dangerous driving could not be
introduced in a civil trial towards proving negligence of the convicted driver.
The decision has been criticized as unjust by law reform commissions, judges
and academics: John Sopinka, Sydney N. Lederman & Alan W. Brant, The Law
of Evidencein Canada, 2™ ed. (Butterworths, 1999), p. 1119-1120. It has been
the subject of legidative attention in England, Ontario, Alberta and British
Columbia. It wasthe butt of Lord Denning’ s dramatic criticism in the casesto
which | referred. And, in Hunter, Lord Diplock said that Hollington was
“generally considered to have been wrongly decided” (p. 734). However, inR.
v. Hui Chi-Ming, [1992] 1 A.C. 34 (P.C.), acapital case involving conspiracy
tomurder, the Privy Council upheld conviction and rejected an argument for Mr.
Hui that he ought to have been permitted to introduce the certificate of
conviction of an aleged co-conspirator who had been convicted of the lesser
charge of manslaughter, tending to show there had been no conspiracy to
murder. The Privy Council referred to Hollington and applied the principle
decided by it. Hollington and Hui Chi-Ming were followed in Land Securities

plc v. Westminster City Council, [1993] 4 All E.R. 124 (Ch.D.), where an
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arbitrator’s determination of market rent was held to be inadmissible in
subsequent proceedings where the market rent was afact in issue.

In Taylor, to which | referred in discussing abuse of process, the Divisional
Court in Ontario held that a certificate of conviction for dangerous driving was
admissible to prove civil negligence “subject to rebuttal” (p. 545) but detailed
findingswereinadmissible. The judge who had decided the dangerous driving
case had, in his decision, made findings that would touch upon causation and
contributory negligence. Writing for the Divisional Court, Craig J. said the
judge “was not required to decide those issues’. (I emphasize the words “not
required”.) In light of the volume of Highway Traffic Act convictions “being
registered on a regular basis by justices of the peace in provincial offences
courts’, Craig J. said “in the absence of the clearest authority | would hold that
thereasonsfor conviction or findings of fact in support of the conviction are not
admissible”. This passage and the subsequent discussion of abuse of process
seem to have been considered to the exclusion of the earlier passagesindicating
the certificate of conviction itself was admissible to prove negligence when
Taylor was considered in Edwardsv. Law Society of Upper Canada (1995), 40
C.P.C. (3d) 316 (O. Gen. Div.), which wasfollowed by 876502 Ontario Limited

v. I. F. Propco Holdings, [1998] O.J. No. 3277 (O. Div. Ct.). With respect, |
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think that the conclusion in those cases, that the reasons for conviction and the
findings are inadmissible unless the parties are identical, takes Taylor as more
restrictive than it was meant to be.

There is a remark in Fullowka v. Whitford (1996), 147 D.L.R. (4™) 531
(N.W.T.C.A.) at p. 546 that suggests Hollington applies in Canada. After
referring to “therulein Hollington” the court said, “Injurisdictionswhich have
not repealed that rule, such other judgments are not ever admissible at trial.”
While some Canadian jurisdictions have enacted legislation following the
amendmentsto the Civil Evidence Act (1968) that were designed to negativethe
effects of Hollington in England, the question remained whether Hollington
would be adopted in Canada. With respect, the comment in Fullowka would
have been more accurateif it had also been qualified by acondition that therule
doesapply here. Theweight of authority isthat Hollington was never good law
in Canada. This was the specific holding for Ontario in Demeter. And it is
implicitin Del Core. As Sopinka, Lederman & Bryant put it, those provinces
which enacted legislation “ensured” (p. 112) that the rule is not a part of their
law. In my opinion, Hollington is not good law in Nova Scotia Facts
necessarily indicated by acriminal conviction may be proved in acivil case by

admission of acertificate of the conviction for whatever weight the past finding
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may have among all of the evidence going to the fact-in-issue. Isthe situation
any different for essential findingsin an earlier civil proceeding?

[29] Thereislittle authority to guide the answer to that question. It may be helpful
to recall what the Supreme Court of the United States said in 1936 when
mutuality wasstill arequirement of resjudicatain Americanlaw: “... theearlier
decision may by comity be given great weight in a later litigation and thus
persuadethe court torender alikedecree...”: Triplett v. Lowell, p. 642. Perhaps
a system of law which takes a restrictive approach to the preclusion of re-
litigation ought to take a liberal approach to admitting past findings. In any
case, | think it illogical to admit findings from a criminal case and exclude
findings from a civil case. This is the point made in Sopinka, Lederman &

Bryant at p. 1123:

If the rulein Hollington v. Hewthorn is not to be recognized so far asit relatesto a
previouscriminal conviction, thenlogically it also should not apply sofar asit relates
to a previous civil judgment. The fact that it is a civil judgment only would be
significant in terms of weight. The party against whom the judgment was rendered
would have a greater opportunity to explain it or suggest mitigating circumstances.

In my opinion thisisthe logical result of Demeter, and | would admit Justice Nunn’'s

decision and consider the findings that were fundamental to his decision.
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Conclusions.

[30]

It was submitted on behalf of the defendants that the present plaintiffs were
privies of Mr. Coughlan and other plaintiffsin the Seabright actions. If so, the
element of mutuality was established going to issue estoppel. There is no
suggestion of agency or of privity of contract or of estate, and the argument can
only succeed if the plaintiffs were privies within a broader and ordinary
meaning of that word. “Privy” derivesfrom the same source as “private”’ and,
when used as a noun it may have the sense of “one who participates in the
knowledge of something private or secret; a confidant ...”: Oxford English
Dictionary, 2ed (Oxford, 1989), v. XII, p. 525, and for derivation seep. 515 and
p. 524. The meaning of privity isdiscussed in Hamed Abdul Khalig Al Ghandi
Company v. New Zealand Dairy Board starting at para. 8. After referring to
English authorities, the New Zealand Court of Appeal concluded, at para. 11:
“One looks in particular to the identity in interests pursued, and degree of
common control. That process is an intensely fact-dependent one, in which
precedents may be of limited value.” | cannot find that mutuality has been

established against the present plaintiffs. The evidence establishes and | find
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that they werenot takeninto the confidence of theearlier plaintiffsin connection
with either the defence of the Ontario action or the prosecution of the Nova
Scotia actions. They may have received some information concerning those
cases and they certainly had an interest in them, but they were not privy to the
defences or cases of the Seabright directors. There was no element of common
control. Nor wasthere asignificant identity of issues. Two of the plaintiffsin
Seabright had no claim for any loss on account of Cavalier. As will be
discussed, those five who advanced such a claim, it was bound up with many
interests at stake in the litigation and of no direct interest to the present
plaintiffs. If the element of common interest was strong and the element of
common control or confidence was weak, or vice versa, a finding of privity
might be appropriateinthiscase. But theclaimsarefar fromidentical and there
was no common control or confidence. In conclusion, the element of mutuality
In issue estoppel has not been made out against the plaintiffs and they are not
stopped from advancing their claims for damages on the ground that Justice
Nunn may have made findings inconsistent with those claims. The plaintiffs
made alternative arguments, including reference to Westminer’'s failure to
disclose relevant documents in the Seabright suit. In view of my findings on

mutuality, | do not need to decide upon the alternative arguments and, in view



[31]

Page: 40

of thefact that similar points may be madein referenceto costs, | should say no
more.

The defendants argue that it is an abuse of process for the plaintiffs to seek
findings in this case inconsistent with the findings in the Seabright case on
remoteness and causation, which precluded claims of some plaintiffs in the
Seabright case for losses related to investments in Cavalier. The defendants
submit for a finding that, long before the beginning of the Seabright trial, the
plaintiffs decided to await the outcome of that trial and to sue for themselvesif
the outcome indicated. That is not my finding. Without doubt, since 1988
membersof the coregroup believed that the suit for fraud brought by Westminer
against the former Seabright directors damaged investments in Cavalier.
Further, starting in the fall of 1990 or earlier, there were serious discussions of
Cavalier suing Westminer and, two of the plaintiffs, Sumner Fraser and William
Mundle, were party to those discussions as Cavalier board members. About the
sametime, discussion began between Mr. Coughlan and his counsel concerning
Mr. Coughlan amending the statement of claimin his action against Westminer
to include a claim for the diminished value of hisown investment in Cavalier,
asuggestion he opposed until Cavalier actually failed. Furthermore, itislikely

that many members of the core group considered the possibility of suing
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Westminer for the diminished value of their own shares and one plaintiff, Mr.
Peters, went so far asto consult alawyer about participating in actions against
Westminer. However, | find the plaintiffs did not seriously turn their minds to
that question until an event drew the question acutely to their attention. That
event was the failure of Cavalier and the redlization that their shares were
worthless and the debts owed to them by Cavalier were uncollectible. In
February 1992, investors met to discuss a plan of arrangement under the
CompaniesCreditor’ s Arrangement Act, and towardsthe end of the meeting the
guestion of suing Westminer was raised by the plaintiff, Mr. Jacques. Notes of
Cavalier's counsel suggest that Mr. Coughlan said in effect that if the former
directors got justice in the Seabright suit, a suit might be brought again “on
behalf of Cavalier”. His brother, Mr. James Coughlan, and Dr. James Collins
were witnesses with fairly precise memories of Cavalier meetings. Mr.
Coughlan’ srecollection isthat his brother had too much on his plate to engage
in yet another claim and that many of the issues in the Seabright action did not
concern Cavalier. He suggests his brother said he had to get his own suit over
withfirst. Dr. Collinsrecallsacomment to the effect that if theformer directors
were successful, some other group might go ahead. The discussion was very

brief. The subject at hand was National Bank demands for cash injectionsinto
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Cavalier as the price of its supporting a plan of arrangement under the
Companies Creditors Arrangements Act. Three weeks later, after the CCAA
effort had failed and Cavalier had been liquidated through receivership,
investors met again. There was a discussion about suing Westminer and the
indication was that a decision should be put off until the outcome of the
Seabright trial was known. I these events had occurred well before the
Seabright trial then they might haveindicated an abusive“wait and see” attitude.
However, that coincided with trial. The Seabright trial commenced only six
days after the CCAA meeting, and the trial was going into its twelfth week by
the time of the meeting about the receivership. Mr. Geoffrey Machum testified
for the plaintiffs. | accept histestimony. Mr. Machum and his colleague, Mr.
Jonathan Stobie, worked with the late Ronald Pugsley as counsel for Coughlan
and Garnett in the Seabright case. Based on Mr. Machum’ stestimony and the
documentary exhibits to which he referred, | find it would have been
unreasonablefor the present plaintiffsto have sought tojoinin the Seabright suit
when the question of Westminer’ sliability to them was acutely raised. For one
thing, the case was extremely complicated, especially asregards sorting out the
facts, and, on such short notice, the present plaintiffscould not have been served

by independent counsel’s independent assessment of the evidence and
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independent judgments concerning framing their claims, presenting evidence
and advocating their causes. Further, the present plaintiffsremained loyal toMr.
Coughlan and the other former directors and it would have been fair for the
present plaintiffsto have considered theinterests of the then plaintiffs. Records
of meetings between Cavalier’ ssolicitorsand Mr. Pugsley indicate he was cool
towards Cavalier becoming involved in the suit at the late stages. No wonder.
Such would add to the complexity and length of atrial that was already to be
extremely complex and so long it was record-setting for Nova Scotia. Further,
the stance of the plaintiffsin Seabright waslargely defensive. That wastrue of
their specific claims relating to indemnification under Seabright by-laws and
also on account of Westminer’s deliberate decision to let lapse the Seabright
director’'s and officer’s insurance. However, the suit was also generally
defensive. It responded to the suit brought by Westminer in Ontario and, as Mr.
Machum said, counsel for the former directors were far more focused upon
findingsof liability under the economic tortsthan upon any damagesthat would
be assessed if liability was established. The former directors had a strong
interest in avoiding adjournment and in concentrating their effortsfor afinding

of liability.
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[32] Thedefendantscharacterizethe plaintiff’sfailuretojoininthe Seabright suit as
taking a “wait and see” attitude. This is the attitude that was of concern in
Parklane and proof of such an attitude would go along way towards a finding
of abuse. Aside from the fact that a wait and see attitude might be justified
where the possibility of aclaim was brought acutely to the attention of the new
plaintiffs only on the eve of along and complex trial, the attitude of the present
plaintiffswasdifferent than that which gaveriseto concernin Parklane. Abuse
of process may well control the party who has a claim on the same set of facts
asaplaintiff and who letsthe plaintiff do all thelabour with aview to advancing
an easy claim against the same defendant if the plaintiff is successful and
advancing no claim if the plaintiff is unsuccessful. | accept the evidence of so
many of the Cavalier investorswho said they did not know what to make of the
claims between Seabright and Westminer or that they saw many of theissuesas
irrelevant to their losses. Their choice not to advance claims until after the
Seabright trial is distinguished from the behaviour described in Parklane and
their attitude does not support afinding of abuse. The factual underpinnings of
the defendants’ argument on abuse of process have not been made out. | cannot
find the plaintiffs claims are abusive of the court’s process. For the same

reasons, | do not find conduct estoppel.
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However, the opportunity the present plaintiffs may have had to raise their
present claims before Seabright cameto trial tellsagainst the plaintiffs’ position
that the present defence is abusive. In the circumstances, it would be unfair to
bind Westminer to those of Justice Nunn'’s findings as may assist the present
plaintiffs’ claims while precluding Westminer from relying upon his findings
against claims for damages identical to those now advanced. Contrary to
indicationsin Blonder-Tongue Laboratoriesand Mcllkenny, | conceivethat the
natures of the parties opposite and their counsel, their various interests and
stances, influence the many decisions an opponent makes through the course of
adifficult suit. Things aways would be done differently if the other parties
were different or were differently represented. | think there is substance rather
than mere formal symmetry to the proposition that it is “somehow” unfair to
bind a party to findings when the other party is not so bound. At leastitisa
factor going against afinding of abuse in the circumstances of acase like this.
Also, the plaintiffs chose to join individuals as defendants, thus distancing
themselves further from Justice Nunn’sfindings. In addition, the defendants
argued that a decision of the Supreme Court of Canada released after Justice
Nunn made his findings changed the governing law in such away asto call his

findings into question. As will be seen, | do not accept that argument.
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However, a substantial argument that the law had changed indicates something
against afinding of abuse. It addsweight infavour of allowing the partiestheir
day in court and against limiting re-litigation in the balancing to which the
authorities refer. Further, the issues of liability raised by the plaintiffsin this
case are not identical to those raised by the plaintiffs in the Seabright case.
Although many of Justice Nunn’ sfindingsarerelevant to the present issues, the
success of the present claims requires the court to take a step beyond what
Justice Nunn found because he dealt with liability towardsthose who were most
directly the objects of Westminer’s actions. Finally, Westminer’'s motives in
defending itself in this case are not subject to the same censure as were the
motives of the plaintiffs in Demeter and in Hunter. Westminer’s motives in
bringing the Ontario suit and in taking other steps at that time were censured,
but the present motive isproper. Inthe circumstances of thiscase, re-litigation
of some questions answered in the Seabright case is not abusive. The balance
Iswith Westminer’s claim to put its defences fully before the court rather than
with the interest of the plaintiffs or the justice system in avoiding re-litigation
of an issue of fact. Of course, where Westminer fails to establish findings
significantly different than in the past litigation, the re-litigation is relevant to

COsts.
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[34] AslI said, | am considering relevant and fundamental findings of Justice Nunn
as part of the evidence in this case. Sopinka, Lederman & Bryant suggest that
more weight should be given to past findings established under the criminal
burden than to those established on a balance of probabilities. That
notwithstanding, | am giving much weight to Justice Nunn’s findings relevant
to the Seabright aspect of thiscase. Justice Nunn was presented with amassive
volume of evidence on that aspect of the case and, as one counsel observed, the
evidence presented to me on that subject was “synoptic’. As regards the

Cavalier aspect of this case, thereverseistrue.
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WESTMINER AND SEABRIGHT

Westminer’s Strateqy for North American Acquisitions.

[35]

[36]

Gold discovery and extraction is the industry upon which Westminer was
founded in 1933. By the 1980s, it was one of the world’s largest producers of
gold and it was a prominent producer of other minerals and of oil and gas.
Westminer reported annual operating revenues of more than $1 billion, and
shareholder’s equity in excess of $2 billion. It employed more than seven
thousand people. Itsshareswere listed on all the Australian exchanges and on
five mgor exchanges outside its home country. The lawyers in its legal
department and senior management werewell familiar withregimesof securities
regulation requiring full, plain and true disclosure. Westminer relied on this
cornerstone of modern securities law when it decided to acquire gold mining
operations in North America, where the corporation had some experience but
little presence.

By 1987, Westminer determined to spend about half abillion dollarsto acquire
publicly traded gold mining companiesin North America. It put together ateam
of experienced employees to work on what was called the North American

Acquisition Program. Asthe project progressed, the team expanded. Theteam
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was led by Mr. James Lalor, ageologist who had devoted his career to serving
the corporation and who lately had been the Exploration Manager, and theteam
included personnel expert in geology, engineering, finance and law. Mr. Lalor
reported directly to Mr. Donald Morley, the Director of Finance and
Administration, and he aso reported frequently to the Managing Director
himself, Mr. Hugh Morgan. The project wasfollowed closely by the chairman
of the board, Sir Arvi Parbo. Westminer was interested in junior mining
companies, which, as Mr. Laor agreed during his cross-examination, are
promotional by necessity, are sometimes overly promotional and must be
assessed with care. At that, Westminer was not interested in established junior
mining companies. It was looking for ventures that were just emerging, those
with gold reserves in very early production or apparently on the verge of
production. This strategic decision involved taking greater risk for greater
chance of gain.

Initial studies were carried out in Westminer’s own library at head office in
Melbourne. Library holdings included publications of the Metal Economics
Group, a business which gathered and summarized information on mining
operations and published the information. For a price, companies like

Westminer could get advance copies. At thisearly stage, the team was|ooking
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at two ratios that could be calculated for hundreds of public North American
mining companies. Market capitalization isthe total of issued and outstanding
shares times the current share price. Westminer was concerned to know two
ratios. market capitalization divided by ounces of gold produced annually and
market capitalization divided by the ounces of gold in stated reserves. This
study led to another strategic decision. The team saw that the ratios were less
favourable with larger emerging producers. Ascompared with production and
reported reserves, the shares of larger companies were 25% to 50% more
expensive than those of small ventures. Obviously, the markets saw the small
ventures asinvolving substantially greater risk and, asMr. Lalor agreed during
his cross-examination, they are inherently high risk. Westminer decided to
acquire a number of small gold mining ventures, rather than one or two larger
emerging producers. Again, a strategic decision was made in favour of risk.
Having narrowed the candidates to companies with no established production
and to ventures holding small, potential operations, the risk undertaken by
Westminer was compounded by its choice for mode of acquisition: sudden,
speedy and unfriendly take-overs. Westminer also chose utmost secrecy. Mr.
Lalor explained that if the markets became aware of Westminer’sinterestin a

small venture, the price of the shareswould increase. | refer to the evidence of
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one of the defendant’ s experts, Mr. H. Garfield Emerson, Q.C., and | find that
this choice involved even greater risk. The decision to proceed in secrecy
limited Westminer to information on the public record and information it could
gather clandestinely. A reporting issuer is required by law to continuously
disclose information to the standard provided for a prospectus, such that at all
timesthepublicfilesshould discloseinformation substantially equivalent to that
provided in a current prospectus as regards quantity, quality, currency and
accessibility: Milton H. Cohen, Truth in Securities Revisited (1966), 70 Harv.
L. Rev. 1340 at 1368, as referred to by Mr. Emerson. That being so, Mr.
Emerson and other leaders in his field strongly recommend performing one's
own diligent study of a company, sometimes referred to as “doing due
diligence’, when one is considering an acquisition. The requirement for full,
plain and true disclosure may assure that the public record reflectsacompany’s
understanding of itsassets, but it cannot assurethequality of that understanding.
To forego due diligence for secrecy places a very high price on secrecy.
Westminer took the price to an astonishing extreme. Not only did it forego due
diligence where there would be some likelihood of Westminer's interest
becoming known, it forbade due diligence when there was little or no risk to

secrecy. It specifically instructed counsel, who have afundamental obligation
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to guard client confidentiality, not to carry out corporate due diligence because
of “the risk of a leak”. Further, Westminer deliberately decided against
technical duediligence even after thetake-over bids, when itsinterest would be
public. In cross-examination, Mr. Lalor said that was an “unwise” decision.
Astonishing, | say. Inadditionto secrecy, Westminer chose speed, achoicealso
made to keep share prices down, according to Mr. Morgan when he was cross-
examined. Westminer would proceed from bids to closings in about a month
and without terms permitting due diligence, and, in the case of Seabright,
Westminer was not even interested when asale of assetswith an opportunity for
due diligence was proposed as an alternative to take-over. No due diligence,
speedy closings, small ventures only, none proven by established production.
| find Westminer deliberately chose a strategy of great risk for its 1987 North

American Acquisition Program.

Westminer’ s Investigation of Seabright: The Public Record.

[38] Theacquisitionteam set up in Toronto. Westminer retained the brokeragefirm
First Marathon Securities Limited asfinancial adviser. Thefirmwasrelatively
small and Westminer chose it because smallness would reduce the risk of

inadvertent leaks. First Marathon provided office spaceto the acquisition team,
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and the team had accessto the firm’slibrary, aswell asits services. The team
was diverted to another project, which did not bear fruit, but that exerciseled to
Westminer’ sretention of Canadian counsel, thewell known commercial firm of
Stikeman, Elliott, primarily Mr. William Braithwaite. During latter 1987, the
team had over 130 companies under consideration. It appears about thirty-five
were seen asseriouscontenders. By early November, they weredownto eleven.
One of these was Seabright Resources|nc., which, asareporting issuer with the
Ontario Securities Commission, was under a duty of continuous disclosure.
Westminer studied documents obtained from the OSC in analyzing Seabright,
selecting it for the short list and making abid. Let uslook closely at what those
records disclosed.

We begin with a prospectus dated April 23, 1986 under which deposit receipts
for flow-through shares, class A common shares and warrants were offered to
raise funds for exploration. From this document we learn that Seabright was
incorporated under the Canada Business Cor porationsActin 1980to do mineral
exploration in Nova Scotia and to process some tailings from old gold mines
that operated many years ago when gold mining was an activeindustry in Nova
Scotia and when less gold was extracted from ore than is possible today. We

learn that the company had been “obtaining properties for early production of
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gold ores’ and that it had been “delineating its own gold deposits for early
production.”  Also, “the Corporation significantly increased exploration
activitiesin the past year.” We learn that the company recently bought a zinc
mill and planned to renovateit to process gold. Despite the referencesto early
production and the acquisition of amill, we are warned in the beginning: “The
securities offered hereby should be regarded as speculative and are subject to a
number of risk factors. Mineral exploration involves significant risks. The
Corporation presently has no producing properties.” The prospectus provides
descriptionsof each of Seabright’ smain properties, themost important of which
are Beaver Dam and Forest Hill, both along the Eastern Shore, Beaver Damin
eastern Halifax County, and Forest Hill in Guysborough County. The
prospectusadvisesthat Forest Hill wasonceaminethat produced 27,060 ounces
of gold from 49,032 tons of ore. Seabright explored parts of Forest Hill with
extensive surface drilling and one bulk sample, and it began underground
exploration in the previous October, and a significant amount of underground
drilling had been done. Based upon the data from the surface and the
underground expl oration, independent consultants, M PH Consulting Limited of
Toronto, had calculated probable geological reserves of 61,425 tonnes grading

9.9 grams of gold per tonne. Assuming a mine extraction rate of 90% and a



Page: 55

dilution rate of 20%, MPH calculated mineable reserves of 66,300 tonnes
grading 8.25 grams of gold per tonne. Possible geological reserves were
184,000 tonnes grading 9.9 grams. Also, Seabright had identified four new
zones worthy of exploration. MPH was recommending and Seabright was
proposing to start underground expl oration and to bring themineinto production
if theunderground exploration established sufficient proven reserves. Seabright
also proposed exploration in the newly found Forest Hill zones. According to
the prospectus, the Beaver Dam property had been explored and mined off and
on for decades starting in the mid-nineteenth century. Recorded historical
production was 3,544 tons grading .27 ounces of gold aton. The prospectus
tells us that Seabright acquired some of the Beaver Dam claims from Acadia
Mineral Ventures Limited initially, and completed its holdings by further
acquisitions from Acadia and two other companies, the latest being amost
contemporaneous with the prospectus. Results of twenty-nine drill holes were
provided to Seabright by the former holders and Seabright drilled an additional
ninety-one holesat acost of $1,360,000. Again, MPH had analyzed the resullts.
It calculated proven geological reserves of 249,377 tonnes at 10.64 grams of
gold per tonne. These proven reserves were to be located to a depth of 80

metres. Below that, and going to a depth of 200 metres, MPH calculated
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probable geol ogical reservesof 361,340 tonnesgrading 10.6 grams. Inaddition,
MPH cal cul ated possible geol ogical reserves of 420,000 tonnesat 10.62 grams.
MPH reported upon potential for further reserves below and beside those
explored, and it recommended exploration of Beaver Dam claimsnot yet drilled.
MPH concluded that underground exploration was necessary “to determinethe
mineability of the reserves’, and it recommended a program of underground
exploration and further surface exploration. Underground exploration and
underground drilling at Beaver Damwere estimated to cost $2,435,000. Further
surface drilling in the area of the proven reserves, and exploration outside that
area were to cost $2,460,000. If the underground exploration confirmed
mineability, MPH recommended bringing the property into production at an

estimated cost of $4 million. The prospectus also said:

The Corporation expects the underground exploration program to be completed by
December 1986. If justified, production from the property could beginin early 1987.
If production commences, gold ore from the property will be hauled 70 kilometres
over existing roads to the Corporation’s Gays River Mill for processing and gold
recovery.

According to the prospectus, the MPH reports were available to the public at the time
of the offering. Generally speaking, the grades and tonnages reported by MPH were

encouraging, especialy as regards Beaver Dam where MPH calculated significant
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proven reserves with encouraging grades and MPH seemed to see mineability as the
only question. However, the prospectus does warn: “Hazards such as unusual or
unexpected formationsor other geological conditionsareinvolvedinexploring for and
developing mineral deposits.” Of course, the prospectus contai nsother information that
would have been of interest to the Westminer acquisition team, such as the financial
statements, Seabright’ s capitalization, the trading history of its shares and a summary
of past offerings. Also, it tells of Seabright’s management. Each officer, director and
senior manager isidentified and a short biography is given.

[40] The public record included a press release dated May 15, 1986, by which
Seabright announced the successful completion of the April offering, which
raised nearly $16 million, of which $9 million was for exploration at Beaver
Damand Forest Hill. Also, thenew classA shareshad been conditionally listed
on the Toronto and Montreal exchanges. Thiswasfollowed by aJune 26, 1986
letter to shareholders, which reiterated, in Imperial, the MPH reserve
calculations of April, announced a further twenty-four drill holes, and stated
“the reserves are increasing dramatically”. Next, there was a news release of
August 20, 1986 announcing M PH cal cul ations which took into account results
from the latest drilling. The figures are Imperial: 404,018 tons at .34 ounces

proven, 422,750 tons at .36 ounces probable and 823,232 tons at .35 ounces



Page: 58

possible. The total of proven, probable and possible reserves is given as
1,650,000 tons. These are short tons, which would be 1,496,550 metric tonnes,
which compareswith atotal of 1,030,717 metric tonnesreported by MPH before
the April 1986 prospectus, the increase being mainly in possible reserves.
Seabright used afactor of .029 to convert grams per tonne into troy ounces per
short ton. So the grades are being reported as slightly better thanin April: 11.7
olt, 12.4 g/t and 12.1 g/t. Thereleasereiteratesthat the strike is open east, west
and at depth, that is, neither of the ends nor the bottom have been reached asyet.
Changing subjects, the release reports that the decline at Beaver Dam began on
August 1, 1986 with a4,400 ton bulk sample anticipated by the end of the year,
and production the next spring. As for Forest Hill, a 4,400 bulk sample was
anticipated by latefall, with commercial productioninthespring. Notethat the
referencesto production areunqualified. Timeisthe sameasinthe April 1986
prospectus, but positive results from the underground explorations appear to be
assumed. The record certified by the OSC shows that there was another |etter
to shareholders concerning Beaver Dam and Forest Hill exploration on
September 29, 1986, and the next public document referring to those subjects
was an offering memorandum for a private placement of flow-through shares

dated October 10, 1986. This more forma document is less exuberant than
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some of the press rel eases and lettersto shareholders. Although work began on
the decline at Beaver Dam in August, only 210 metres had been dug and the
decline had not yet intersected the ore zone although the four thousand tonne
bulk sample had been advertised to begininlate October 1986. Also, cost of the
underground expl orationwasnow estimated at $4,019,000. Also, thequalifying
language returns, “if the ... underground exploration program confirms the
mineability of the reserves”. Next, an October 29, 1986 news release titled
“Positive Results Continue at Beaver Dam” announced results calculated by
Seabright’ sown staff. Total reserveswerethen stated at 2,279,594 tonsgrading
.29 ounces a ton, which | believe to be 2,067,592 tonnes at 9.94 grams, a
substantial increase in the total reserves but a drop from the concentrations
reported in August. Among the public documents that were seen by the
acquisition group was apressrelease dated December 3, 1986. Thisannounced
the results of a single deep hole which suggested reserves underneath those
explored earlier, but showed much lower grades of 3.43 g/t, 5.25 g/t and 7.54
g/t. The company was obviously enthusiastic. It announced MPH will provide
fresh reserve calculations. It said that consultants had been engaged for a
feasibility study. For Mr. Lalor, the decision to engage the consultants was

significant. A feasibility study isanimportant step towards production, and the
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retention of a consultant shows that work is progressing towardsthat end. The
public record also showed that Seabright engaged in two private placements by
way of offerings dated December 3, 1986 and January 23, 1987. Offering
memoranda of thiskind are not necessarily filed with the OSC and | cannot say
whether they were read by the acquisition team. The December 3, 1986
memorandum characterizes the purpose of underground exploration at Beaver
Dam, “to define the location, extent and quality of the gold mineralization” or
“to test the extent and quality of the ore”.

Information provided early in the 1987 new year leads the reader to have
concerns. On January 23, 1987 Seabright issued a short press release
concerning the latest analysis from MPH and it delivered a lengthy letter to
shareholdersto update them as the company’ sfiscal year drew to an end. Both
documents were seen by the acquisition team, and the press release was public
at the OSC. The press release indicates MPH had calculated reserves at
2,949,412tons(2,675,116tonnes) grading at .27 ounces (9.26 g/t). Thisincludes
1,682,102 tons (1,525,666 tonnes) of proved and probable reserves, up from
610,777 tonnesin April 1986. Thegradeisdown only slightly from April 1986.
The release also announces that two bulk samples have been run through the

Gays River mill, 4,000 tons from Forest Hill and 2,300 from Beaver Dam.
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These do not appear to have been the bulk samples referred to in the August
1986 newsrelease. That rel ease anticipated samples of 4300 tonsfrom each site
and seemsto suggest these would test grade. The pressrelease of January 1987
refers to two bulk samples run for metallurgical purposes, to test the plant and
establish a recovery rate, which was reported at an encouraging 95%. The
release goesonto say “A further bulk test of 4,000 tons from each property will
proceed to confirm drill indicated reserves.” A fair reading of the two press
releases |eads to the conclusion that Seabright had failed to test grades through
bulk samples by year end, aswas planned in August. Theletter to shareholders
of the same date provides greater clarity. Strictly speaking it was not part of the
public record. However, it was public to the extent that it received such wide
publication a copy wasto be found in the First Marathon library. It wasin the
hands of the acquisition team. Regarding the mill, the letter summarized work

done that had made the plant “now fully functional” and the letter went on to

say,

The first two bulk samples for metallurgical testing have now been processed at the
GaysRiver plant; 4,000 tonsfrom Forest Hill and 2,300 tonsfrom Beaver Dam. | am
pleased to report that the recovery from both Beaver Dam and Forest Hill was in
excess of 95%. Thisexcellent recovery answers the question on the make-up of the
ore and gives your company the necessary figures for calculating the revenue on
production. The next two bulk samples from each property of approximately 4,000
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tonswill be taken from areas where the corporation actually intendsto mine and will
be the samples that help confirm the grade of each deposit.

In the part dealing with underground exploration at Beaver Dam, the letter advised:

Cross cuts on the ore zones have been made on two horizon and approximately 2,300
tons of material has been forwarded to the Gays River mill for metallurgical testing.
We have just commenced a very extensive underground drilling program to further
delineate the Beaver Dam ore body and to provide uswith the necessary information
for designing the proper mining method for this ore body.

I n these passages, one sees Seabright’ s present understanding of its property at Beaver
Dam: there is a substantial ore body, according to surface drilling, but it requires
further delineation and the mining method needs to be determined. One sees that a
bulk samplefrom the Beaver Dam property had been processed for ametallurgical test
of the plant, with good results, but the samplewastaken from outside “ areaswherethe
corporation actually intendsto mine” and the results said nothing to * help confirm the
grade’ calculated by MPH. And, one sees that Seabright had yet to process a bulk
sample of the Beaver Dam reserves. Indeed, underground exploration had “just
commenced’. In somerespects Westminer’ s present criticism of the Seabright public
record istoo discrete. The reader, especialy a member of the acquisition team who
studied thewhol e of the public record at once and with sophistication, would read these

statementsin the context of the others. A most striking disclosurein the January 1987
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documents is that the optimism Seabright had expressed in 1986 for bringing amine

Into production had turned out to bewholly justified. In April 1986, Seabright told the

publicit expected underground exploration to be“ completed by December 1986". The

most senior officersand thedirectorscertified that statement, with consequent statutory
ligbility if it was a misrepresentation. In April 1986, Seabright told the public

“production from the property could begin in early 1987", and the officers and

directors assumed liability if thiswas amisrepresentation. In August 1986, when the

underground decline had just begun, Seabright repeated these enthusiastic predictions
in a press release that was filed with the OSC. The end of the year had passed and

Seabright disclosed to the public anditssharehol dersthat underground exploration had

hardly begun and this disclosure contained no suggestion that unforeseen difficulties

delayed the previously announced schedule. The reader knows about the statutory
liability. The reader would have concerns about the quality of management’s
assessments and projections.

[42] Thefeasibility study on Beaver Dam was completed in early February 1987. A
press release of February 16 was filed with the OSC and was sent to other
commissions and to media. The release announced the name of the consulting
engineers, Kilborn Limited. They werewell known and respected. Therelease

indicated that Kilborn had adopted the latest MPH calculation of proven and
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which encompassed MPH reserves of 1,100,000 tons grading .31 ounces
(997,700 t at 10.63 g/t). Kilborn had established a mill recovery rate of 96%,
projected capital expenditures of $6.8 million, and projected operating costs of
$69 aton. Kilborn projected a cash flow of $78.7 million over seven years and
gold production starting at 330 tons ayear and increasing by the fourth year to
775tons. The press release said management expects production from Beaver
Dam to exceed the Kilborn projections because of probable and possible
reserves outside Kilborn’slimit. A second deep hole had been drilled since the
one announced on December 3, 1986. The second holealso intersected ore. For
Mr. Lalor, thisrelease demarked a significant step forward for the Beaver Dam
property. It showed that much work had been done towards developing the
reserveinto amine. Consultants had looked at operating costs, capital costsand
cash flow, with good results. | accept Mr. Lalor’s testimony as an accurate
reflection of the positivefeaturesareader with Mr. Lalor’ ssophistication would
takefromthisrelease. However, | find that such areader would a so have some
concerns. Note the lengthy reference to the deep hole surface drilling and the
absence of any information on underground exploration. That programwasstill

in infancy despite the predictions of April 1986 and August 1986. Also,
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Seabright’ s ability to cost projectsis brought into question again. The cost of
capital expenditures calculated by Kilborn at $6.8 million compares
unfavourably with the April 1986 estimated cost of bringing Beaver Dam into
production if the underground exploration justified production.

Accordingto Mr. Lalor, thelatest annual report of atarget mining company was
the principal document the acquisitionteamwould focusupon early inthe study,
but all other documents tended to mesh into the analysis. The Seabright 1986
Annual Report was distributed in advance of the July 9, 1987 annual meeting
and it was filed with the OSC on June 9, about the same time as operational
staff advised corporate management at Seabright about problems being
experienced underground. Of course, the report had the 1986 year asitsfocus,
but it did provide much comment on activities after Seabright’ syear end, which
was January 31. Thereader cantell that much of the report was actually written
about April 1, 1987. The annual report began with the President’ sreport. Mr.
Coughlan started with the mill, writing of its renovation and the bulk samples
to establish rate of recovery. He said “This excellent recovery answers the
guestion of the make-up of theore...”, which causes one pause because the rate
of recovery isatest or measure of the mill, not the ore. The sentence went on

to say “... and gives your company the necessary figures for calculating the
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reserveon production”, which, accepting theevidence of thedefendant’ sexpert,
John McQuat, on this subject, suggests that grade and daily tonnage had been
fully established. That notion was contradicted by the exploratory nature of the
underground work then ongoing, the subject of the very next sentence in the
annual report: “ The company further plans an additional two bulk samples at
4,000 tones apiece from each of the two [Forest Hill and Beaver Dam]
properties.” So, the reader sees from this and related references in past
documents and in the annual report, that Seabright had sufficient confidencein
the MPH analysis to proceed with the Kilborn study and to make decisions
based upon the cal cul ated revenue from production, but not so much confidence
that it was prepared to attempt production on faith in the results of surface
drilling dlone. And, here is where the President’s report is concerning. The
company had planned bulk testing of about 4,000 tons from each property for
over a year. It had planned to complete that by the end of 1986. The

shareholders were still being told of plans. Thisiswhat the report said:

The company further plans an additional two bulk samples at 4,000 tons apiece from
each of these two properties. The Forest Hill sample is now being processed and,
although not completed at thistime, the resultsto date indicate the grade of ore from
this property to be in excess of 0.40 ounces per ton.
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S0, the reader would take from thisahigh level of confidence that the smaller mine at
Forest Hill was going to produce ore at a grade close to that calculated by MPH.
However, results of a bulk sample from Beaver Dam were not yet in sight. The
president’s report then turned to the subject of underground work at Beaver Dam,
which presumably would yield the 4,000 tons for bulk testing and which was also to
provide extensive drill testing through direct contact with the reserves. Asof April 1,
1987, the underground decline had progressed much since the information provided
to the public in October 1986, December 1986 and January 1987. However, it had a

long way to go. Asto underground drilling, Mr. Coughlan wrote:

We have just commenced a very extensive underground drilling program to further
delineate the Beaver Dam ore body and provide uswith the necessary information for
designing the proper mining method. Assays from this close spaced underground
drilling are confirming the grades indicated by surface drilling and management
anticipates having the necessary information within the next two months to properly
develop this ore body.

Based upon Seabright’ s past performance, the reader might have some doubts about
information being ready within two months, but certainly the reader would expect to
find a release reporting the results of the underground exploration long before
December 1987. In a section dealing with finance, Mr. Coughlan wrote “ Production

will commence at Forest Hill in May of this year followed shortly by Beaver Dam.”
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Again, the reader would be looking for information on Beaver Dam production,
certainly by the fall of 1987. Following the president’s report, the annual report
provided reviewsof the company’ smgjor properties: the GaysRiver mill, Beaver Dam
and Forest Hill. The MPH calculations for Beaver Dam were repeated. The annual
report also contained an extensive commentary on Seabright ExplorationsInc., called
Seabrex. Seabright had acquired the mgjority of another company in September 1986
and had rolled over Seabright’s interests in properties other than Beaver Dam and
Forest Hill. Seabrex traded separately. The most promising of its properties was at
Moose River where probable and possiblereserveswerereported to be 100,396 tonnes
grading 6.9 grams of gold atonne.

[44] Insummary, there are statements in the annual report which, taken discretely,
indicate that Beaver Dam ison the verge of production, but the informed reader
would have seen the slow progress and the cost of the underground exploration
to date. The context is such that, upon reading the 1986 annual report, an
informed reader considering a substantial investment in Seabright would be
looking for the next public document to state the results of the underground
exploration, both to confirm the MPH reserves and to establish mineability.
However, except for a press release concerning Forest Hill dated August 13,

1987, the annual report appears to have been the last public document seen by
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the Westminer North American Acquisition Team before abid to purchase the
Seabright shares was made in December 1987. The questions obviously raised
by the annual report went unanswered: Where aretheresultsof the underground
exploration and, specificaly, the 4,000 ton bulk sample from Beaver Dam?
And, has production commenced as expected?

The questions about Beaver Dam become even more acute when one reads an
offering memorandum dated November 18, 1987,whichwasfiled withtheNova
Scotia Securities Commission in early December and with the OSC in mid-
December but which, through inadvertence, wasnot delivered to the acquisition
team or their advisersuntil early 1988. Thisinvolved anissue of flow-through
sharesto raise $2 million for underground exploration at Beaver Dam. It made
public some engineering and geological reports. The memorandum contained
the samewarning asin the April 1986 prospectus. “Hazards such as unusual or
unexpected formations or other geological conditionsareinvolved in exploring
for or developing mineral deposits.” It is obvious from the offering
memorandum that Seabright had run into difficulties with the underground
exploration program a Beaver Dam. The November 1987 offering
memorandum reported $6,598,000 spent on surface exploration at Beaver Dam,

and $7,803,000 spent on the underground exploration. Although Seabright had
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spent much more than the April 1986 prospectus projected for exploration at
Beaver Dam and although it was seeking to raiseanother $2 million for that very
purpose, it had no resultsto report. Rather, Seabright had been engaged in “an
in-depth detailed study of the geology of thedeposit”. Thestudy issaid to have
been successful to the extent that “it has become possibleto predict thelocation
of specific gold-bearing veins.” Obviously, it had not been possible to predict
thelocation of specific gold-bearing veinsonthebasisof the surfaceexploration
and the MPH calculations. The memorandum said this new geological
information was now being used to guide the underground exploration.
Obviously, the surface exploration and the MPH cal cul ations had not provided
useful guidesfor underground exploration. Inadditiontolearning of difficulties
finding veins, the reader learns that there was something wrong with the

sampling methods Seabright had been using:

The Corporation commissioned astudy on underground sampling procedures by J.E.
Tilsley and Associates (“Tilsley”) of Toronto, Ontario. In its report dated August,
1987, Tilsley recommended changesin the sampling procedures currently being used
by the Corporation. Specifically, because of the coarse nature of the gold, Tilsley
recommended that approximately 30 kilograms of broken quartz ore be selected from
each blasted round and sent for assay. This procedure has been adopted by the
Corporation and preliminary results from this new technigue have provided a more
accurate representation of grade.
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Nearly one year after the underground exploration at Beaver Dam was supposed to
have been complete, the corporation is referring to “preliminary results’” following
upon anew sampling technique and anew understanding of the geology. The offering
memorandum al soindicatesthat Seabright wasconsidering anentirely different mining
method, bulk mining, in addition to narrow vein mining, which had been the only
method assumed by Kilborn in its feasibility study. An open pit operation was in
progressto aid*“indetermining thefeasibility of underground bulk mining”. Thestatus

of the Beaver Dam exploration is summarized as follows:

The Corporation intends to pursue underground exploration in the directions
described above. The mgority of the efforts will be directed towards a combined
evaluation of the extent of specific mineralized veins and the possibility of bulk
mining in selected areas containing mineralized veins.

TheNovember 1987 offering memorandum waseventually seen by Westminer. It was
provided by Seabright’s solicitors after the take-over bid but before closing. | will
discuss later the optimistic projections formulated by Mr. Lalor’'steam. Mr. Lalor
says that the offering memorandum did not alter his perception of the Seabright
reserves. Heemphasized that the offering memorandum referred to the Kilbornreport,
and stated that Kilborn had concluded that mineable reserves within the studied block

were one million tonnes at a grade of 10.6 grams of gold per tonne. Mr. Lalor's
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reliance onthisplacesresponsibility for adecisionto spend nearly $100 million dollars
upon the accuracy of the MPH calculations, which were the basis for Kilborn's
assessment of grades and tonnage. Mr. Lalor also said that the suggestion of bulk
mining would not disturb him. He already knew from private sources that Seabright
was considering this method. Bulk mining involves more material and thus lower
grade, but the extraction costsaremuch lower than narrow veinmining. Mr. Lalor said
that itisusual to consider bulk mining or bulk mining in combinationwith narrow vein
mining in thefeasibility stage. | accept what Mr. Lalor said in that regard. However,
his comments ignore a broader issue this news would raise in the minds of experts
studying the record for Westminer. Asl said, the Kilborn feasibility study demarked
asignificant step forward for Beaver Dam in the assessment of the acquisition team.
Aswill be seen, it led theteam to reclassify Beaver Dam although the team never read
the document. TheKilborn study was based on narrow vein mining, not bulk mining.
The news of bulk mining tendsto show that the Beaver Dam underground exploration
was moving away from the very feasibility study upon which the exploration was
premised. | have difficulty crediting Mr. Lalor’s assertion that the November 1986
offering memorandum woul d not have altered his perception of the Seabright reserves.
Beaver Dam was then in the feasibility stage, between surface exploration and

development. One purpose of underground exploration at the feasibility stage is to
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confirm the reserves established during surface exploration. | do not see how Mr.
Lalor’s confidence in his team’s optimistic projections for profits from Beaver Dam
could remain unaffected when the underground exploration extended far beyond that
originally planned in both time and in effort as represented by expense. Those facts
had been patent on the publicrecord. Concernswouldincreasewhenthepublicrecord
showed that the corporation had had to revisit the geology of thereserve“indepth” and
to look for ore according to new information not considered when the reserves were
established. The concernswould increase when onelearnsthat, after such along time
and additional expense, the company needs more money to pursue underground
exploration that had yielded nothing but preliminary results. And, the concernswould
also increase when one saw that the corporation was experimenting with a mining
method different than the method assumed in the feasibility study underlying the
underground exploration. All of thiswas public.

[46] Itisnot my present purposeto determinewhether the public record on Seabright
met the standard of full, plain and true disclosure. For now, the subject iswhat
Westminer took from that record, a subject which goes to the risk Westminer
knowingly took, which, in turn, goes to the motives of Westminer and its
subsidiaries when they made allegations after the risk failed. Westminer was

entitled to read the public record in light of the standard, but it aso had to
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consider source, quality of underlying information and implicit warnings if it
was making any assessment of risk. | find that, even if the reader ignored the
November 1987 offering memorandum, the public record did not describe the
kind of operation Westminer now says it took Seabright to be. The record
describes a company with significant proven and probabl e reserves established
during surface exploration. But, it also describes a company that was having
difficulty confirming the reservesthrough underground exploration. | find that,
even ignoring the November 1987 offering memorandum, areader of the public
record with the sophistication of those who were serving Westminer would
understand Seabright to be a highly speculative investment, and would have
concernsboth asto thetechnical strength of the company and thelikelihood that
the proven and probabl e reserves would be confirmed underground. | find that
these concerns would sharpen upon reading the November 1987 offering

memorandum.

Westminer’s Investigation of Seabright: Beyond the Public Record.

[47] Asl haveareadyindicated, Westminer’ sinitial investigation of North American
gold companieswas based on materialsinitsown library. To some extent these

would have been secondary sources of the official public record, to some extent
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they wouldinvolveinformation from other sources. OnceinNorth America, the
Westminer acquisition team acquired information besi des amassing most of the
official public record. A briefing book was finalized on October 30, 1987 for
ameeting thefollowingday. Mr. Morley, the Executive Director of Financeand
Administration, and Mr. Morgan, the Managing Director, flew over from
Australiato formulate the final recommendations, which were to be presented
to the board of directors of Westminer in late November. Mr. Morley and Mr.
Morgan met in Toronto with some members of the acquisition team, which had
now grown to twenty or thirty people including representatives from outside
advisers, Stikeman, Elliott, Coopers & Lybrand, and First Marathon. Mr.
Morley’ s copy of the briefing book was the one produced in the Seabright case,
so it became known as “Morley’s book”, although it was given to him, not
written or compiled by him. The book is 130 pageslong. Itsmain sectionsare
the team’ s general report and recommendations (p.15), First Marathon’ s report
and recommendations (p.20), thelatest version of theteam’ ssummary of eleven
companies(p.51), ananalysisof thelatest financial statementsof fivecompanies
(p.87), reportson twenty-three companies prepared by M etalsEconomics Group

(p.101) and a memorandum prepared by Stikeman, Elliott on laws governing
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take-over bids(p.121). Thebook containsthe most immediateinformationupon
which Westminer made its decisions.

The section provided by Metal Economics Group resulted from Mr. Lalor
retaining its principal, Mr. Michael Chender, in September 1987 to make
inquiries and report upon management of some thirty gold companies. On
October 23, 1987 Chender telephoned Lalor. We have Mr. Lalor’ s notes of the
conversation. Twenty-five companies were referred to, in aphabetical order.
Of Seabright, Mr. Chender reported that Terry Coughlan “is a promoter”, and
the company has been a “bit too promotional with reserves’. The head of
exploration is a‘“good guy” but they “don’t really have the expertise to know
what to do”, and the company has had “ some troubl e with stopping and starting
on projects’. Not an encouraging report onitsown, the context of theentire call
even more clearly gives one the message that close scrutiny wasin order before
deciding to buy the company. Mr. Chender was attuned to the promotional or
conservative stance of each company. | refer to an article by M. Norman
Anderson and Harleigh V.S. Tingley, “Due Diligence in Mining Investments”,
Mining Magazine April 1988, p.291, introduced through one of the defendant’s
experts, to explain why Mr. Chender would be careful to note the promotional

stance of many of the companies he looked into. Mr. Chender characterized
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promotional” and he characterized others as “very promotional”, “over
promotional”, simply “promotional” and one “lot of promoters’. Asfar asthe
record shows, Seabright was the only one thought to be too promotional “with
reserves’. Asfor management, Mr. Chender’ s comments respecting Seabright
also sounded an alarm, especidly in light of the whole of his oral report. The
comment that operational staff lack the expertise to know what to do isthe most
negative assessment of technical management in any of the companies Mr.
Chender reported upon. Some were positively reviewed, “good
business/technical”, “ good mark for management”, “well managed - very solid”,
“good finance and knowsremotelocation development”. Asidefrom Seabright,
the negative comments on management of other companies are few and mild,
“not agreat deal of experience”, “mainly finance company”. Understandably,
Chender’ s written reports were more subdued than the oral reports. Still, they
alarm one about Seabright. Asto technical management, he did not write what
he said, that they did not know what they were doing, but he did observethat the
head of operations, David Armstrong, isyoung and relatively inexperienced, and

he repeated the positive word on the head of explorations, Don Pollock. Asfor

corporate management, Mr. Coughlan’s limited mining experience was noted,
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as was his competence in administration and finance. Then this, “Coughlan
suffers from being a promoter, eager to move on to bigger and better things
before he sees his current situation stabilize.” This criticism was balanced
against three positive comments. Firstly, “he is regarded as honest”. He is
honest. Also, “his properties are legitimate’. As will be seen, | find his
understanding of his properties was legitimate. When he testified, Mr. Lalor
seized upon this comment about the legitimacy of the Seabright properties to
justify his position that the Chender advice had no affect on Westminer’s
assessment of thereserves. Of course, Chender was not retained to investigate
theaccuracy of stated reserves. 1n connection with another target company, Mr.
Chender wrotethisof MPH: “MPH isconsidered a solid company, particularly
in the area of geophysical and mapping work”. What if MPH had made a
mistake with Seabright? What if these “solid” consulting engineers had made
amistake of akind made by askilled U.S. exploration and mining company, as
reported in the articleto which | just referred: “ Grade recoveriesin the deposit
were less than had been expected ... because several high grade interceptswere
given too much influence in the reserve calculation.” Would one expect an
honest, inexperienced and optimistic promoter to pick up quickly on the error?

Would one expect inexperienced technical staff to easily challengethe experts?
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The third of Mr. Chender’s positive criticisms reads, “... to his credit, he has
recently brought in David Robertson and Associates to help the company
formulateastrategic mining and development plan.” Robertson and Associates,
highly respected mining consultants, were asubsidiary of Coopers & Lybrand,
who had recently joined the Westminer acquisitionteam. | supposethe Coopers
advisers of Westminer could not get information from the Coopers advisers of
Seabright, but, as we shall see, Robertson was beginning to alert Seabright to
problems. So, those are Mr. Chender’s written comments on operational
management and corporate management in Seabright, comments which tell the
reader to approach stated opinions of the company with caution, not because of
dishonesty, but because of optimism, inexperience and a promotional stance.

Mr. Chender’ s general comments on Seabright read:

Seabright is young and has been somewhat overly promotional, but also holds a
number of legitimate projects whose potential isafunction of the view one takes on
thedifficult Nova Scotiageology. The company’ scredibility inthe marketplacewas
slightly damaged earlier thisyear when it pulled back after earlier announcements of
imminent production at one of its properties (Seabright was forced to realize not
enough underground work has been done[)]. The two major problems both the
company and the marketplace see as facing it, are questions about Nova Scotia
geology, and a management too thin to deliver on the development and exploration
properties on their portfolio. Itisthe maor player in the Nova Scotiagoldfields and
is making a serious attempt to develop its holdings responsibly.
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| have already discussed the significance of “overly promotional” and “ management
too thin”. Comments like these suggest cautious analysis of the inexperienced
company’ s stated understanding of itsown reserves. That caution isheightened by the
subjects touched upon by the references to “the difficult Nova Scotia geology” and
“toothintodeliver onthedevel opment and exploration properties’. Taken completely
out of context, as Mr. Morgan seemed to do when he testified, these comments could
encourage purchase. Westminer certainly had the expertise to understand a difficult
geology, and it had exploited gold minesin placesgeologically similar to Nova Scotia.
Westminer certainly was not thin. It could deliver on properties where weak
companiescould not. A passageinabroker’ sreport helpsto makethe point that needs
to be seen. The report concerned Seabright and it was available before the take-over
bid. It was not read by Mr. Lalor at that time. Perhaps others on his team saw it.
Perhaps not. For the most part it is very positive about Seabright. The part that now

concerns us reads as follows,

The Meguma, the dominant geologic domain for gold in Nova Scotia, hosts gold
whichisgenerally coarse grained and as such it is difficult to evaluate these deposits
by diamond drilling alone. Itisimperativethat significant drilling resultsbefollowed
by a comprehensive underground exploration programme.
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Particularly with a Nova Scotia gold mine, one important purpose of underground

exploration is to confirm reserves established only by surface drilling.

[49]

[50]

The Westminer acquisition team classified the various mines of the several
companiesinwhichit became most interested: EXPL for exploration, FEASfor
feasibility, DEV for development, and PROD for production. The team
classified Beaver Dam as being in feasibility, not development. The terse
summary on Beaver Dam in Morley’'s Book cautioned “sampling not
completed”. The publicrecord showed that Seabright wastaking far longer than
expected and was spending far more than expected without having neared the
development stage. Further, Westminer had been warned that the exercise had
faltered at least once, that there were geological difficulties and that Seabright
management were too thin for both “ development and exploration” properties.
Thesectionin Morley’ sbook prepared by First Marathon extendsfor thirty-one
pages. First Marathon studied nine companies and two separately traded
subsidiaries. It made three alternative recommendations. a package of
companies costing in the half billion range that Westminer was prepared to
spend, a package costing close to a billion dollars, and an economical package

which might have been a cautious first step towards further acquisitions.
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Seabright was not in any of these packages. It and two other companies were
classified by First Marathon as “ Alternatives’.

The Westminer staff on the acquisition team studied eleven companies. Staff
recommended two alternative packages. Seabright was in both of them. The
team wrotethat it had assessed operating and management personnel in each of
the companiesasto their ability “to continue and expand the operations and start
up new operations’. Itsconclusion on Seabright was* Management isregarded
as strong financially but weak operationally.” The report on Seabright in
Morley’ sbook statesthe opinionsthat underground advanceswere* confirming
drill indicated reserves’ at Beaver Dam or Forest Hill, and that some sections
had a dightly lower grade but the results were “al right” on average. With
reference to Beaver Dam, Westminer staff made these remarks*® Currently bulk
mining two veins plus mineralized rock between Look O.K. but sampling not
completed.” Thisishardly consistent with\Westminer’ spresent characterization
of the public record or its persistent assertion that it relied exclusively on that
record. No justification appearsfor “Look O.K.” and no caution appears from
the crucia observation “sampling not completed.” Notwithstanding their
recognition that sampling was incomplete, Westminer staff recorded this

prediction “Beaver Dam at 5-600 t/d by May 1987.”, although they also noted
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“Recessundercapitalized and tonnagelimited. Needscapital injection.” Despite
the recognition that sampling had not been completed, the exploration was
undercapitalized and the tonnage was limited, Westminer staff provided very
aggressive projections for production from Beaver Dam. The information on
Seabright in Morley’s book shows that the acquisition team took Seabright to
hold 3,649,000 tons of reserves, counting every possible ton established by
surface drilling for Beaver Dam, Forest Hill and the Seabrex properties of
Caribou and Moose River. The team projected “base production” from Beaver
Dam of 50,000 ounces of gold a year, and “likely production” of 100,000
ounces. Comparethiswith ratesof production stated by Kilborn based uponthe
geological reservescal culated by MPH Consulting Limited and mining reserves
calculated by J.S. Redpath Mining Consultants Limited. There, the possible
reserves are taken to possibly increase mine life, and projected production is
roughly equivalent to Westminer’'s “base production”, that is, roughly half
Westminer’s “likely production”. The works of Kilborn, Redpath and MPH
were referred to directly or indirectly in numerous public documents of
Seabright, and the Kilborn study, which included the reports of Redpath and
MPH, was expressly offered to the public by the November 1988 offering

memorandum. | find these studieswere available to the Westminer acquisition
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team. Westminer did not look at them. The aggressive stance of the Westminer
acquisition team on likely production from target companiesisexpressed in the
team’s Summary and Recommendations: “ The above packages represent the
maximum production from companiescurrently recommended.” and“Variations
on the amount of investment compared to ounces of production, reserves and
ease of acquisition will be discussed during the review.” Whatever discussion
there was about reserves when the acquisition team met with Mr. Morgan and
Mr. Morley on Halloween 1987, the discussions did not lead to any variations
in the amounts of investment. Evidently, all were satisfied to make decisions
based upon maximum possible production.

At least one other source of information became available to Westminer before
thetake-over bid. Through First Marathon, Westminer retained another mining
consultant, Lawrence Stevenson, to surreptitiously visit offices and mines of
sometarget companies. Hewasto pretend to bewriting reportson afew mining
companies for general publication. Hisinstruction from Mr. Lalor, however,
was to carry out an analyst’s review and report to Lalor on whether the public
record was satisfactory. Memorieshavefaded. Exactly when Stevenson started
work isnot knownto me. We know he met with Hallisey, Laydall and Lalor on

October 21, 1987. We know hewas on sitein Nova Scotiafor two daysin late



[53]

Page: 85

November, 1988. We know that Seabright received visitorsregularly, and that
staff was unrestricted in what they might say and that the reports of Kilborn,
Redpath and MPH were then publicly available and the retention of Robertson
was public knowledge. We know that Mr. Stevenson spoke to Mr. Lalor on
November 24, 1987 and Mr. Lalor’ snotesrefer to the mill, Forest Hill, Beaver
Dam and Caribou. The notes respecting Beaver Dam make it clear that bulk
mining was the method then under consideration, the notes refer to a grade of
atenth of agram atonnein thewall rock, and include an unattributed grade of
3.4 grams. This conversation occurred before the take-over bid but after the
acquisition team, Mr. Morley, Mr. Morgan and the Westminer Board had made
the decision to make the bid. It is unclear whether Mr. Stevenson made any
reports before the decision was made. The least thistells usis that Westminer
did not fully trust the public record and it certainly did not rely entirely on that
record. The Stevenson episode also confirms some facts already evident:
Westminer was made awarethat Seabright had departed fromitsoriginal mining
method, and much information was easily available to Westminer but was
ignored by it.

| find that Westminer relied on the MPH calculated reserves as stated in the

public record for Forest Hill and Beaver Dam and for Seabrex’s interest in
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Caribou and Moose River. | find that Westminer received information from
beyond the public record asregardsthose subjectsreferred toin Morley’ sbook:
the promotional stance of corporate management, the weakness of operational
management, the use of bulk mining at Beaver Dam, the possible grade from
bulk mining, the undercapitalization of Beaver Dam exploration, sampling still
being incomplete, the limited tonnage, Robertson and Associates having been
called in to assist, the failure of Seabright to meet projected production dates,
and Seabright’ s difficulties understanding the geology of Beaver Dam. | find
that there was much information available to the acquisition team which it did

not bother to acquire, including the reports of MPH, Redpath and Kilborn.

The Decision to Purchase Seabright.

[54]

Five companies were selected for take-over as a result of the discussions on
October 31, 1987. They were AtlantaGold Corporation, Northgate Exploration
Limited, Grandview ResourcesInc., Western GoldfieldsInc. and Seabright. In
effect, Mr. Morgan and Mr. Morley accepted the first package of companies
recommended by the acquisition team except for one company, Pegasus Gold
Inc., an established gold producer with, by far, the greatest value of any of the

companiesin the package. Further, they accepted to pay the full amount of the
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investment reflected in the acquisition team’s work: current share prices plus
40%. Such was the recommendation made by Mr. Morgan to the Westminer
board on November 18, 1988. At that time, Westminer staff updated ratios and
projections from those in Morley’s book. Share prices had changed, as had
some ratios, but | take it these changes were not significant to the decision.
Beaver Dam and Forest Hill remained in the feasibility classification. Thefull
tonnage and gradesfor Beaver Dam, Forest Hill, Caribou and Moose River were
repeated, but “likely” annual production had been reduced slightly to 200,000
ounces of gold ayear. A summary was prepared of projections for the five
recommended compani es, which showed Seabright producing 36,600 ouncesin
1988, rising to 160,400 by 1991. This does not reconcile with the report on
Seabright, which has Beaver Dam producing 20,900 ouncesin 1988 and Forest
Hill, 20,600. Mr. Morgan, Mr. Lalor and two others made presentations to the
Westminer board, with Mr. Lalor doing the bulk of thework. Notestaken down
during the meeting show that Mr. Lalor covered the history of histeam’ swork,
reviewed the projections and other financial information, and provided some
thoughtsconcerning risk. Thenotesinclude* mention” of problemswith buying

smaller companiesincluding “ cautionin assessing orereserves’. Whatever was
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actually said about this, no caution isevident. The board approved the package
and the price, and gave Mr. Morgan authority to make the final decisions.

| find that Westminer's decision to purchase Seabright stock at 40% above
trading prices was a deliberate choice to take avery high risk. Thisfinding is
based upon the risky strategies Westminer adopted for the North American
acquisitions. Even asthe strategy excluded opportunities for due diligence, it
embraced smaller, unestablished and therefore riskier mining ventures. This
finding is also based upon the information shown to Westminer by the public
record and the information acquired by Westminer through private, sometimes
clandestine, inquiries. To Westminer's knowledge, Seabright lacked
sophistication in operational management while corporate management had an
optimistic or promotional stance. The CEO was honest, but the quality of the
company’s technical judgments had to have been in question. Accordingly,
company statements about those judgments needed to be treated with caution.
The company was having difficulty confirming reserves and confirmation
through underground exploration wasimperative. To Westminer’ sknowledge,
the company thought it was having difficulty understanding the geology of its
own reserves. The possibility presented itself that errors of judgment had been

madeinthereservecal culations, and the company wasdeferring tothose outside
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experts who had made the calculations. This finding of a deliberate choice to
take high risk combines with a second finding. Westminer chose not to look
carefully at the degree of risk it was taking. Vauable information that was
easly available went ignored. Lines of inquiry suggested by the public record
itself were left unexplored. The decisionsrespecting each of the take-over bids
was premised on very optimistic projections. And, aswill be seen, when further
opportunities presented themselves for Westminer to acquaint itself with the
facts, Westminer spurned the opportunities. It was said before by Justice Nunn
and now it hasto be said again. Westminer was reckless.

Why such a gamble by a sophisticated commercial organization served by
people of obvious competence? The answer does not matter much for what |
haveto decide. Thefact of the gamble and thefact of Westminer’ s utter failure
to own up to the gamble when the gamble did not pay are what mattered for the
conclusion Justice Nunn reached and they matter for the conclusion | am
reaching. If | had to decide upon what accounted for apparent incompetencein
people of apparent competence, | would look to the event of October 19, 1987,
after Westminer’s North American Acquisition Team set up shop in Toronto.
That wasthe day of the worst stock market crash in the later twentieth century.

Shares in resource companies dropped to distress prices. This led First
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Marathon to commend Westminer: “WMC’ sdecisionto acquireabasein North
American gold ... could not have been more appropriately timed.” First
Marathon recommend that Westminer “take immediate advantage of these
distresssales’. Perhaps\Westminer, with itsenormous purchasing power andits
great technical strength, believed it could not lose on several purchases at

distressprices. Itlost. Not just Seabright. All of them.

The Take-over Bid.

[57] Speed and surprise were intended. Mr. Hallisey of First Marathon called Mr.
Coughlan and falsely told him First Marathon was representing some European
investors who might be interested in acquiring a large amount of Seabright
stock. Mr. Hallisey and an unnamed investor would like to meet with Mr.
Coughlan, tour the mill and sites, and speak with the senior operations people.
Hallisey made an appointment to meet Coughlan on the afternoon of Tuesday,
December 15, 1987, and heleft it to Coughlan to set up the tours and interviews
for the next day. On the 15", Hallisey and Morgan flew to Halifax. Morgan
was introduced to Coughlan and his Vice-President, Dr. Jack Garnett. Morgan
began by describing Westminer, then turned to the subject at hand. Sensing a

dramatic event that a president should hear first, Mr. Coughlan asked Dr.
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Garnett toleave. Then, Morgan announced Westminer would make atake-over
bid the very next day. He presented lock-up agreements drafted by Stikeman,
Elliott for signature by the three largest shareholders, Mr. Coughlan, Mr.
William S. McCartney and Mr. Frederick Hansen, who were also directors.
These provided for Westminer to bid $8.40 a share, the current price plus 40%,
and for the three shareholders to bind themselves to sell at that price. Morgan
said that if the three shareholders did not sign the agreements, the take-over bid
would be made at a lower price and the rest of the shareholders would be told
they were getting less money because three directors refused a higher price.
Morgan and Hallisey told Coughlan that the tours and the meeting with
operational management were not required. They left Halifax. The Seabright
board was called together the next day, and intensive negotiations were
conducted. Seabright offered to sell its assetsto Westminer, which would have
provided an opportunity for duediligence. Westminer was not interested. The
negotiationsledtoadight increasein priceto $8.50. Lock-up agreementswere
signed and no one with Westminer spoke again with Mr. Coughlan or other
Seabright employees until after closing on January 27, 1988.

Oneof thelarger shareholderswasWestminer itself. 1t had begun accumulating

Seabright shares shortly after the Halloween meeting. It aready had a6.2% toe
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hold. Once Westminer acquired the whole, the plan was to merge Seabright
with Westminer Canada, a private corporation. This plan brought s.163(2) of
the regulations under the Ontario Securities Act into play. Subsection 97(1) of
the Securities Act required offerors to provide an information circular with the
take-over bid when the bid was to be delivered to snareholders. Subsection
163(2) of the regulations required that the circular include information from a
formal valuation if the offeror planned to take the company private after take-
over. One might think Westminer would have welcomed this requirement in
light of the concerns apparent from theinformation it had received and in light
of the recognized prudence of due diligence independent of the public record.
| supposetherisk would bethat aformal valuation might indicate that the shares
were worth more than what was being offered. In any event, Westminer
convinced the Director of the OSC to apply an exception, and Westminer did so
on a representation that did not have a very strong evidentiary basis. The
exception provided ins.163(2) read, “ except wherethe offeror establishesto the
Director’ s satisfaction that the offeror lacks access to information enabling the
offeror to comply with this subsection.” Note that it was not enough that
Westminer did not have in its possession sufficient information from which a

formal valuation could be made. It had to be that Westminer lacked access to
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the information. Westminer made an application to the Director the day after
Hallisey and Morgan met with Coughlan, the very day they were to be given
access to the mill, the sites and operational management. Westminer
represented to the Director “The offeror and its affiliates lack access to
information necessary to comply with thissection ....” Itisremarkablethat the
ex parte, indeed confidential, application neglected to point out that the only
reason the offeror lacked accessto information wasthat the offeror had avoided
it. | accept Braithwaite's testimony to the effect that exemptions of this kind
were routine, and the regulations were later changed so the mere fact that the
offeror had not acquired access to information needed for a valuation became
sufficient to exempt the offeror from performing a valuation where it intended
to take the target corporation private. Whether or not Westminer ought to have
made more information available to the OSC in the application for an
exemption, thisis another example in one of the categories of fact underlying
my finding of recklessness, the avoidance of opportunities for due diligence.

The offer and theinformation circular went out to all Seabright shareholderson

December 23, 1987. The circular included:
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The Offeror isnot aware of any information which indicatesthat any material change
has occurred in the affairs of the Company since the date of the last published
financia statements of the Company for the six month period ended July 31, 1987.

The offer was for $8.50 a share. It was good until midnight, January 27, 1988. It
provided that Westminer had the right to withdraw in some circumstances including
if lessthan 67% of the shareswere tendered or “if any undisclosed action or omission
prior to the date of the offer ... results in a material change in the affairs of the
Company ....” According to an opinion delivered by Stikeman, Elliott to Westminer,
the Ontario legidation permitted any kind of condition to be attached to the take-over
bid. The Westminer offer did not provide any mechanism by which Westminer might
acquire information necessary to access the accuracy of the public record or do due
diligence of any kind. Subsection 98(1) of the Ontario Securities Act required the
Seabright board to also issue an information circular. By subsection 98(2) of the Act,
the circular was to contain a recommendation or a statement that the directors were
unable to make any recommendation. By section 172 of the regulations, the circular
had to include a statement concerning material changes and a certificate signed by
officers and directors in that regard. The Seabright directors issued a circular on
December 29, 1987 recommending acceptance and referring only to trading
transactions in the section on material changes. Mr. Coughlan, Mr. Hansen and, on

behalf of the board, Mr. Hemming and Dr. Garnett signed the statutory certificate
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certifying that the circular “contains no statement of amaterial fact and does not omit

to stateamaterial fact that isrequired to be stated”. Most shareswere tendered by the

closing date, January 27, 1988. Westminer paid for them on February 2 and, after

exercising the compulsory acquisition provisions under the Canada Business

Corporations Act, the cost to Westminer was about $93 million.

The Truth about Beaver Dam.

[60]

Beaver Dam contains little gold. No one suggests there was anything wrong
with the drilling that underlaid the MPH calculations. No one suggests there
was anything wrong with the sampling and assays from the drilling. No one
suggests there was anything wrong with the raw data given to MPH. No one
suggeststherewasanything wrong with the Redpath reserve cal cul ations, which
depended on MPH. And, no one suggests there was anything wrong with the
Kilborn feasibility study, which depended on Redpath. Although Dr. Pearson
has some reservations about MPH now, no one suggests there was anything
wrong with Seabright’ s selection of MPH, “asolid company, particularly inthe
area of geophysical and mapping work” according to the report Westminer
received from Metal Economicsat thetime. Dr. William N. Pearsonisalearned

and experienced geologist and an impressive witness in matters of science. He
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testified as one of the defendant’ s experts subject to my exclusion of hisgeneral
opinion comparing his reading of the public record with his assessment of
results of underground exploration, where | followed Justice Nunn’sruling on
the same matter. | do not accept Dr. Pearson’s opinions that mix geology with
psychology or with his assessment of what others understood. However, | do

accept his scientific opinion which he summarizes as follows:

Theunderground sampling, whichwasvery extensiveand thoroughly done, indicated
that the assumptions upon which the original reserves were based were not correct.
Thissampling indicated that the high grade values upon which the potential viability
of the project depended, were erratically distributed throughout the quartz veined
zones in essentially a random pattern.  No one quartz vein was found to be
preferentially mineralized for more than afew metres along strike. The assumption
of continuity of mineralization between drill holeswasnot confirmed hencetherange
of influence of 25 metresfor “proven” and 50 metresfor “probable” usedinthe MPH
geological reserve estimation was invalid. The few high grade values intersected in
surface diamond drill holes received a disproportionate range of influence in the
reserve as compared to the actual very restricted distribution indicated by
underground sampling.

So, | find that the MPH calculations based on surface drilling were shown to be
entirely wrong through underground exploration. Despite warning signs, Westminer
had counted every ounce of gold calculated by MPH, whether as proven, probable or
possible, when Westminer decided to purchase Seabright. After spending $93 million,

Westminer was about to discover Beaver Dam was nearly valueless.
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As discussed before, Seabright, to the knowledge of Westminer, called in the
highly respected mining consultants, Robertson & Associates, during thefall of
1987 before the December take-over bid. Robertson delivered a report to
Seabright on November 16, 1988, which was generally positive. Seabright
canceled Robertson’'s retention when the lock-up agreements were signed
because Westminer would have its own expertise. Although Robertson had
been discharged, had billed for outstanding fees and had been paid, adraft of a
second report arrived at the Seabright officesthevery next day after thedeadline
for tendering shares to Westminer. The draft report does not appear to be
particularly responsive to the latest retention, which was made on December 1,
1987. Further, the report indicatesit is to be finalized in February 1988, it is
based on information acquired in early December, it isvery extensive and, yet,
the main issue addressed by the report hinges upon “the final mill results and
check assays’ which were expected to be in hand very soon. Why write a
tentative report when the essential information would soon be available? The
draft report isnot nearly asencouraging asthe signed report of November 1987.
One could conclude that Robertson had concerning information from its last
visit of December 7to 11, 1987 and felt that it should put the information on

record tentatively by way of adraft report. The sharesweretendered on January
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27, beforethedraft report wasreceived. Theshareswerepaidfor by Westminer
on February 2, after the draft report. The next day, Mr. Lalor received a call
from Coopers & Lybrand. They werethe auditors of Westminer and they were
represented on the acquisition team. Robertson & Associates was a part of
Coopers. Coopers advised Lalor that there may be problems with the reserves
at Seabright. Two days later, Mr. Lalor went to Halifax to meet with Mr.
Coughlan and the senior people at Seabright. He heard aseries of presentations
fromvariousindividualsand hesaysit very quickly became apparent to him that
there was no ore at Beaver Dam. He says he was shocked, but it was difficult
to come to grips with the problem in the onslaught of numerous presentations.
From Mr. Lalor’s notes of a meeting with operational management, it appears
that Mr. Keohane, who was in charge of the Beaver Dam project, and Mr.
Campbell, the head geologist there, had concluded that the MPH calculations
werewrong. Mr. Lalor saysand, on review of hisnotes, | agree, that the upshot
was that the MPH data needed to be reassessed. For Mr. Lalor, it was fairly
obvious that the people on site had concluded Beaver Dam was hopeless. | do
not get that from hisnotes, and it appears inconsi stent with a subsequent report.
However, itisclear that, because of the presentations and the information from

Coopers, Mr. Lalor became extremely alarmed. At about thistime, Mr. Lalor
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also saw the draft Robertson report. From this, he took it that the 3 million
tonnesinreserves Westminer had counted on “werenot there” and he concluded
“the jury was still out alittle bit on whether there might be some bulk mining
reserves’. Again, | do not get such anegativeimpression from the draft report.
The report is extensive and | cannot read it with Mr. Lalor’ strained eye. Still,
it speaks prospectively of the final mill results which were not to be available
until Marchor April 1988, it speaksof the apparently equal possibilitiesthat test
results will “continue to be discouraging” or will become “more encouraging”,
and it speaks of the future of Beaver Dam as “uncertain” pending the
“forthcoming mill results and evaluations thereof”. The information produced
to Mr. Lalor between February 3 and February 5 caused him to call the General
Counsel of Westminer on Sunday, February 7, 1988. Laor asked if the sale
could be stopped. Mr. Colin Wisereplied negatively. Mr. Lalor then calledin
technicians from Westminer to do a full study of Beaver Dam. And, Mr.
Morgan was advised of the situation.

Mr. Lalor’salarm and his conclusion that Beaver Dam had no ore contrast with
the Seabright month end report for February 1988, the first month of
Westminer’'s ownership. The report indicates exploration continuing at full

forceonsix different levelsof Beaver Dam. The geological report submitted by
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Mr. Campbell does not say Beaver Dam is hopeless. The detailed reports on
each of the levels speaks of confirmation of a plunge direction for one shoot
related to high grade ore in level 1100, a high grade zone in which
“unprecedented amounts and sizes of gold nuggets have been encountered” at
level 1080, “many sightsof visible gold have been encountered” and “good vein
structure remains on both drives’ at level 1065, “a few sights of visible gold
have been noted but several rounds are required before we intersect the high
grade core” for level 1050, and “the 6b zone is being prepared for rising ...
through the high grade core” respecting level 1040. The only assessment that
isobviously negative concernslevel 1025 whereresultsareindicating grades of
twotothreeg/t. Thereport makesit clear that staff await compl etion of the bulk

sample, including clean-up and reconciliation. And the report concludes:

With more emphasis being placed on attempting to get some ouncesto surfaceviaore
drives, raises and turn down back stopes, a good picture of “shoot” continuity and
grade will appear. Although | personally have reservations about the success of this
project, the upbeat results in February indicate work is still warranted.

Thisisfar from the utterly negative assessment Mr. Lalor made of the information he

considered in February 1988.
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Whether or not the public record on Seabright adequately reflected reliable
information on Beaver Dam in Seabright’s hands, | am satisfied that staff’s
assessment as of February 1988 was far more positive than Mr. Lalor took it to
be. Thisisnot surprising. | attribute much of Mr. Lalor’ salarmto thefactsthat
the North American acquisition team deliberately took enormousrisksand, with
Seabright, it rapidly became apparent to Westminer that Westminer would lose
that gamble.

To thisday, Mr. Coughlan believesthere is much value in Beaver Dam, Forest
Hill and the Seabrex properties. He believesthat Westminer failed to extract or
to protect extant gold. | accept his testimony as truthful statements of his
beliefs. However, | find he is wrong about Beaver Dam. | have aready
discussed Dr. Pearson’s opinion. After the bulk sample was complete,
Westminer technicianscal cul ated the Beaver Dam proven plus probablereserve
at 41,000 tonnes grading 5.8 g/t and the possible reserves at 55,000 tonnes
grading 5.4 g/t. Thesefindingswere confirmed in September 1988 by Mr. J.F.
McQuat. | accept that these constitute the best estimate of the truth about

Beaver Dam.
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Westminer’s Investigation of Former Directors.

[65]

[66]

Colin Wiseisalawyer with over thirty years of practice, ailmost all of them at
Westminer. He became General Counsel in 1984, and he wasinvolved with the
North American Acquisition Programuntil it matured to apoint whereMr. Wise
could assign responsibility to one of his staff lawyers. Mr. Wise received Mr.
Lalor’ sdistressed call onthemorning of February 8, 1988, Melbournetime. He
asked Mr. Laor to have the technical staff at Seabright prepare written
chronologies of events concerning Beaver Dam from which Mr. Wise could
determine whether there had been wrongdoing. The reportswere not produced
for amonth and ahalf, but, in the meantime, Mr. Wisevisited Halifax as part of
atour to acquaint himself with the newly acquired operations.

The visit to Halifax lasted for two days, March 1 and 2, 1988. Mr. Wise was
accompanied by Richard Chamberlain, the staff lawyer who had taken over
responsibility for the program, and Carl Harries of the Fasken Campbell firm,
who were to provide ongoing legal services to Westminer where Stikeman,
Elliott had been brought injust for the take-overs, on account of their expertise
in corporate tax and acquisitions. Mr. Braithwaite was to join the other three

lawyers on the second day of the visit.
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[67] Thefirst day began with a meeting with David Armstrong, the Vice-President
of mining. Thislasted for some time because Mr. Armstrong wanted to learn
about Westminer and how it did things. Apparently, he said nothing about
problemswith Beaver Dam. Pat Keohane, the project manager for Beaver Dam,
joined the meeting when it was partway through and, at the end, he asked Mr.
Wise for a private meeting. He found himself in a spare office with Wise,
Harries and Chamberlain. Mr. Keohane told the lawyers he was concerned
about the reserves at Beaver Dam. He said the project had not been properly
managed from atechnical point of view, that the company had placed too much
emphasis on financing, and it had not allowed the technical people to do their
work properly. He advised of personal difficulties he had in working with Mr.
Coughlan, and heintimated therewere problemsof integrity with both MPH and
Coughlan. Hesaid that technical staff had been up and down about Beaver Dam
throughout 1987 but, by the end of the year, staff had become satisfied that there
were no significant reserves at the site. He told the lawyers that he became
increasingly distressed during 1987 because technical concernswere not being
communicated, such that he was forced to write things down to make a proper
record for later on. So, one would expect to see anote from late 1987 in which

Mr. Keohane recorded staff’ s negative conclusion about Beaver Dam. There
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does not appear to be any note of that kind. In the afternoon, the lawyers met
with other technical staff at Seabright’s office in Sackville, and that passed
without significancefor the present issues. Joined by Mr. Braithwaite, they met
with solicitors at Patterson Kitz all morning on March 2. Then they met Mr.
Ken MacDonald, Vice-President Finance, and Dr. Jack Garnett, Vice-President
Administration, for lunch. During theride to the restaurant, Dr. Garnett issaid
to have bared hissoul to Mr. Wise. Accordingto Mr. Wise, Garnett wason the
verge of tears as he described his poor relationship with Coughlan and his
concern that Seabright had paid inadequate attention to technical difficulties.
Garnett said he had been stopped from performing hisjob. Later, therewasa
meeting with Mr. Coughlan, and it was unremarkable except in one respect,
which | shall comment upon when making findings about Westminer's
knowledge of Cavalier and theinvestorsinit.

Mr. Wise saw that Keohane' s statement contained sinister overtones and, from
what he said, there appeared to have been an attempt to give the MPH reserve
calculations alongevity they did not deserve. He decided there needed to be an
investigation, with an eyeto alawsuit. No doubt, that was a sound decision, but
| pauseto note the guarded approach any investigation would take to statements

of thekind Mr. Wise heard from Keohane and Garnett. The truth about Beaver
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Dam was emerging. Whatever was known in December, more was known in
February, and the fuller truth was soon to be known. Lalor’s shock had to be
apparent to Seabright staff. If Westminer lost its gamble, there were three
possibilities: the truth about Beaver Dam was not known until after take-over
and Westminer was entirely at fault for its own loss; the truth was known by
some staff who neglected to adequately inform corporate management, inwhich
case staff were at fault and were facing one of the world's largest mining
companies; or, corporate management were adequately informed and they
neglected to publish the information, in which case corporate managers would
be sued, or worse. In this context, one would listen guardedly to a mine
manager coming out of the blueto make accusations against the president, away
from the ear of his superior, to lawyers representing the supposed victim. And
so, too, with the Vice-President of Administration, whose statements to Mr.
Wise do not appear to have been given much credit in view of the fact
Westminer sued him for fraud.

The investigation was turned over to Fasken & Calvin. Mr. Wise instructed
them not to pepper himwith paper. They wereto providetheir conclusions, and

Mr. Wise would study any documentation afterwards. The conclusions were
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provided to the Westminer board of directors at a meeting held at the end of

June, 1988:

@ the President of Seabright (Terry Coughlan) and at least one of the other
directors of Seabright (Jack Garnett) breached important disclosure
obligationsof the Ontario Securitieslegislation, conspiredtoinjure WMCand
fraudulently misrepresented the state of affairs of the Beaver Dam project;

(b the other directors of Seabright may have had knowledge of the true state of
affairsand if so, will be equally responsiblein law; and

(©) inany event, itislikely that such other directors would be found negligent in
failing to ensure that accurate information regarding the Beaver Dam project
was filed on the public record and made available to WMC.

Mr. Wise advised the Westminer board that Fasken & Calvin had reached these
conclusions, and that, on review of the evidence, Mr. Wise agreed with them. Asl|
said, the investigation was carried out by Fasken & Calvin. No one from that firm
testified. Infact, Mr. Peter Roy, who carried out much of the work, acted as counsel
at trial. By agreement, various witness statements and other documents were entered
to prove Westminer’s information and understanding, just as the conversations with
Dr. Garnett and Mr. Keohane and other conversations were related for that limited
purpose, Garnett and Keohane not having testified. Of course, information of this

kind, which was introduced mainly through Mr. Lalor and Mr. Wise, forms no part of
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my fact finding on the other subjects, particularly the true state of Beaver Dam or

Seabright’s knowledge. However, the information is before me for Westminer's

understanding of these matters, which is probably the more important question.

[70] The materials created by the investigation and reviewed by Mr. Wise included
thechronologiesMr. Wise had requested in early February, one prepared by Mr.
Armstrong on March 10, 1988 and one prepared by Mr. Joseph Campbell onthe
same day. Mr. Campbell was a staff geologist who had responsibilities
respecting Beaver Dam. In addition, Westminer was supplied with acopy of an
extensive report prepared by Mr. Keohane and addressed to Mr. Armstrong on
February 16, 1988, and a copy of a draft inter-office memo prepared by Mr.
Armstrong on March 11, 1988. The draft memo prepared by Mr. Armstrong
cross- referenced over twenty internal Seabright documents, which werein the
control of Westminer by this time. Fasken & Calvin also interviewed four
potential witnesses and it provided arecord of those interviews. The witnesses
were Mr. Armstrong, Mr. Braithwaite, Mr. Leonard Kilpatrick of Robertson &
Associates and Mr. Donald Pollock, the Vice-President of Explorations at
Seabright. No one sought to interview Mr. Coughlan or any other former
director. It does not appear that anyone from MPH, Kilborn or Redpath was

interviewed. No record has been produced of any interview from this time of
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any member of the North American Acquisition team except Mr. Braithwaite,
who had no involvement in the technical analysis. And, there is no record of
any interview from this time of those who gathered unpublished information
about Seabright for Westminer. Anextensiveinterview of Lawrence Stevenson,
the analyst who investigated Seabright undercover, was conducted much later.
The information gathered from these sources in the late winter and spring of
1988 suggested seriousdefal cations. Firstly, thereisasuggestion that Seabright
recognized by June 1987 that the plans and sections produced by MPH in
January 1987 were in error and, from that recognition, Seabright ought to have
seen that the published M PH reserve cal culationswerein greater question, such
that amaterial change report ought to have been filed and published. Secondly,
there is a suggestion that Seabright had abandoned narrow vein mining by the
fall of 1987 and, since this was the mining method upon which the Kilborn
study was premised and since Kilborn was summarized in the public record, a
material change report was in order. Thirdly, there is a suggestion that by
December 1987 or January 1988 preliminary results from substantial but
incomplete runs of material from the underground exploration showed that
Beaver Dam did not contain agrade of ore that could be mined economically by

narrow vein or bulk methods, which suggests, depending on the timing of this
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realization, thedirectorscircular respecting thetake-over bid could befalseand,
Inany case, amaterial change report would have had to have been issued before
the take-over bid closed at the end of January 1988. Fourthly, some witnesses
indicated that Mr. Coughlan was informed in December 1987 of serious
reservations Robertson & Associates had about the grade at Beaver Dam and
they accused Mr. Coughlan of deliberately suppressing this information.
Fifthly, from information provided to Westminer through a stock watch during
the take-overs in combination with the information | have just described,
Westminer took it that Coughlan and others had committed insider trading
offences. | have used the word “suggestion” deliberately in describing the
suspected defal cations, because the information acquired by thisinvestigation,
especially the interviews, supported these as conclusions but the investigation
and information in the possession of Westminer indicated other lines of inquiry
which might have undermined the conclusions. | shall summarize the
information obtained by Fasken & Calvin, and then | shall discuss the
indications for further inquiry. | shall treat the interviews separately from the
other information gathered by Fasken & Calvin because statements madein the
interviews should have been seen as less trustworthy than the raw information

provided through the requested chronologies and the referenced company
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documents. Indeed, the latter indicated avenues for challenge that should have
been explored during the interviews where, as asserted by Mr. Wise, the object
of the investigation was to ascertain the truth rather than to build a case.

The chronologies and notes prepared by Mr. Armstrong and Mr. Campbell
indicate that Seabright staff had disagreed with the MPH reserve calculations
prepared during the first part of 1986 before the January 1987 recal culation and
production of revised plans and sections. Mr. Armstrong says that the 1986
MPH ore reserve calculations were prepared with “minimal input” from
Seabright staff. Mr. Campbell says the MPH calculations available as of
October 1986 were considered to be “very liberal”. Asdiscussed in reference
to the public record obtained by the acquisition team, October 1986 was the
month in which Seabright published and filed apressrel ease announcing staff’ s
own calculation of thereserves, whichwasahalf milliontonnesgreater than the
last MPH calculation. Mr. Campbell’ schronology statesthat staff’ scalculation
was “based on MPH parameters’, but staff discovered “fundamental errorsin
database and interpretation”, and geological staff at Seabright agreed “that ore
reserves are wrong and impractical for mine use”. Mr. Armstrong is more
subdued in his comments on the events of that time. He states that questions

wereraised concerning the accuracy of the MPH reservescalculation, but nore-



Page: 111

evaluation was done at that time because the staff calculation focused on
additional reservesindicated by thelatest drill resultsoutsidetheareasoriginally
considered by MPH. We seethat Mr. Campbell was the person challenging the
MPH calculations, and Mr. Armstrong relates the discussion among technical

staff asfollows:

Joe Campbell reviewed with the senior Beaver Dam group, including D. Armstrong,
concerns that the current ore reserves had misinterpreted the geology. Joe reported
that he felt that high grade values from different veins had been connected
geometrically to calculatethereserves. Healerted the group to the possibility that the
goldinvariouszonesmay berandomly distributed so that wide zoneswoul d be mined
with agrade in the 3 gram range. In the general discussion it was recognized that a
problem may well exist but that further investigation could only be carried out
through the underground development program.

Albeit that technical staff were focused on areas additional to those studied by MPH
and that staff was of the view that certainty could only come from underground
exploration, technical staff presented full reserve calculations and they were
responsible for writing the technical parts of public documents including the press
release. Onewantsto know what, if anything, technical staff did towards announcing
“that a problem may well exist” with the MPH reserve calculations.
[72] It isevident from the documents gathered for Westminer that the concerns of
October 1986 were addressed with MPH before the last reserve cal culation and

before MPH produced the revised plans and sections that were supposed to
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guide the underground exploration. Mr. Armstrong writes of the time

contemporaneous with the last MPH work, December 1986:

In early December Bill Riddel and Howard Coates from M.P.H. Consulting visited
the underground workings to inspect the work completed to date. Their initial
assessment was that the underground devel opment program must focus on exposing
total mineralized packagein order to begin to understand the mineralization controls.
They also commented that in their opinion nothing from the underground workings
could be observed whichwould changetheir estimating techniquesfor calculating the
geological reserve and deposit.

This was in the context of Seabright moving to the feasibility stage. Decisions had
been made in October 1986, after the reserve calculations made by staff, to retain
Kilbornand Redpath. Technical staff had recommended Redpath and, accordingtothe
comments Mr. Armstrong prepared for Westminer, staff “expected that the plan
prepared by Redpath could be a long term plan and used for the development and
production scheduling”. In recommending Redpath geological staff recognized
Redpath would not “ carry out a detailed review of orereserves’ and that Redpath and
Kilborn wereto base their work on the MPH calculations. Thus, both the discussions
with MPH in December 1986 and the expectation of staff in October 1986 as to the
usefulness of the Redpath report put into perspective the problem Mr. Campbell
emphasized in the chronology hewrotefor Westminer. Considering their involvement

In writing the public record, their expectation for the usefulness of Redpath’s work
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based onthe M PH reserves, and the advicethey received from MPH in December, staff

could not have been very concerned that the previous work of MPH had been

defective. One denotesacertain defensivenessin Mr. Campbell’ semphasis. At least,
onewants an explanation for the contradiction between hisassertion the M PH reserves
were wrong and the general agreement of technical staff that a report based on the

MPH reserves would be useful for development and production.

[73] Strangely, the chronologiesand commentsdo not specifically identify the event
of the last MPH calculation and production of revised sections and plans. A
reader unfamiliar with the background might think that references to MPH
reserves related to the cal culation announced in April 1986, but that had been
superceded by three others, and the most recent, the one identifying 3m tonnes
a 9 gft, is the subject of the discussions recorded subsequently in the
chronologies, in the comments and in the referenced Seabright documents. By
June 1987, Seabright staff appear to have recognized the work of MPH was
unhelpful for finding gold reservesin Beaver Dam. However, neither Seabright
generally, nor geological staff particularly, recognized that this debunked the
latest MPH reserve calculations. Thereferencefor thisdichotomy isin areport
prepared by Mr. Keohane on June 4, 1987, which was discussed by geological

staff and senior management at a meeting held on June 5, 1987. Thisisone of
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the documents Mr. Armstrong cross-referenced in his commentaries for
Westminer. Thereport referred to the new MPH plans and sections devel oped
as part of the latest MPH reserve calculation, stated that discrepancies between
the plans and sections were noted by both Mr. Olszowiec of Seabright and
professionals at Redpath, and said “the accuracy and value of this work was
further investigated”. Inhischronology, Mr. Keohaneasserted that these events
led to a number of decisions “in the later half of December 1986”, including
“MPH plans and sections would not be used for exploration/devel opment
planning”. There seems to be something wrong with Mr. Keohane's timing.
The MPH report is dated January 21, 1987, and the Redpath report, where
“geological sections and plans presented by M.P.H. Consulting Ltd. were
accepted as presented”’, was signed on January 19, 1987. Certainly, any
recognition of deficiencies in the plans and sections would have had to have
come after they were produced, and Redpath would not have signed its report
without noting discrepancies detected by its professionals. Mr. Coughlan says
that information concerning any deficienciesinthe M PH plansand sectionswas
conveyed to him much later than December 1986. A reader of Mr. Keohane's
June 4, 1987 report together with the MPH and Redpath reports, would see that

the subjects attributed to December 1986 must have actually arisen sometime
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later. The June 4th report went on to record that a detailed reinterpretation was
being conducted under Mr. Campbell, and that his work “should be compl eted
by mid-June”. Then comes the dichotomy: “MPH data, while valid and
defensible for geological ore reserve calculations are virtualy useless for
exploration/devel opment/stoping planning.” Geological staff aretelling senior
management that the MPH reserve calculations are valid, but the data are not
useful for underground exploration. | accept theopinion of Dr. Pearson that this
Is not a dichotomy, but a simple contradiction. However, this is what Mr.
Coughlan was told, and, on the evidence before Westminer, this is what
Seabright’ stechnical staff believed. Mr. Coughlan had hisown explanation for
the apparent dichotomy. His explanation involves an analogy to construction.
For him, the architects had provided their conceptual drawings and now the
designers had to find their own way. However one resolves the contradiction,
thisrecord, which wasin the possession of Westminer and brought specifically
to its attention during the investigation, indicated that the very people who
Westminer wasusing for information had informed Mr. Coughlan that the M PH
reserves remained valid even as the entire geology of Beaver Dam was to be
reinterpreted. Also, at thistime Mr. Keohane reported “Veins/vein sets can be

correlated to assays such that areas of higher potential do emerge.” and he said
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“Insufficient work underground does not allow any assessment of those target
areas at this time.” | understand Dr. Pearson to disagree with this latter
statement. Thisdisagreement says something about the quality of advice senior
management in Seabright was getting from technical staff, but it says nothing
against Mr. Coughlan. This part of Westminer’s materials leads the reader to
believe that Seabright understood the surface drilled reserve calculations to be
valid, it understood the geology to be uncertain and it understood more work
was necessary to confirm reserves or locate them. There may be problems
holding these understandings all at one time, but that only suggests another
necessary avenue of inquiry: why werethese understandings conveyed? To get
an answer, onewould haveto challenge Mr. Armstrong, Mr. Campbell and Mr.
Keohane.

The comments provided by Mr. Armstrong to Westminer also reference Mr.
Keohane's report of June 28, 1987, which was repeated in a report for a
management meeting on July 6, 1987. Despite the June 4th advice that Mr.
Campbell’ sfull-time, detailed reinterpretati on should be complete by mid-June,
Keohane wrote “little progress has been made in our understanding of the
geology/ore occurrences of the Beaver Dam deposit.” Hereferred to generally

poor results from areas sampled. He reported that geological staff were “at a
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loss to provide new potential ore target areas’ and said that the underground
exploration was “lacking direction.” He recommended a halt to full force
underground exploration, sending the minersto Forest Hill, and sending in the
geologists. Among other things, he recommended a re-sampling of all the
developed areas, which is consistent with the indications that sampling during
underground exploration had seriously understated grade. He also proposed re-
doing the MPH ore reserve calculations “to ensure original predictions arein
fact valid.” And, he proposed to investigate bulk mining.

Mr. Armstrong’s comments referred Westminer to further reports prepared in
August, September and October 1987. Mr. Campbell’ schronology summarizes
the results of the geological work to August 1987 in these words: “Good chip
results from all ore headings and confidence in geological interpretation leads
to optimistic outlook.” and, for September: “Continued good chip results
increases optimism for project.” On October 15, 1987, Mr. Keohane reported
to the Seabright board. The minutes reflect a complete turnaround from the
reports of Juneand July 1987. Asto there-evaluation, the board minutesreport
Keohane' s advice, “Personnel have excellent control on the veins Seabright is
interested in but are experiencing difficulty in determining which vein should

be mined as all are providing good results.” Asto sampling, he reported “The
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resampling program is now underway.” As to bulk mining, he reported “an
estimated underground grade of .16 is anticipated”’, which | believe to be the
equivalent of about 5 g/t, and he spoke of “a 10-12 million tonnage” with a
“potentia of .15-.2 ounces of gold [4.7g to 6.2g] per tonne”’. Thus, by October
1987, the re-evaluation appeared to have been successful, the possibilities for
bulk mining appeared to be very encouraging and the third major subject
addressed in July, re-sampling, was underway. We need to take a closer look
at there-sampling issue before weturn to the next eventsreported to Westminer
through the chronologies, comments and referenced documents.

Gold is sometimes completely infused in host rock and isinvisible. Sometimes
it isvisible but it will adhere to the broken ore, as with the flecks of gold one
sometimes sees in broken quartz. Most of the gold found at Beaver Dam was
not like these. It is coarse gold. From what has been shown to me, these are
small nuggets, smaller than amatch head, which may appear like aknob on the
broken host rock. Coarse gold presents some special problems for assessing.
It iseasy to miss and easy to lose, so grade becomes understated. On the other
hand, a few large pieces falling haphazardly into a sample will overstate the
average grade. As to missing the ore, coarse gold is concentrated in spots.

Where oneislooking for afew gramsin an entire tonne of rock, the chances of
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finding it reduce as the samples reduce in size. Ordinary sampling may only
involveafew kilogramsof rock. Astolosingthegold, thisisawaysaproblem
with gold mining because of the metal’ sweight and malleability. However, the
problem is greater with coarse gold. It will break off and fall away during
excavation and travel. Also, much gold will alwaysbelost ininitial production
as the gold fills all available voids in the machinery of the mill. One cannot
have confidencein the rate of gold production from new machinery or cleaned
machinery until the voids have filled with gold. Also, even today, some gold
will remain in the host rock to the end and will be left in the tailings. Asto
overstated results, thegold is concentrated and odd samples may be spectacular.
A few nuggets found in one sample will produce a very high ratio that is not
representative. Thus, geologists normally cut high samples to a norm when
calculating reserves. Thesesimplified points, perhapsoverly simplified points,
are subjects of highly complicated work in the geology and engineering of gold
mines. Two subjectsare germaneto the present inquiry: confidencein sampling
techniques and confidence in certain periodic assays during a bulk sample.

Just as geological staff at Seabright had expressed, at |east among themselves,
alack of confidenceinthe MPH plansand sections, they a so lacked confidence

In assaystaken during the underground exploration. Aslateashissummary for
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November 1987, Mr. Armstrong stated in hischronology for Westminer: “Mill
grade of 0.89 grams/tonne indicatesthat all sampling to date might be seriously
inerror.” InMarch 1987, Seabright retained afirm of consulting geologistsand
engineers, JamesE. Tildley & AssociatesLtd., to study sampling at Beaver Dam
and Forest Hill.  Tildley carried out field work during April and May.
L aboratory work was completed in June, and conclusionswere stated on July 2,
1987, followed by an extensive report in August. Tilsley described the gold
distribution in veins his firm studied and confirmed that over half the grains of
gold were too large to pass through a 20 micron mesh. This distribution led
Tildley to say that “ normal samples of the auriferous veinswill tend to missthe
larger grains’. The methods employed by Seabright likely understated gold
content to asignificant extent. Tilsley recommend a system using much larger
individual samples and treating the sample to separate the larger grains and to
allocate them over therest of the sample. Thistellsusthat no confidence could
be assured for the sampling from the underground exploration to date. Thus,
Mr. Keohane' srecommendation to re-samplethe entirework. Aswassaid, this

did not get underway until October 1987.
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[78] Themill at Gay’s River contained two milling machines. One was a ball mill,
the other arod mill. The rod mill discharge is a source for assaying the ore

being milled. Tildey said:

A very preliminary study of therod mill discharge samplesindicatesalow probability
(0.20) of the currently standard samples containing a representative number of the
larger grains observed to be present, with the result that the grade calculated from
assay results will probably be understated, perhaps significantly.

Nevertheless, reference was made to rod mill discharge assays in the materials
provided to Westminer during its investigation. Of course, Westminer was in
possession of the Tilsley report after take-over and it isreferred to extensively in the
materials provided to the investigators. Rod mill discharge assays have to be
understood in light of Mr. Tilsley’s conclusion.

[79] The re-sampling program conducted in accordance with the Tildey
recommendations continued in the months before and after the Westminer take-
over. The underground exploration and processing of the entire bulk sample
continued until four months after the take-over, when Westminer announced a
radical devaluation of the Beaver Dam ore reserve. The question which
presented itself to theinvestigatorswaswhether knowledge gained by Seabright

before all the results were in hand constituted a material change or whether
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Seabright wasjustified to wait until al resultswerein hand. The question of a
material change was to be assessed in light of the definition of that term in the
Ontario securities legislation and in light of the latest public record.

Theinitia results from some rounds for the re-sampling program were in hand
by the end of November 1987. On this subject, Mr. Campbell’s chronology
stated: “ Re-sampling returnsgenerally low results.” but herefersto resultsfrom
only one level, where a grade of 2 g/t was apparent, “half anticipated grade”.
And yet, on November 10, he had written that there was “no geological reason
why Beaver Dam should not meet or exceed its tonnage/grade requirements.”
Mr. Armstrong’ schronology did not specifically refer to any resultsfromthere-
sampling. Rather, he summarized on-going work on four levels as well as an
open pit and ashaft. Asfor mill results, Campbell’ schronol ogy stated that they
were “extremely disappointing” in November 1987, such that the feasibility of
the project was in “serious question”. Mr. Armstrong’s chronology took a
different perspective. He indicated a rod mill discharge of only .89 g/t and
stated that it “indicates that all sampling to date might be seriously in error”.
The commentaries Mr. Armstrong provided to Westminer referred to a
memorandum of November 24, 1987 prepared by Mr. Keohane. Keohane said

he was then of the opinion that Beaver Dam could not be mined economically
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by the narrow vein method and that there was only a 50/50 chance of final
resultsindicating 4 g/t aswould justify somebulk mining. He stated that there-
sampling under Tilsley’ s methods was not likely to alter resultsin a sufficient
“order of magnitude” to alter Keohane's conclusions. These reports attributed
to November 1987 raise afew questions. Why were rod mill discharge assays
being asserted with such certainty by Mr. Keohane and Mr. Campbell when
Tilsley had so recently reported the likelihood these significantly understated
grade? If the opinions attributed to Campbell and K eohane were accepted by
technical staff, why wastheradical shiftintheir opinionsfrom October 1987 not
reflected expressly in the technical parts of the November 1987 offering
memorandum, which were written by technical staff?

Thelength of timeit took to extract and prepare asample, to deliver samplesto
the laboratories, which were out of province, to receive the results and for
Seabright staff to digest them, are crucial to knowing whether and when a
material change occurred in Seabright’s understanding of the Beaver Dam
reserves. Under “December 1987", the first comment on the results of re-
sampling appearsin Mr. Armstrong’ schronology. Herefersonly to the Austen
Shaft and he says only “waiting for sample results of 30 kilo samples’. Again,

Mr. Campbell’s chronology differs with Armstrong. He refersto 30 g/t as a
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required grade for bulk mining a wide passage and he states “Re-sampling
showsquartz veinsgenerally gradeslessthan 30 grams per tonnein mineralized
areas.” Heappearsto continuerelying ontherod mill discharge assays, and can
only suggest a“ possibility” to explain why the results continueto be well under
those anticipated. The possibility relatesto overestimation at chip assaysrather
than Tilsley’ sfinding of understatement at rod mill discharge. AccordingtoMr.
Campbell’ schronology, heor othersreached the conclusionsthat wide packages
were too low grade for economic mining and high grade veins represented too
littletonnagefor economic mining. Under “ December 1987” Mr. Campbell also
records “Buy out offer by Western mining prevents any hard decision making
on project.” While it appears that senior management failed to ask technical
staff to address their minds to the question of material change, it is also clear
from the chronologies that technical staff did not address the question of their
own accord despite the drastic conclusions Mr. Campbell says he reached. So
another question appears. If Campbell had reached these drastic conclusions
and had reported them to his superiors, Keohane or Armstrong, why would
technical staff merely await the new owners rather than raise the issue of

disclosure?
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[82] Mr. Campbell’s summaries for “January 1988” in the chronology he prepared
for Westminer al so showsthisattitude of awaiting the new owners. Infull, they
read:

- Confirmation of low grade from 30 kg re-sampling
- Continue devel oping most favorable zones
- Future of project in Western Mining's hands.

With the assistance of Dr. Pearson’swork and opinions, Westminer contends that the

re-sampling program was complete or very near complete by the end of January 1988

when thetake-over bid closed. | have aready referred to the crucial issuesconcerning

the timing of theresultsand to Mr. Coughlan’s evidence, which | accept, to the effect
that there was alarge backlog of samples awaiting assay. Asamatter of fact, | reject

Westminer’s contention. However, the more important question is what Westminer

understood of Seabright’ sknowledge and Mr. Coughlan’sknowledge. Although Mr.

Campbell wrote broadly that the re-sampling program had confirmed low grade just

before the take-over was closed, Mr. Armstrong’ s chronology does not support this.

His summary under “January 1988” refers to re-sampling results from only one,

possibly two, locations, the Austen zone at the 1040 level and, possibly, various zones

at the 1025 level. Attheleast, this suggeststo an investigator that Mr. Campbell may
havejumped thegun and Seabright may have beenfar from gaining reliable knowledge

from there-sampling program. Under “ February 1988”, after Westminer took control,
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Mr. Campbell repeats the statements found in his chronology under “January 1988”.
So we see that, even for him, the re-sampling program was far from ended when the
take-over closed. We know what Mr. Coughlan understood. He, with good reason
backed by strong advice from arespected expert, would not credit assaysfrom the rod
mill discharge. He, with justification, did not consider that sufficient certainty could
be had asto whether the reserves at Beaver Dam were confirmed until completing the
Tildley re-sampling, processing theentire bulk sample, and performing thecleanup and
reconciliation. Thiswould take usto May 1988, precisely the time when Westminer
publicly announced that Beaver Dam did not contain the reserves established by MPH.
Westminer did not seek to interview Mr. Coughlan during its investigation.
Nevertheless, the discrepancies between Campbell’s chronology and Armstrong’'s
chronology, Campbell’ s continued insistence in theface of Tilsley on resultsfromthe
rod mill discharge, thetechnical partsof the November 19870ffering memorandumand
many other circumstancesthat should have been apparent to theinvestigators, suggest
Mr. Coughlan’s explanation as a strong possibility worthy of investigation.
[83] Theinterviews were more accusatory of Mr. Coughlan and Dr. Garnett. Both
Armstrong and Pollock suggested Coughlan had deliberately muffled Robertson
and Associates after the take-over bid, and Armstrong, Pollock and Kilpatrick

suggested that Coughlan and Garnett knew Robertson was in possession of
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information showing the publicly stated Beaver Dam reserves were doubtful.
Mr. Kilpratrick and a Mr. Peter Grimley had been on site doing the work
reflected in Robertson’ ssecond report. Seabright staff were then about halfway
through sampling aquantity of orefrom Beaver Dam that has been described as
a “bulk sample” of 6000 tonnes. The characterization and significance are
controverted. In any case, Robertson and staff discussed the poor grades.
Robertson was coming to the views expressed in its second report and these
were said to have been reported to Coughlan and Garnett. There were reasons
to proceed cautiously before accepting the alegations of theseinformants. The
interview notes themselves record concerns about the veracity of Kilpatrick,
who was “very nervous’, and Pollock, a “fuzzy thinker” about whom one
“would be concerned at hearing him cross-examined”. Cross-examination or
challenge on a number of critical points would have been appropriate if
Westminer had embarked on atruth-finding inquiry as described by Mr. Wise.
| have already discussed at |length Westminer’ s early knowledge of weaknesses
in Seabright’s technical staff, a knowledge that preceded the decision for an
unfriendly take-over. | have already discussed the stance of technical staff in
light of the emerging truth about Beaver Dam immediately before or after the

take-over, and the guarded approach one might take to informants who saw
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reason for Westminer to assess blame against them. Also, | have mentioned
lines of inquiry suggested by the record and, in the case of the most drastic
accusations, the absence of any record despite Mr. Keohane' s assertion that he
had been writing things down out of adistrust of Mr. Coughlan. Theinterviews
themselvesdisclosed other linesof inquiry, challengeor cross-examination. The
record from the summer of 1987 showed Dr. Garnett speaking of the need to
tailor information about Beaver Dam for public consumption, a concerning
indication of possible defalcation. However, the interviews disclosed later
statements made by Dr. Garnett to the press, which were forthcoming. Indeed,
even beforetheinterviews, in fact before sale, Westminer knew Dr. Garnett had
made statements to the press about the Beaver Dam reserves. Westminer does
not appear to have pursued thisobviousline of inquiry with any vigor. It would
have revealed much against fraudulent intent. Further, the accusations about
what Seabright was told by Robertson in December 1987 go far beyond what
appears from the October 1987 Robertson report, the letter retaining Robertson
for further work in December 1988 and the second Robertson report at the time
of closing. Furthermore, something which had been implied in the stance of
technical staff and would be implied by Westminer for years to come, became

explicit in the May 12, 1988 interview of Armstrong. He stated his suspicion
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that MPH had deliberately overstated the reserves, that it had discarded cutting
factors in its final calculations “to maintain reserves’.  The Westminer
alegations imply serious professional misconduct on the part of MPH.
Statements by technical staff, whom Westminer understood to have been weak,
against MPH, with whom technical staff had been in conflict, deserved
chalenge and inquiry of the professionals who stood accused. Finally, the
interviewsimpressfor their attempt to paint the darkest picture. Other records
show technical staff’ sexuberance about Beaver Dam in September and October
1987, but, wheninterviewed, thiswasdownplayed by Armstrong, “ hope had not
been givenup”, and by Pollock, “therewere problemswith the project but these
were being evaluated”.

What emergesfromafair reading of the chronol ogies, commentaries, referenced
Seabright documents and the interview notes are very serious accusations
against Coughlan and Garnett and serious reasonsto doubt the accusers. Cross-
examination along some of thelines | have indicated and further inquiry were
indicated. Themost obvioussourcesfor further inquiry were Coughlan, Garnett
and MPH.

On the subject of what Mr. Coughlan actually knew about Beaver Dam, | have

reached the same conclusions as Justice Nunn. | accept the testimony of Mr.
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Coughlan asto hisunderstanding of Beaver Dam, his assessment of the various
reports he received from technical staff and outside consultants and the events
related to the second Robertson report. | will not provide adetailed explanation
for my findings. In painstaking detail, Justice Nunn provided an explanation of
his fact finding. While the evidence before me is synoptic and the evidence
includes Justice Nunn'’ sfindings themselves, | also embracethelogic of Justice
Nunn’'s explanations. To explain in detail would be to repeat. Instead, | shall
set out the general findings and | shall comment very briefly upon some of the
major issues of fact that underlay them.

Justice Nunnfound that, during thetime of thetake-over, not only Coughlanand
Garnett, but also the senior technical staff at Seabright, understood they had a
problem with confirming the Beaver Dam reserves but were encouraged by
Robertson and Associates to seek a solution. He characterized the second
Robertson report asindicating that “the moment of decision wasdrawing closer
asto whether a minable grade could be obtained” (p.158) and closure was only
onepossibility (p.158, 186 and 187). Just as Coughlan did not consider that any
material change had yet occurred, the evidence before me shows that technical
staff deferred the decision to the future, when Westminer and its experts would

be in charge. Justice Nunn’s findings respecting Dr. Pearson’s opinion are
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instructive for the reasonableness of the understanding held by Coughlan,
Garnett and senior technical staff. Of Dr. Pearson’ swork, Justice Nunn said at

page 172:

Hedid not agree with Tilsley’ sreport which stated that the rod mill discharge grades
were substantially understated though he acknowledged Tilsley was a recognized
professional consultant as, indeed, were MPH, Redpath and Robertson and
Associates, nor does he agree with Robertson’s statement that Lakefield’ s tests are
needed to resolve the question of the rod mill discharge assays. Aswell, again with
hindsight, he did not see any reason for the optimism expressed by Keohane, Pollock,
Armstrong and even Campbell which they had attested to.

In various parts of his decision, Justice Nunn referred to the competence of the
consultants hired by Seabright and, following the quoted passage, he stated that
Coughlan, Garnett and technical staff relied upon the consultants with whom Dr.
Pearson disagreed. Justice Nunn found no fraud (p.184 and 185). As to materia
change, he observed “Before a fact can become material, it has to be established.”
(p.193) and he found that Seabright had not yet reached that point (p.193). Seabright
was nearing the point of material change but that had not occurred at the time of take-
over, and “they were entitled to proceed asrecommended so asto be able to determine
just what the actual factswere.” (p.193-194). Hefound that Coughlan and the others
had not been in breach of any statutory obligation to report a material change or to

disclose a material fact (p.194). 1 follow Justice Nunn in these findings. The
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defendants argue that adecision of the Supreme Court of Canadarel eased after Justice

Nunn’s decision leads one to a different reasoning than Justice Nunn followed on the

subjects of disclosure of a material fact or reporting a material change. | shall deal

with that argument in the discussion portion of this decision. In summary, | believe

Justice Nunn’ s work to have been consistent with the Supreme Court decision.

[87] Inconclusion, Mr. Coughlan’s knowledge was that the MPH reserves had not
yet been sufficiently tested by underground exploration to warrant any
conclusion on the question of confirming the reserves established by surface
drilling. His understanding was that that issue awaited the conclusion of the
entire underground exploration and bulk sample. His understanding was
justified by what he had been told by technical staff and outside consultants.
Thiswould have been stated to Westminer had Coughlan been interviewed.

[88] The investigation being carried out under Mr. Wise's direction was the real
focus of a public announcement released by Westminer on May 13, 1988. The
release included: “A review of the companies acquired is being undertaken to
verify information available to WMC prior to acquisition offers being made.”
Although thisstatement refersto all of the take-oversunder the North American
Acquisition Program, Seabright is singled out “where present indications are

that the published ore reserves will be down-graded, in particular at the Beaver
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Dam mine.” Mr. Wise confirmed when he testified that, notwithstanding the
broader reference in the pressrelease, only Seabright was under review. After
the pressrelease, Mr. Wise personally reviewed some of the record during two
tripsto Toronto. He did so in order to form hisown opinions, apart from those
of Lasken & Calvin. During his direct examination it was made clear that he
had taken account of anumber of Seabright documentsgeneratedinthefirst half
of 1987. He referred to minutes of a meeting held on January 9, 1987 when
“underground sampling and mapping, and underground and surface diamond
drilling has been initiated.” The record includes, “All present concurred that
moretimethan previously estimated isrequired to systematically probe and test
the mineralized areas adjacent to the decline.” | have already discussed the
delays in exploring Beaver Dam which were obvious from the public record.
Mr. Wisesaid that thisand another passage, “theviability of alow tonnage/high
gradeversusahightonnage/low grade operation will be determined”, suggested
there might be some problemswith the Beaver Dam deposit. TheKilbornreport
was produced more than a month later. Mr. Wise referred to a memorandum
from Mr. Pollock to Mr. Coughlan dated February 11, 1987 including “we are
having difficulty in reconciling drill assays, and underground chip and muck

sampling, with perceived mill recovery.” However, this relates to the first
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recognition of sampling problems and retaining Tildley to assist with that
problem, a matter of record and within Westminer’s knowledge before take-
over. Mr. Wise referred to minutes of a meeting held on February 13, 1987
including “We are attempting to find the continuity of the geology to plan for
further development.” as indicating difficulties in maintaining continuity of
veins. Given the early stage of exploration, | have difficulty reading this
statement assignificant for the chargesWestminer wasto make. Also, Mr. Wise
did not mention comparing thiswith information available to Westminer at the
time of take-over. The difficulties were made known. He referred to Mr.
Coughlan’s memo of April 9, 1987 “a clearer picture of the situation at Beaver
Dam isnot available, the appropriate decisions will be made as to the future of
this project.” This memorandum ordered a full review of Beaver Dam
exploration to be conducted in early June 1987. It suggests a desire for
information so that conclusions can be drawn. That led to the Keohane
memorandum of June 4, 1987, to which Mr. Wise next referred and which |
have already discussed. Mr. Wisetook it that the technical staff had thrown out
the “central building block” in saying that MPH reserves were “meaningless’
from a*“practical mining viewpoint.” He did not attempt to explain the advice

given to management that the MPH data was “valid and defensible for
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geological ore reserve calculations.” Mr. Wise next referred to the June 18,
1987 memo of Dr. Garnett. This precedes Mr. Keohane's report of June 28",
which | discussed in reference to the comments provided by Mr. Armstrong to
Westminer. Dr. Garnett’s memo records and discusses subjects dealt with at a
management meeting. Thediscussion appearsto be consistent with the June 28"
Keohane report, and the report shows that Seabright was moving towards the
decision to curtail exploration at Beaver Dam and movein the geologists. Mr.
Armstrong had, on June 18, reported upon the discouraging results of efforts
following the June 5™ management meeting and of Seabright’s continuing
difficulties in understanding the geology of Beaver Dam. At the end of his
discussion, Dr. Garnett wrote of “External Orchestration”, “This very critical
element of establishing a balanced, plausible story for shareholder and public
consumption should be the mgor item of business if something close to this
recommended plan of action is approved....” The “plan of action” included
reducing operations at Beaver Dam while Seabright attempted to gain a better
understanding of the geology. According to Mr. Wise, this statement
concerning a “plausible story” for shareholders and the public had a profound
Impact upon the assessment hewasmaking. Mr. Wise' sconcentration upon Dr.

Garnett’ s disturbing written comments of June 18, 1987 is remarkable for its
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failure to read the commentsin light of what Dr. Garnett actually did by way of
so-called “ external orchestration”. Some of thiswas known to Westminer even
when it was formulating the take-over bids, at |east because of the report of Mr.
Chender. Dr. Garnett’ s public comments became known to Westminer in some
detail when, in January 1988 beforetheclosing, Mr. Lalor’ sattention wasdrawn
to the December 21% issue of the Northern Miner. Dr. Garnett had told the press
that bulk sampleswere being batched from Beaver Dam “to get ahandle on the
grade” and Northern Miner said, “Actual ore reserves will not be known until
after the full bulk testing program has been completed and revisions to current
estimatesaredone.” Again, informationthat Dr. Garnett had given detailsabout
the Beaver Dam expl oration to the public through the press ought to haveled the
investigation to enquire into what Dr. Garnett had actually said to the pressin
1987 and what had been reported in the press and in stock analysts' reports.
Such an enquiry would have indicated against fraudul ent intent and would have
shown, in yet another way, how well Westminer ought to have known therisks
of Beaver Dam before it bought Seabright. For example, Wood Gundy
published areport early in September including, “ Since that time [July 1987],
our assumptions for Seabright have not been borne out as expected. Problems

were encountered at Beaver Dam due to the complex nature of the ore body.”
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And, at the end of November Wood Gundy reported management had now
elected bulk mining over narrow vein mining as the approach for Beaver Dam
“[p]rovided the bulk sample leads to a positive feasibility study”.

Mr. Wisealsoreferred to Mr. Keohane' sreport of June28. Thisreport followed
Mr. Keohane's of June 4 and the management meeting of June 5. Mr. Wise
took the recommendation “that the project be scaled back and expenditures on
the site bereduced” as being at variance with the public record, particularly the
annual report. Keohane's comment that “... geology staff is now at aloss to
provide new potential ore target areas and the underground development
program is lacking direction” was taken by Mr. Wise as confirmation of what
Keohane had said to Mr. Wise in March 1988 to the effect that there was an
absence of continuity in veins identified by MPH. | have already discussed
other parts of this report. According to Mr. Coughlan, the information in this
report was consistent with reports he received through June and early July 1987
to the effect that staff were having difficulty understanding the geology rather
than that staff had uncovered information seriously calling the ore reserve
calculations into question. | note that, where Mr. Keohane's report of June 4
had confirmed that the MPH data were valid “for geological ore reserve

calculations,” the June 28™ report recommended re-doing the calculations “to
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ensure original predictions are in fact valid.” This indicates that staff were
beginning to question the accuracy of the reserve calculations, but it is
inconsistent with staff having reached any conclusion in that regard. Mr.
Keohane was interviewed again in July 1988. In cross-examination, Mr. Wise
referred to Keohane as having been recalcitrant and inconsistent. Once again,
Westminer had serious reason for a guarded assessment of its sources.

Late in June the Westminer board made a tentative decision to proceed with a
civil action against the former Westminer directors and to make complaints
against them to the RCMP and the OSC. Final decisions were made by board
members, Westminer's senior management and its subsidiaries in July, 1988.
According to Mr. Wise, during this time investigations continued with a view
to establishing further information for or against action. He suggested that new
information tending to excul pate the former directors might have led to a final
decision against acivil suit or adecision to tell the OSC that Westminer did not
favour prosecution. The new information identified by Mr. Wise in direct
examination consisted of notes of a further interview with Mr. Armstrong, a
memo following a meeting with Mr. Campbell and notes of an interview with
Mr. Peter Grimley of Robertson and Associates. The first two are not new

sources, and Mr. Kilpatrick of Robertson had already been interviewed.
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[91] Notesdated July 8, 1988 prepared by Mr. Roy recorded the further interview of
Mr. Armstrong. Thisdid not add much to the information already provided by
him. He stated that “Asfar as Terry Coughlan would have known in October,

1987 the Beaver Dam project was still viable.” He went on to say,

All of this changed when we started to process the material on November 17, 18, 19

and 20" which we had estimated at 3.5 to 4 grams. We were getting one gram aton.

We had ameeting on the 24™ of November and at that time | told him that the results

wewere getting from the mill after 1800 tonswere 1 gram. Hesaid let’ swait and see

what happens - keep milling.
Coughlan is said to have brought Robertson back in during December 1987 “ because
he had lost confidence in the people running the Beaver Dam project.” According to
the interview notes, Robertson personnel did not report to Coughlan while they were
on sitefrom December 7 to December 11 but “... they told me that they were surprised
that we had been processing material and getting such low grades.” They were very
concerned and had a“ suspicion” that therod mill dischargeresultsweregoingto prove
accurate. Nevertheless, their recommendation was going to be to continue processing
the entire sample before making decisions. Mr. Armstrong said he advised Mr.
Coughlan of the low rod mill discharge results, but he could not recall specifics. Mr.

Armstrong’s confidence in the viability of Beaver Dam was estimated at 20% as of

December 1987. Theinterview notes conclude with Mr. Armstrong’ sopinion “It was
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unreasonablefor usto think that we could still haveamajor ore body.” Mr. Wisesaid

he took from this as further confirmation that there had been non-disclosure of a

grossly deteriorating situation with the ore reserve.

[92]

Mr. Roy also met with Mr. Campbell. He sent amemo to Mr. Wise dated July
28, 1988. Mr. Campbell’s antipathy towards MPH was expressed. He joined
Seabright in May 1986. By August he claimed to have given advice at a
production meeting that the reserve figures had to be properly calculated. “He
stated that at that time he could not believe the M.P.H. interpretation of the
drilling and stated that it was a standing joke with the geol ogiststhat the M .P.H.
analysis was ludicrous.” This conflicts with the information given by Mr.
Campbell’ ssuperior, Mr. Armstrong, and thestrong languageinvitesachallenge
in light of the professional responsibility borne by Mr. Campbell and his
superiors for the technical portions of public documents issued after August
1986. Also, Campbell’ scomment upon MPH’ sreview of itsown work doesnot
appear to have been solicited. However, hisopinion that the “ludicrous” MPH
cal culationsresulted from professional misconduct on the part of the geological
engineerswasvolunteered and recorded: “... while he had no proof, he suspected
that Terry Coughlan wasleaning on Howard K oatesto have M .P.H. increasethe

reserves.” Also, he charged that the engineers had accepted instructions from
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Seabright to discard cutting factors when the last opinion of ore reserves was
given. When the subject of Mr. Campbell’ s responsibility might appear, his
claims are equally sweeping but they are somewhat inconsistent with ludicrous
ore reserve calculations being maintained under pressure. As at about August
1996 he claimed “Hedid not think that anybody wastrying to fool the public but
since Beaver Damwas not producing any goldthey [the Geol ogical Department]
were under pressure to have good results.” Asat the summer and fall of 1987,
“when anyone came onto the property for a tour, we told them we had no
reserves but we were hoping for a big hit.” As of the time of take-over, “if
anyone from Western Mining had toured the property before the completion of
the bid, he would have told them that they did not have reserves.” The
interviewer, Mr. Roy, knew that Lawrence Stevenson had toured the property
under instructions from Mr. Lalor and First Marathon. In the interview, Mr.
Campbell was able to describe Mr. Stevenson “but he does not recall any
gpecific discussion.” Mr. Campbell said “he would have been surprised if
anyonewent away fromthe property, after talking with him, withtheimpression
that the grades contained in the prospectus werereal.” Theinterview callsfor:
a response from MPH to the serious allegations of professional misconduct

made against them; a response from more senior members of the geological
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department to the implied charge that they had let Seabright place on public
record orereservecal culationsknownto be“ludicrous’; interviewsto determine
what Lawrence Stevenson had to say about being told there were no ore
reserves, and, acareful assessment of Mr. Campbell’ s credibility in view of his
sweeping charges against others and his sweeping statements about what he
himself disclosed or reported. However, Mr. Wise said he took from the memo
that there was confirmation the geological department knew since August 1986
that the published ore reserveswere untrue, that there was compel ling evidence
of non-disclosure of a material charge. This uncritical acceptance of Mr.
Campbell’ s reported statements diminishes the credit | can giveto Mr. Wise's
portrayal of an investigation being conducted with a degree of objectivity by a
party reluctant to sue or to request prosecution. MPH was not contacted as far
as | have been made aware. None of Mr. Campbell’ s superiors appear to have
been questioned about his accusation the department knew the reserve
calculationsto beludicrous. Lawrence Stevensonwasinterviewed, but not until
months after the decisions had been made to sue and to advocate prosecution.
Let us see what light Mr. Stevenson might have shed.

The interview notes of Lawrence Stevenson were introduced for very limited

purposes. | could not bear them in mind when making findings as to
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Westminer’s knowledge at the time of acquisition. They were introduced only
to show what was given by Westminer to the OSC in February 1989 and what
Westminer may have known at November 28, 1988. Latein November 1987,
Stevenson went underground at Beaver Dam with Mr. Pollock and “a mine
geologist”, who must have been Mr. Campbell. “At notimeduring hisvisit was
Stevenson told that Seabright was no longer relying on the MPH reserve
calculationsortheMPH data.” He* definitely” would remember being told such
athing. Hewastold, by David Armstrong before the underground tour, that the
reserve figures “were being recalculated because they were going to a bulk
mining method and that, while they expected the grade to go down, they
expected the tonnage to go up.”

Mr. Grimley’s interview notes record that he and Kilpatrick had spoken with
Mr. Coughlan and Dr. Garnett following Robertson’s work at the site in
December 1987. Grimley and Kilpatrick had noted the poor results from the
first half of the 6000 tonne “bulk sample’, and had discussed this with
Armstrong and Keohane. Kilpatrick now “felt that the narrow vein would not
beworkable.” Mr. Grimley said he advised Mr. Coughlan and Dr. Garnett “ that
the underground sampling had not produced the val ues expected” and results of

thefirst half of the bulk sample were “ever worse” based on rod mill discharge
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tests. Grimley was pessimistic about the second half of the bulk sample and he
could see no reason why the Lakefield assays would prove better than the rod
mill dischargetests. According to the notes, “We concluded the conversation
by saying that they should complete the sampling. Once thiswas completed the
economicswould haveto belooked at again because of thelow grades- thiswas
definitely implied ....” One would haveto hear Mr. Coughlan and Dr. Garnett
to assess what was definitely inferred. In any case, at the end of the interview
Mr. Grimley made it clear that he did not state directly that he then considered
the mine uneconomic. Hefelt the conversation was consistent with the second
Robertson report.

Mr. Wise aso considered certain dealings with Seabright’ s Halifax solicitor as
possibly suggestive of wrongdoing. During hisMay interview, Mr. Armstrong
had claimed that after the take-over bid Mr. Coughlan had told the vice-
presidents not to concern themselves with whether disclosure had to be made
because Mr. Coughlan had received legal advice on the subject. Mr. Wise and
Mr. Braithwaite were interested to know what advice had been given by
Seabright’ s counsel, Ms. Gordon. Mr. Braithwaite telephoned Ms. Gordon. It
does not appear that he told her specifically what was required. Rather, he

proposed that she might meet with Mr. Wise and himself to discuss matters
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relating to Seabright in November and December 1988. Ms. Gordon took the

request under advice. After conferring with colleagues, she wrote:

Following our telephone discussions yesterday, | reviewed with my colleagues your
request to discuss with certain Western Mining representatives matters relating to
Seabright Resources in November and December of last year. We fedl it would not
be appropriate for me to participate in such meetings without the knowledge and
consent of the former Board. If you wish meto approach the former Board members
for consent, then | would appreciate your clarification of the matterswhichyouwould
like to discuss.

According to Mr. Wise, Westminer did not want the former directors to know that
inquiries were being made and Ms. Gordon was instructed not to seek their consent.
Not long afterwards, her firm was discharged as solicitors for Seabright by Mr.
Braithwaite. Ms. Gordon turned over her files on Seabright but she advised Mr.
Braithwaite that her firm wasretaining, for thetime being, “any material pertaining to
advice given specifically to the members of the Board of Directors.” She wrote that
this material “does not appear to be consequential” but her firm felt it would
inappropriate to deliver what “may be the property of other clients.” Shereferred to
“your stipulation that we not disclose to the former Board members the nature of your
communications with us.” Mr. Wise testified that this episode left him concluding
either that there had been no advice or that there was something there that someone did

not want Westminer to see. The latter is a groundless suspicion of Ms. Gordon’s
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truthfulness with her client. Theformer isthetruth and it indicates another reason for

careful assessment of information provided by Mr. Armstrong. Armstrong required

assurances from Mr. Lalor that Westminer would not sue Mr. Armstrong and that

Westminer would cover his costsif Mr. Armstrong was sued by the former directors.

Armstrong appears to have been very conscious of hisown exposure. Further, asMr.

Lalor knew that Armstrong and other technical staff had taken the responsibility of

writing thetechnical portionsof public documents, whichwouldincludethe November

1987 offering memorandum, it isto be inferred that Mr. Armstrong was conscious of

hisresponsibility in that regard. Armstrong had motive to suppose that Coughlan had

represented or misrepresented to Armstrong the existence of alegal opinion that the
public record did not require amendment through further disclosure.

[96] Through the course of Mr. Wise' s direct examination, my attention was drawn
to various evidence gathered after Westminer sued the former directors. This
included notesof further interviewsand reportsof expertsretained by Wesminer
in the course the suit brought against it by the former directors. He said hetook
the evidence to which he was referred as confirmatory of the conclusions
reached by Fasken & Calvin and by himself. | refer generally to the decision of
Justice Nunnin saying that there was al so much evidence coming to light which

contradicted those conclusions. Through the course of Mr. Wise's cross-
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examination, it was made clear that the investigation paid scant attention to the
work of the North American Acquisition Program. However, representations
made to the enforcement section of the OSC, averments in the statement of
claim and a statement made by Westminer to the public had two components:
the supposed knowledge of Coughlan and the other directors, on the one hand,
and, on the other, Westminer’ s enquiries and state of knowledge. Inlight of all
theevidence, | find that Westminer chosenot toinvestigatein any detail thetrue
state of its own knowledge at the time the take-over bid was made or the time
it was closed.

| do not accept the evidence of Mr. Morgan or Mr. Wise to the effect that the
purpose of theinvestigation wasto discover thetruth. Their characterization of
Westminer’ seffortsasan objectivefact-finding exerciseisbelied by theevident
failure to challenge Campbell and Armstrong where grounds for challenge
appeared, the failure to request any explanation from Coughlan or the other
directors, the apparent failure to demand explanations from MPH and the focus
upon Coughlan’ sknowledge to the exclusion of knowledge gained by members
of the acquisition team. Westminer was gathering evidence against Mr.
Coughlan and the others, it was not attempting to objectively ascertain relevant

facts.



Page: 148

Westminer’s Actions and Motives.

[98]

[99]

In mid-February, 1988 the Seabright board was called together so members
could be replaced. Except for Mr. Coughlan, the directors resigned and were
replaced by Westminer nominees. The new board members included Mr.
Morgan, Mr. Morley and Mr. Braithwaite. The new board then elected Mr.
Morgan to be president, and Mr. Coughlan was to serve as deputy chairman.
Mr. Morgan isrecorded as having thanked Mr. Coughlan “for the co-operative
manner displayed”. This was after Mr. Lalor had sounded the alarm about
Beaver Dam within the parent corporation.

Early in May the Westminer Board was advised that the Beaver Dam was now
forecast to produce only 40,000 to 50,000 tonnes at three grams atonne. On
May 13, 1988 Westminer made an announcement, which was filed with the
exchanges. As| said before, it stated that a review of the companies acquired
in North Americawas being undertaken “to verify the information available to
WMC prior to acquisition”. Therelease al so stated “Work to date suggests that
the operations and properties meet WM C'’ s expectations, with the exception of

Seabright ResourcesInc....” A release was made the same day by Mr. Lalor as
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president of Seabrex. It referred to the Westminer release and pointed out that
the Seabrex properties were separate. Not surprisingly, the announcement led
to press comment. Northern Miner referred to the Seabright purchase as an
operational disaster “which standsto potentially become the granddaddy of the
decade’. Thearticle mentioned talk of a suit against former management, then
criticized Westminer thusly, “ Once again, we bring to our readers attention two
simple yet powerful words - due diligence - the rigorous application of which
IS known to prevent such monstrous investment decisions.” In Australia, the
Sydney Morning Herald ran an article titled “Have Hugh and the Boys Bought
aLemon?’, which referred to expectations of 45,000 ounces of gold ayear from
Seabright compared with “paltry” first quarter production and “amiserable 3.7
gramsatonne”. It reported, “Canadian sources have maintained all along that
the locals got a damn good price for a fairly ordinary mine.” The evidence,
particularly that led through cross-examination of Mr. Morgan and Sir Arvi
Parbo, makesit clear that for a corporate interest, Westminer is quite topical in
Australia. The Seabright purchaseand thelitigation werewidely reported upon.
It was made clear enough by the evidence asawholeand it wasexplicitly stated

during the cross-examination of Mr. Wise that perceptions of public image
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motivated Westminer's decisions respecting Mr. Coughlan and the other
directors.

Press reports indicating that Westminer may be considering a suit against the
former directors, came out in early June. Before that, Mr. Lalor asked Mr.
Coughlanto resign asadirector of Seabright. He made no mention of the press
release or the investigation into Mr. Coughlan’s activities. Rather, he referred
to Westminer’s decision to operate “in its own right” and said “you also seem
to be fairly committed to other developments’.

In June 1988 Mr. Wise prepared a briefing book concerning causes of action
against and regulatory violations by the former Seabright directors. He
submitted thisto Mr. Morgan, who prepared a presentation for the Westminer
board including the briefing book. The book was the subject of a claim of
privilege and an application before Justice Kelly. Some extractswere released,
andthosearebeforeme. A further extract touching upon Cavalier was produced
at trial. The book includes the conclusions quoted above in reference to the
investigation, that Coughlan and Garnett were liableto Westminer for violation
of disclosure requirements, for conspiracy to injure and for fraud and that the
directors were, at the least, likely to be liable in negligence. The

recommendation was to sue Coughlan and Garnett in fraud, conspiracy and
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negligence, to sue the other directors in negligence only, to claim damages of
$70 million and, on an allegation that the sale of their own sharesto Westminer
constituted aviolation of insider trading restrictions, to claim an accounting and
attachment of traceable proceeds. Mr. Wise had written that the evidence
against Coughlanand Garnettis*very strong” and Westminer would“ probably”
succeed against therest. Hereferred to the possibility the other former directors
might receive some sympathy “if they can demonstrate that Coughlan largely
kept theminthedark” and he stated “1f we conclude after such oral examination
[discovery] that the proceedings should be pursued only against Coughlan and
Garnett, then we can easily delete the other directors....”

A special board meeting was convened on June 29. Present wereten directors
including twowho gaveevidence, Sir Arvi Parboand Mr. Morgan. Also present

were the secretary and Mr. Wise. The minutes read:

Discussions took place on the Managing Director’s memorandum dated 28" June,
1988 and attached report from the General Counsel. It wasnoted that the Company’s
investigation into the affairs of Seabright suggests that the information provided by
that company to its shareholders and stock exchanges was incompl ete and known by
at least the President of Seabright to be incomplete at the time of Western Mining's
bid, and therefore it was considered that the Company should in all likelihood
commence a civil action against the former directors of Seabright and advise the
Royal Canadian Mounted Police and the Ontario Securities Commission that in the
Company’ s view, relevant Canadian laws had been breached.
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Asindicated by “in al likelihood”, afinal decision was not then made. The minutes
conclude “Directors would be contacted individually over the next week or so after
they had been ableto study thereport, to confirm the abovedecision.” That wasdone
and all directors agreed the company would commence action and report the former
Seabright directors to the RCMP and the OSC. According to Mr. Wise, Mr. Morgan
and Sir Arvi Parbo, the preference was for prosecution by the authorities rather than
suit. Mr. Wise portrayed Westminer as a reluctant litigant. Although he said he had
information that Westminer could realize about $10 million on judgments against the
former directors, the preference wasthat the facts be established through prosecutions.
[103] Notes from the board meeting and the evidence of Mr. Lalor, Mr. Wise, Mr,
Morgan and Sir Arvi Parbo made it clear that vindicating Westminer’'s
reputation was the motive for this decision. The board was warned by Mr.
Morgan that any award might not be recovered, even “in part”. As Sir Arvi
Parbo put it when he testified, Westminer had suffered a very severe loss
financially and to its reputation. He said the corporation was out “to set the
record straight with our shareholders, with the public, and also to try to recover
some of thisloss.” Asfor the reputations of the former directors, the damage
caused by allegations, even allegationsof fraud, inacivil action or aprosecution

“Just seemsto me a part of the system”.
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After the Westminer board made its decision, Mr. Wise was dispatched to
Toronto. By then, Seabright and other newly acquired companies had been
taken private and they were being amalgamated into Westminer Canada
Limited, which was wholly owned by Westminer Canada Holdings Limited.
The boards of these corporations met on July 11. Various officers were
appointed for the operating company, including David Armstrong who was
made a vice-president locally managing the Seabright operation. Both
corporations resolved to retain Fasken & Calvin in reference to possible
litigation over Beaver Dam. They also authorized Mr. Lalor, as president, to
causethe corporationsto commence suit against theformer directors. Mr. Lalor
testified that his own views were divided. On the one hand, he thought
Westminer should try to vindicate its decision to take Seabright over. On the
other hand, litigation involves time, energy and expense and is not usually
financially attractive, he said. Ultimately, he approved the suit because he had
no choice. Theboard and managing director of the parent corporation had made
the decision.

Three efforts launched by the Westminer corporations require assessment:

reporting to the OSC, suing the former directors and making public statements.
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| will deal with the suit and the public statements. The approaches to the OSC
began in mid-July, but | shall come back to that subject |ater.

[106] Westminer was up against alimitation period which limited astatutory cause of
action it was planning to plead against all directors. Subsection 75(1) of the
Ontario Securities Act prohibited insider trading when the insider was aware of
an undisclosed material fact or material charge. Subsection 131(1) made the
insider liable in damages to the person with whom the insider traded. Section
135 provided that actions such as those under 131(1) could not be commenced
after 180 days from when the aggrieved party first had knowledge of the facts
giving rise to the cause of action. Westminer calculated that its claim could be
prescribed at the beginning of August 1988. Mr. Wise and others had met with
representatives of the enforcement branch of the OSC and Westminer was later
advised that no decision for or against prosecution could be made beforethe end
of the month. During the evening of Thursday, July 27, Toronto time, a
conference call was held in which Morgan, on behalf of Westminer, and Lalor,
on behalf of the Canadian subsidiaries, authorized the suit. Counsel were
instructed to file a statement of claim with the Supreme Court of Ontario the
next day, Friday, July 28, and seeto it that Mr. Coughlan was served in Halifax

on Saturday the 29". According to Mr. Lalor, Mr. Morgan indicated “very
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strongly” that he wanted the suit to proceed. The statement of claim wasissued
and filed. It was given to a courier for delivery on Saturday to the home of
Westminer’ snew Nova Scotiasolicitor, Mr. Bill Cox, Q.C., who wasinstructed
by Mr. Wiseto haveaprocess server on standby to serve Mr. Coughlan at home.
Why such expeditious service? Mr. Wise saysit is good practice that a person
being sued for fraud should know of it as soon as possible. No doubt that is
true, but such apractice would better be achieved by warning the person before
publicfiling if, for some reason, a private demand or arequest for explanations
had not already been made. | doubt that good practice wastheonly motive. The
Westminer board met at 9:00 am. on Wednesday, August 3, Melbourne time,
which was the evening of Tuesday, August 2, Halifax time. When it met, the
board was asked to approve a public announcement of the suit and that very day
alengthy public announcement wasreleased to all exchangestrading Westminer
stock. | believe the rush was to have Mr. Coughlan served, if not other
defendants, before Westminer’ s story hit the presses, and the motive was to get
the story out as quickly as possible, if not also to create adivision between Mr.
Coughlan and the other directors. In fact, the courier failed. The documents
werenot placed in Mr. Cox’ shandsuntil Tuesday, August 2, and it appearsthat,

to the knowledge of Mr. Wiseand Mr. Morgan, Mr. Coughlan was not aware of
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the claim or the suit until just about the time the Westminer board was meeting
in Melbourne. Mr. Coughlan managed to contact the other defendants not long
after the process server left his home. This was the height of the summer.
Westminer certainly took the risk that some defendants would learn of the
allegations from media.

The public announcement broadly published by Westminer on August 3 was a
distortion of the facts known to Westminer. It began by announcing the suit in
Ontario against the former Seabright directors, then it ran at length presenting
information as established fact, not as allegations made in the suit, discrediting
what Sir Arvi Parbo said in cross-examination about damage to defendants
reputations being a mere consequence of the legal system. The announcement
included, “WMC researched and priced its bid for Seabright on the basis of the
public record which had been filed by Seabright with the Ontario Securities
Commission.”  This implies that Westminer did not acquire extensive
information from beyond the public record, whichisuntrue. Theannouncement
refers to the 1986 annual report including the results of the Kilborn study then
stated, “ The public record therefore clearly stated that the Beaver Dam property
contained substantial proven resources of gold ore which could be profitably

mined.” | refer to my review of the public record that was in the hands of
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Westminer’s acquisition team in finding that this statement is a distortion of
what Westminer knew about the public record. Also, any statement on
Westminer’s understanding of the public record cries out for the caveat that
Westminer failed to read the latest public document avail able when the bid was
made and did not avail itself of the latest reports referred to in that document.
| nstead, theannouncement skipsto thel ock-up agreementsand thetake-over bid
as if the annual report had been the last word on Beaver Dam. The
announcement advisesthe public“WM C hasconducted acomprehensivereview
of Seabright’s internal records and activities’. The review was by no means
“comprehensive’. Thisreview and the results from Beaver Dam were said to
have led Westminer to conclusions “... that the public record of Seabright
contained serious deficiencies, was misleading and was not corrected through
the Director’ s Circular or otherwise during the take over bid.” To bolster this,
the announcement said: “Seabright’s own underground exploration and mill
treatment of bulk samplesof oreduring 1986 and 1987 had failed to confirm the
publically stated Beaver Dam ore reserves.”, leaving out the facts that the
underground exploration was regarded as a single bulk sample and it was not

complete. Then this,
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On December 11" and 15", 1987 Seabright was advised by a firm of consulting
geologists it had retained that there was considerable doubt whether sufficient
mineable reserves could be identified and consequently that the economic viability
of the Beaver Dam property was in serious doubt.

In fact, Westminer had received advice just amonth before from Mr. Grimley that the
direct question of Beaver Dam being economic had not been asked or answered in the
discussions with Mr. Coughlan on December 15.

[108] | do not proposeto review in any detail the courses of the variouslitigation after
July 1988. The Westminer allegations harmed Mr. Coughlan’s reputation in
business until thetrial and appeal decisions. In addition, he was burdened with
massive expenses and much of his time was consumed and his energy sapped
to the detriment of the business he was attempting to develop. These are
subjectsto be discussed in the next part. Westminer withdrew itssuit six years
later, after the findings against it were made at trial and confirmed on appeal.
In those six years Westminer’s animus remained the same. Two subjects
deserve the briefest mention as | assess Westminer’s intentions towards Mr.
Coughlan and the other directors. Thefirst concernsthe policy of insurancefor
directors and officers' liability, which Westminer allowed to lapse amost
contemporaneously with its making the former directors aware of the claims

against them by serving Mr. Coughlan. | will summarize most generaly
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evidencediscussed in detail by Justice Nunn because little new information has
been provided to me, though much the same evidence wasrepeated. The policy
was on aclaims made basis and Seabright, now Westminer Canada, was agent
to report the claims to the insurer for the former directors. Employees of
Westminer, including one who kept all corporate insurance organized, were
awarethat Seabright had purchased the policy and that it remained in effect until
August 1, 1988. They intended to let it lapse. In the weeks leading up to the
suit, Mr. Braithwaite persistently inquired after such apolicy. Mr. Lalor says
he thought he had instructed all policies were to be cancelled. Mr. Wise says
Mr. Lalor told him the directors’ and officers insurance had been cancelled.
Mr. Braithwaite wastold by Mr. Peter Maloney it had been cancelled. | refer to
Justice Nunn’ sdecision for his discussion of the uncertainties with whether the
insurer might have provided cover to the policy limits and for legal feesin the
action brought by Westminer and for hisdiscussion of negligencein that regard.
For the purposes of this case, it is sufficient to observe that there was serious
neglect on the part of Mr. Lalor and Mr. Maoney and such is a further
indication of the attitude of Westminer towards former directors. (It was not
submitted by the plaintiffs and, in any case, | would not find that \Westminer

deliberately timed commencement of action with the lapse of the policy.) The
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second subject concerns Westminer's amendment of the statement of claimin
the Ontario proceeding. It will be recalled that the Westminer board was told
that the directors other than Coughlan and Garnett might seek to show that
Coughlan had kept them in the dark, and the strategy was to see what evidence
they would give on discovery with the possibility of dropping the case against
them. As decided by the board, those directors were sued in negligence, not
fraud. Although discoveries had not taken place, the concerted approach of the
other directors with Coughlan and Garnett would have been apparent by
December 1988 because the outside directors had launched their own counter-
suits following those of Coughlan and Garnett. As Mr. Braithwaite had seen
before the suit, the Seabright by-laws contained ausual provisionindemnifying
directors for negligence but not willful misconduct. Toronto counsel for the
outsidedirectorslet it be known that he was considering an application to strike
the clam against his clients because the claim and the indemnity were
circuitous. Mr. Wise saw merit in this. The subject was discussed with Mr.
Morgan. Westminer amended the statement of claim to allege wilful
misrepresentation, in effect, fraud. Not readily but eventually through cross-
examination, Mr. Wise's testimony established that Westminer had no new

evidence against the outside directors since Mr. Wise's report to Mr. Morgan
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andtheir presentationstotheboard. Allegationsof fraud weremadefor entirely
strategic reasons. This is an instance showing the vehemence with which
Westminer pursued the directorsin order to persuade othersthat WWestminer had
not been the victim of its own bad judgment.

The dealings between Westminer and the enforcement branch of the OSC go to
two subjects. The first is the question whether Westminer influenced the
enforcement branch to bring administrative proceedings against Mr. Coughlan.
The second concerns what the communications between Westminer and OSC
show of any intent on the part of the Westminer companies to cause harm to
others, regardless of any actual influence. Based largely upon my acceptance
of the evidence given by Mr. Joseph Groia, head of enforcement for the OSC at
the time, | find that Seabright was brought to the attention of the enforcement
branch by Westminer and Westminer remained in communication with the
branch throughout its sixteen month investigation, but actions were taken by
members of the branch in accordance with their responsibilities to conduct
Investigationsindependently and to makejudgmentsindependently. Westminer
did not instigate the investigations that were undertaken and it did not instigate
the administrative charges. Later, | will attempt to explain the basis for these

findings by reference to the course of the investigations and of the
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administrative proceeding, subjects which bear on other issues as well.

However, | will begin with the numerous communications between Westminer
and the enforcement branch of the OSC, few of which were disclosed by
Westminer to the plaintiffsin the Seabright case or placed before Justice Nunn.
Shortly after the decision of the Westminer board and Mr. Wise's arrival in
Toronto, a meeting was held at the offices of the Ontario Securities
Commission. A request had been made to the Acting Executive Director of the
OSC and heand Mr. Groiaattended. They met Mr. Braithwaite, who Mr. Groia
describes as a colleague, and Mr. Roy and Mr. Wise. Mr. Groia made some
notes of theinitial presentation by Westminer and Mr. Braithwaite prepared a
memorandum recording what had taken place initially and through the course
of the meeting. Mr. Roy made an oral presentation of the events as understood
by Westminer, and Mr. Braithwaite supplemented this with some comments of
his own. Subjects noted by Mr. Groia included the 1986 annual report, a
statement that therewasin fact no mine and no ore, results of lessthan onegram
atonne were apparent from the 1986 and 1987 exploration, no material change
reports were filed, there was “ some hope” in November 1987, Armstrong had
had a 30% confidence of success, Kilpatrick, Grimley and Armstrong

communications in December including Armstrong reported Robertson’s
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comments to Coughlan, Coughlan’s reported remark that staff had negatively
influenced Robertson, Coughlan emphasizing a need for secrecy, Armstrong
being reassured by Coughlan, and “defer written report”. It isclear from Mr.
Groia's notes that representations were made as to Westminer’'s actions
including “decided todovalueby publicrecord”. Mr. Braithwaite' smemoranda
Isgenerally consistent with the evidence of Mr. Groiaand Mr. Wise asto what
was said after the initial presentation. | accept it as an accurate record. There
was a discussion of civil remedies under the Securities Act. Mr. Groia is
recorded as having said the presentation indicated a number of offences under
the Securities Act and, in his view, “everything would depend on his ability to
prove beyond a reasonable doubt that there had been a material change”. He
said he would review materials compiled for Westminer, he would involve the
OSC staff geologist in assessing the public file and the materials supplied and
it would take Mr. Groiaafew weeks but he would provide his assessment of the
case. Mr. Groiaasked Mr. Wiseif Groia“had the green light to proceed”. The

memoranda records:

Colin Wise took a moment to give Joe and Frank some background on Western
Mining and to provide them with aflavour for what WM C’ s thinking generally was
on matters such asthis. Colin indicated to Joe that his preference at the present time
was for Joe to consider that he had ared light from Western Mining. Joe indicated
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that he accepted that and that he would have the OSC conduct their review of thefile
nonetheless. After the review was compl ete Joe would speak to Western Mining and
adecisionwill be made at that time asto whether the OSC would initiate proceedings.
Joe made it clear that he could not promise that the OSC would not proceed if
Western Mining asked them not to, but in the circumstances Joe indicated that the
wishes of the party which has been harmed like Western Mining would be taken into
account by the OSC.

It issaid that Mr. Groiastressed the integrity of Ontario’ s capital marketsand he“was
adamant that if wrong doing had occurred hewould go for severe sanctionsagainst the
wrong doers, such asajail sentence.” In cross-examination Mr. Groia, who had no
recollection of the subject independent of his notes, said he may have mentioned jail
when indicating what the statute provided for maximum penalties but in a case of this
nature, case law would not have supported a jail sentence. The meeting appears to
have closed on Mr. Groia s advice that the one year limitation period on prosecutions
had begun to run and his request that Westminer’s lawyers forward their “research
memoranda’. The latter appears to mean the interview notes and other documents.
The reference to a one year limit indicates Mr. Groia's mind was then on criminal
prosecution. A decision was later made against prosecution and in favour of
administrative proceedings, which must be brought within two years of the OSC
recelving information. Mr. Groia described Westminer's characterization of the

alleged violations as restrained, and he said that Westminer’ s conduct in general was
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restrained. That word doesnot describe Westminer’ sstance at the next meeting, which

did not include Mr. Groia.

[111] Between July and October 1988 Mr. Roy delivered various packages of
materialsto the OSC. Thisand subsequent deliveries were as expected by Mr.
Groia because of the request he made at the first meeting. It is clear that Mr.
Roy was also in telephone contact with the enforcement branch and knew that
no decision had yet been made about prosecution but the subject was being
investigated by Mr. Frank Allen, a corporate finance lawyer temporarily
assigned to enforcement, and Mr. Nigel Campbell, alitigator in the branch on
secondment from Blake Castle. In October Mr. Roy received acall from Mr.
Campbell. | haveMr. Roy’ smemorandum and it wasadmitted by agreement for
its contents. Mr. Campbell advised that enforcement believed there had been a
breach of the Securities Act but any action ought to be referred to the Nova
Scotia Securities Commission. Mr. Roy replied that “Westminer would be
extremely displeased if the matter wasreferred tothe NovaScotiaCommission”.
He said that commission had almost no staff and would not be adequate to the
task. (Indeed, our commission had only been established by legislation passed
inthepreviousyear, and regul ations had not yet been made.) Mr. Roy requested

ameeting. Mr. Wise was available and they met with Mr. Campbell and Mr.
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Farr at the OSC offices, the same day as the telephone call. Mr. Wise made a
lengthy memorandum of this meeting. At the meeting, Mr. Roy produced a
letter showing that Seabright had never been areporting issuer under the Nova
Scotia Securities Commission. Campbell isrecorded by Wiseashaving said “it
might mean that if the OSC decided asamatter of principlethat Coughlan ought
to be prosecuted then they would have to do the work.” Mr. Wise wrote that
Campbell said “they had completed their investigations’. (In light of the
evidenceof Mr. Groig, itismorelikely that Campbell said they were completing
their preliminary assessment. Formal investigation had not even begun at this
time.) Campbell and Farr are said to have “ concluded that a breach of the law
had taken place” but they felt the civil action brought by Westminer “would be
enough to redress the wrong that had occurred”. Mr. Campbell and Mr. Farr
stressed that no final decision had been made and they would review the matter
with Mr. Groia. Thesingular interest of Westminer to show the businessworld
that it was avictim rather than a complainer refusing to take responsibility for

its own bad judgment was made clear by Mr. Wise:

| described at some length who Western Mining was and our position of credibility
in the world’ s exploration and mining industries and in the securities markets. We
were reticent about bringing this action recognising that it was most unlikely that we
would recover much money from the defendants but nevertheless felt that our
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creditability had taken asevere hammering in the pressin both North Americaandin
Australia and very considerable interest was being shown in the case by securities
analystsalmost to the extent that questionswere being rai sed about thejudgmentsthat
Western Mining had shown in making this purchase without conducting proper due
diligence. | pointed out that we were determined that the truth should finaly be
brought out in this case and we wanted the smart guys on the street to understand that
we had not made an error of judgment but that a fraud had been committed.

Westminer’'s desire to influence the enforcement branch towards prosecution is

obvious from this;

| also emphasised that we had already listed the company’s shares throughout the
main exchanges in Europe and were now seeking listing on the New York Stock
Exchange. We had plans to remain in America and in Canada in the long term
eventually replacing our Australian expatriate staff with Canadian senior
management. We were alaw abiding corporate citizen and had made our investment
in Canada in the expectation that the integrity of the law would be upheld and
maintained at all times and we therefore looked to the OSC to enforce the law in
circumstances like these.

Theseremarksof Mr. Wise caused Mr. Campbell and Mr. Farr to observethat they had
to consider the cost of prosecution against the potential return. The enforcement
branch “had to choose their cases to prosecute very carefully”. The vehemence of

Westminer’ s attack upon Mr. Coughlan is evident in the response to that observation:

We responded by saying that Coughlan had got away with a significant fraud and
would do it again to the detriment of the capital markets unless he was stopped. He
was either going to be stopped now or within the next ten years because it was likely
that he would repeat the scam. So far as we were concerned we wanted to see
Coughlan jailed.
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The memorandum indicates Westminer considered Coughlan “the main law violator”
and Garnett “just asmall bit player”. Asfor the outside directors, McCartney “may
have known what was going on but we were presently uncertain about the cul pability
of the other members of the Board.” This, less than two months before Westminer
added a claim of fraud against the outside directors without having any additional
information. At the time this meeting was held and for some months afterwards the
enforcement branch was considering criminal charges or administrative proceedings
for insider trader violations. That would have brought the take-over bid into issue. At
the time of the meeting Mr. Campbell and Mr. Farr asked questions which show they
were beginning to look into Westminer’ s approach to the acquisition and the accuracy
of Westminer’ srepresentation madeat the July meeting and el sewherethat it had relied

exclusively on the public record.

They asked meto describe what due diligence work had been conducted and whether
or not we had sought the views of any person to try to seek aninside view onwhat the
orereserveswerelike. | gave them adetailed run down on the methodology of how
we had bid based entirely on publicly availableinformation in the desireto not arouse
anyone’s suspicions in such a way that would inflate the share price prior to our
attaching a premium to the then current market price. The only outside person that
we sought a view from was Michael Chender.
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Thisisaremarkable statement because of the warnings Chender sounded and because
of the work of Lawrence Stevenson. Similarly, Campbell and Farr wanted to know

what was wrong with the MPH work.

We explained that they should seek their own technical advice with regard to the
difference between cut cores and cores which had not been cut emphasising that the
problem with the MPH report was that they had earlier cut some cores but later
changed this practice without letting the world know and in any event areview of the
MPH reportson filewould not give any ideaof the orereserve calculation difficulties
with Beaver Dam.

In fact, the public record provided that the Kilborn report was publicly avail able at the
Seabright office at the very time of the bid and Kilborn states explicitly that no cutting
factor was applied by MPH in formulating its latest reserve calculations. The
following shows the extent to which Westminer was prepared to conjecture

wrongdoing by Mr. Coughlan and to vilify him:

We suggested that Coughlan held notes and legal advice belonging to the company
which would be highly relevant to any OSC prosecution and that they should conduct
an enquiry with aview to inter alia getting hold of those notes.

In cross-examination, Mr. Wise related this serious accusation only to the episode
where Westminer requested information and documents from Ms. Gordon. | have

already discussed the exchange between Mr. Braithwaite and Ms. Gordon in June



Page: 170

1988, and to her deleting some materials but offering to get consents from the former
directors. As | mentioned, she was instructed by Westminer to maintain secrecy.
About two weeks before Westminer sued and issued its press release, Westminer no
longer required secrecy. Through Mr. Cox, Westminer indicated to Ms. Gordon “it
wants you to seek the consent of those former Directors of Seabright Resources Inc.
you claim to have been acting for”. The Ontario rulesfor disclosure were engaged by
Westminer’s suit, and the Nova Scotia rules were engaged at the time Mr. Wise met
with Mr. Campbell and Mr. Farr. Unlike Westminer in the Nova Scotia action where
the existence of the very document now under discussion was not disclosed, Ms.
Gordon had disclosed the fact of the materials though, out of concern for possible
claimsof confidentiality, shedid not disclose the contents except to say they appeared
inconsequential. Thefact of the materials had been disclosed, and Mr. Coughlan was
to be under obligationsto swear an affidavit of documentsin Ontario and serve alist
of documentsin Nova Scotia, with any claim of privilege particularized. What athin
basisfor alleging to aprosecutor at the OSC that Mr. Coughlan was withhol ding notes
and legal advice belonging to Westminer Canada.
[112] Mr. Wise's memorandum contains a compendium of evidence showing
Westminer’sintentions as found against it by Justice Nunn, although he never

saw the document. The attitudes it evidences cannot be taken as exclusive to
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Mr. Wise. He was discussing OSC developments regularly with Mr. Morgan
and he frequently reported to the board about the OSC and Seabright. The
attitudes, the tenor and the representations evident in what Mr. Wise said that
day must be taken as showing the attitudes, tenor and intent of many within
Westminer and as corporate. Firstly, thiswasclearly an attempt by Westminer
to lobby the enforcement branch to prosecute and to seek incarceration. Also,
this is another instance of Westminer failing to state the truth about its own
knowledge and efforts before the bid was made or closed. Further, we seethe
willingness of Westminer to make a groundless accusation against Mr.
Coughlan. And further, Westminer’s objective, to lead the business world to
believe that its acquisition program was a competent rather than a reckless
exercise, is made express. And over-all, we see in Mr. Wise's statements the
vehemence with which Westminer was prepared to attack the former directors
in order to achieve that objective.

[113] It appears that shortly after this meeting Mr. Roy was advised that a
determination had been made that “the matter should proceed”. According to
the process described by Mr. Groia, this would mean that the enforcement
branch had reached a preliminary assessment and had determined that aformal

investigation was warranted. Mr. Roy continued supplying materials, but there
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ISno evidence of communicationswith the OSC respecting anything other than
supply of materials until after a notice of hearing was issued late in 1989. By
this time the enforcement branch had decided not to proceed with criminal
charges, and to seek administrative sanctions against Coughlan only.

Thenoticeof hearing alleged that in mid-June 1987Coughlan wasawarethat the
MPH work had ceased to bear relevance to the work at Beaver Dam and
reinterpretation commenced at that time, which involved scaling back the work
forceat Beaver Dam. Thesewere alleged to have been material changes, which
ought to have been disclosed in June. The offering memorandum of November
1987 was alleged to contain misrepresentations because it repeated the MPH
reserve calculations without stating they now lacked significance and without
stating contrary indications from the underground exploration. Further, the
noticealleged that by |late November 1987 therewere significant indicationsthat
high grade ore did not exist and bulk mining had only a 50% potential; thiswas
said to have been conftrmed by Robertson in mid-December. Thiswasalleged
to beamateria change, which was not disclosed. No allegations were made of
insider trading violations. On the basis of the allegations, the OSC was to

consider restricting Mr. Coughlan’s trading activities in Ontario by excluding
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him from the exemptions provided in the then sections 34, 71, 72 and 92 of the
Securities Act.

Shortly after the notice of hearing was announced by the OSC, Mr. Roy and Mr.
Wise met with Mr. Groia. The meeting is recorded in a memorandum of Mr.
Roy’'s. They expressed Westminer's pleasure and offered any assistance
Westminer could provide. Mr. Groiafelt it would be appropriate for Mr. Roy
to contact Mr. Campbell, who would lead the case before the Commission on
behalf of the enforcement branch. Insider trading was still on the minds of Mr.
Roy and Mr. Wise. They discussed “Clarkson’s trading analysis,” an expert
report prepared for Westminer, and “refining that report with the hope of
pursuing the RCMP”. This must be areference to contacting the RCMP with
aview to fraud charges under the Criminal Code. “Mr. Groiaindicated that he
felt our money could be spent more efficiently elsewhere.” At the meeting, Mr.
Groia appears to have raised the possibility that the enforcement branch may
subpoena documents disclosed by the plaintiffs in the Nova Scotia action.
Westminer was prepared to instruct Halifax counsel to make an application for
relief from the implied undertaking against collateral use of the disclosed

documents.
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Two monthslater, in February 1990, Mr. Roy spokewith Mr. Campbell, “for the
purpose of offering any assistance”. The only evidence of this communication
ISMr. Roy’sletter to Mr. Wisereporting on the discussion. Mr. Campbell said
he would get back to Mr. Roy but Mr. Roy said “that we have some documents
he has not seen”. These were among documents produced by the plaintiffsin
Nova Scotia, and release would require relief from the implied undertaking.
Apparently, Mr. Roy had in mind advice given by Ms. Gordon to the directors
at varioustimesexplaining generally their disclosureobligations. Also, thetwo
discussed the strength of the case before the OSC and penalty. Campbell is
reported to have said “that they felt reasonably comfortable with the strength of
their case” and “they ‘wanted to shut him down for a period of time'”. Mr.
Campbell also said “they had intentionally followed aline of inquiry that ended
before any involvement by Western Mining.”

It isevident that Mr. Wise was following devel opments closely and he reported
them to Mr. Morley, Mr. Morgan and the board. He arranged for Mr.
Braithwaite to attend the hearing before the OSC, which was held latein March
1990. To Mr. Wise's disappointment, no evidence was called. Staff and Mr.
Coughlan had entered into a settlement agreement, which was presented to the

Commission with arecommendation for approval. | will refer to the agreement
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and to a contemporaneous agreement or assurance designed to permit Mr.
Coughlan to continue as an officer and director of Cavalier Energy in some
detail when | set out the facts relevant to Cavalier. In summary, the settlement
agreement included Mr. Coughlan’ s consent to trading restrictions for a period
of twelve months, an undertaking respecting disclosure of hisactivitieswith any
reporting issues and respecting supervision of his activities by the issuer's
directors or officers, and his paying $40,000 in costs. The agreement also
recorded Mr. Coughlan’ sdenial of the allegations against him and recorded that
he“maintainsthat at all material timesheacted lawfully, honestly, ingoodfaith,
with aview to the best interests of Seabright”. The Commissionersretired and
came back with an announcement they would grant an order approving the
Settlement.

Within two days Mr. Wise reported in writing to all Westminer directors. He
summarized the settlement agreement but included this statement, which is not
supported: “Coughlan admitted that the public record on which Westminer
Canadabased itsbid wasin fact the public record of Seabright Resources.” Mr.
Wise expressed disappointment and frustration “that the OSC settled with

Coughlan without there having been a specific finding on the facts, which
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provide the basis for Westminer's action against Seabright directors.” Once

again, it was made clear that the play wasto the street:

The fact that he has agreed to the loss of his trading rights, a restriction on his
business activities, and to pay the OSC’s costs, in itself could be construed as a
sufficient admission of guilt. To this extent we should not be disappointed.
Nevertheless, it would have been nice to have seen the OSC hearing proceed to its
logical conclusion by having Coughlan admit to the facts as alleged. The mediaand
industry will have to draw their own conclusion about just what the Settlement
Agreement means, because apenalty against Coughlan has been imposed without the
nature of the crime having been specified. Itisall left to implication.

Mr. Wise provided the directors with various materials, the last of which was “Press
cuttingsfrom thefollowing Canadian papersrel ating to the Settlement: Toronto Globe
& Mail, Financial Post, Halifax Chronicle Herald.”

[119] Thistracesthe OSC proceedingsfrom the perspective of Westminer. It remains
to summarize the proceedings from the perspective of the enforcement branch
in order to explain my finding that the enforcement branch was not influenced
by the representationsit received from Westminer. Mr. Groiatestified that the
enforcement branch would look into possible Securities Act violations based on
information coming to its attention from any number of possible sources,
including complaints of the kind made by Westminer but also including
newspaper reports of law suits involving securities. He said, and | accept, that

complaints from sophisticated parties represented by counsel are treated very
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carefully because the OSC enforcement branchisintent to ensurethe OSC isnot
misused as a private enforcement agency. The branch conducts its own
independent investigation if the initial information warrants. It begins with an
informal investigation leading to a preliminary assessment. Thiswill usually
involve the head of enforcement, Mr. Groia at the time, and lawyers reporting
to him, often one with a litigation background and one with a background in
corporate finance. The effort will often also involve expertsin fields such as
accounting or geology and investigators on staff who are usually drawn from
backgroundsin commercial crime investigation with the OPP or the RCMP. If
apreliminary assessment ismadein favour of possiblechargesor administrative
proceedings, the branch will apply to the Commission for a section 11 order,
which authorizes a formal investigation and affords the branch the power of
subpoenato hold private examinations, which arekept in confidenceasrequired
by the statute. A decision is made whether to lay criminal charges under the
Securities Act, which Mr. Groia considered one of his most serious
responsibilities. Alternatively, the decisson may be to seek administrative
sanctions from a board of commissioners acting judicially or the decision may

be to drop the matter.
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[120] In the course of the July 1988 meeting, Mr. Groia concluded that if what
Westminer said wastruethey had raised very seriousissues asto whether or not
there had been a violation and, if so, the violation would be of a serious order
because of the amount of money involved. He expressed thisconcern at theend
of the meeting and requested Westminer to divulge its materials. He became
aware at the meeting or shortly afterwards that litigation was intended and he
received a copy of the statement of claim issued at the end of the month. He
said that if the claim had come to the branch’s attention from any source they
would have been duty bound to ook into it because the apparent issues of non-
disclosure alegedly resulting in very significant losses and the issues of
potential insider trading struck at the heart of theintegrity of the capital markets
inOntario. He ordered the public record, the Commissioner’ sfileson Seabright
containing insider trading reports and any records of prior proceedings or other
complaints. He also arranged for Mr. John Drury, a staff geologist with
expertisein reserves and results, to do hisown assessment. Mr. Drury reported
late in August. This and other information is before me only to assess Mr.
Groia s knowledge and understanding, and it would only serve to confuse if |
weretodetail it. Based onthe documents supplied by Westminer to date and the

record obtained internally, Mr. Drury’s preliminary assessment was that there
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had been a falure to disclose materia facts and material charges.
Contemporaneously with Mr. Drury’swork, Mr. Campbell and Mr. Farr were
assigned. Assisted by Drury, Campbell and Farr, Mr. Groia came to a
preliminary assessment similar to that stated by Mr. Drury. Although hedid not
say so and athough his ability to relate detail was restricted by memory of
eventsthat occurred twelve years previous and by the statutory confidentiality,
this preliminary assessment must have been reached shortly after the meeting
between Mr. Farr, Mr. Campbell, Mr. Roy and Mr. Wisein October 1988 where
Mr. Campbell indicated somereluctance but indicated ameeting with Mr. Groia
was imminent. Mr. Campbell did not testify. Based on Mr. Groia's evidence,
| find that the decision to go forward was made on an assessment of the evidence
to date including Mr. Drury’s expert work rather than upon the dramatic
statements made by Mr. Wise to Mr. Campbell. Indeed, | detect from the
questions posed by Mr. Campbell and Mr. Farr some hesitancy to accept certain
representations made by Westminer.

Theinvestigation team was composed of Mr. Drury, Mr. Campbell, who would
lead any prosecution, and Mr. Farr, who wasl ater replaced by Ms. Susan Epplet.
Mr. Campbell presented as. 11 application to the Commission by which it was

asked to order “an investigation ... into the affairs of the former Seabright
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Resources Inc. and the individuals named”. We cannot know the names of the
individuals, except that Mr. Coughlan was one of them. Most of the written
submission is before me, and it clearly presents the Westminer allegations
according to the statement of claim in the Ontario action rather than referring to
anything said on behalf of Westminer to officials of the OSC in the July 1988
meeting, the October 1988 meeting or at any time. Based upon the
documentation supplied, the public record and insider trading reports, the
opinions of Mr. Drury, an examination of trading activities by a Ms. Joanna
Falloneand*[w]ithout speaking to any witnesses’, Mr. Campbel | submitted “we
have reason to believe that Seabright and its officers and directors knowingly
violated the Act.” The Commissionersissued an order. Obviously, the order
was based on the information submitted, including the public record of the
Westminer alegations, and not upon anything said by Westminer at the two
meetings.

We cannot know who was interviewed or examined by OSC staff through the
course of the formal investigation, except we know Mr. Coughlan submitted to
an examination. However, we do know, in Mr. Groia s words, “many, many
summonses were issued, many, many examinations were conducted”. By the

summer of 1989 Mr. Groia decided this was not an appropriate case for
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prosecution in the Ontario Provincial Court, and the limitation period was
allowed to lapse. Mr. Groia, with the assistance of the investigative team, did
determine that administrative proceedings should be taken against Mr.
Coughlan. Invarious ways, he expressed his high level of confidence that the
allegations set out in the notice of hearing would be sustained. He also said that
Westminer did not exert pressure on the OSC. Mr. Campbell was under
instruction from Mr. Groia when the settlement agreement was reached. Mr.
Groiaregarded thetrading restrictions as severe and was sati sfied the agreement
wasinthepublicinterest. Hedid not say so, but it must have been clear, at |east
to Mr. Campbell, who had attended the October 1988 meeting, that the
agreement would not meet with favour at Westminer, which further supportsthe

finding that there was no actual pressure at play.

CAVALIER

Mr. Coughlan Purchases Cavalier.

[123] Dome Petroleum was a large Canadian oil and gas concern. It ran into trouble

during the 1980s, and, by 1988, Dome was under sale to an American interest.
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Dome had control of and managed some junior oil and gas producers, which
werepublicly traded. If Dome' sinterestsin those companieswereto passto the
American purchaser of Dome, the companies would become less valuable
because they would lose tax advantages when they ceased to be controlled by
Canadians. Word was that Dome would sdll its controlling interests. This
prospect attracted the attention of Mr. Coughlan and Mr. McCartney. At first,
they looked into acquisitions from Dome on behalf of Seabright, but, after the
take-over of Seabright by Westminer, they pursued opportunitiesfor themselves
and for their following of investors. Cavalier Energy Limited became the most
attractive of the Dome subsidiaries. It appeared to have strong cash flow and
good prospects for expansion. The purchase and operation of Cavalier Energy
Limited became Mr. Coughlan’ soccupation after heleft Seabright in 1988 until
thefailure of Cavalier Energy in 1992. Mr. Coughlan ascribesthefailureto his
inability to raise capital for Cavalier on the public markets and he ascribes that
inability to the actions of Westminer.

Dome invited Coughlan and McCartney to submit a proposal for purchase of
Cavalier soon after Dome decided to sell off itsinterestsin junior oil and gas
producers. The two made it to ashort list of potential purchasers. They were

invited to submit a more detailed proposal. Inthe end, Mr. Coughlan decided
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to make an offer. McCartney later invested in Cavalier, but it was Coughlan
who decided to buy. The decision was made after an extensive investigation
assisted by accountants familiar with oil and gas, lawyers in Calgary and
Halifax, and consulting engineers who specialized in oil and gas.

Cavalier Energy had been incorporated under the laws of Alberta, and it was
governed by the Business Corporations Act of that province. Its shares were
publicly traded, it was a reporting issuer with the OSC and it was listed on the
TSE. Cavalier was an operating company, but it also owned a controlling
interest in another publicly traded company, Western Resources Minerals
Limited. The business of Cavalier Energy and Western Resources was
exploration, development, production and marketing of crude oil and natural
gas. They were established, junior oil and gas companies. They held interests,
on average about one third, in 168,000 acres of undeveloped oil and gas
territories, 131 producing wells and 156 shut-in wells, mostly in Alberta.
Reserves were estimated at 2.5 million barrels of oil and 33.5 billion cubic feet
of natural gas. Production of oil had increased dramatically in recent years,
production of natural gas had decreased slightly. As of December 31, 1987,
consolidated revenues from operations were $6,690,000, net income was

$3,098,000 and retained earnings stood at $17,560,000. Mr. Coughlan and
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others believed that these ventures had been neglected by Dome during its
financial stress, and more aggressive management could quickly expand
business. Mr. Coughlan saw Cavalier as awell established base upon which to
develop a greater enterprise. It had good cash flow, due, in part, to farm-in
arrangements with cash-strapped Dome, where Cavalier or Western undertook
developments on premiere Dome propertiesin return for a share of the profits
once a well was developed. The good cash flow was also due to an above
average rate of success with probable reserves. Cavalier had no debt. Its
holdingshad been quitesuccessful. And, transitional management wasavailable
from Dome for ayear.

Mr. Coughlan and his advisors prepared abid which was designed to reflect the
present value of Cavalier including its 54% interest in Western. Of course,
valuation of the reserves was an important part of this exercise and that is a
subject to which | shall return. The proposed price was $13.05 per common
share. Dome held 67.4% of the shares. Canpar Holdings Limited held 20.7%.
Of the short listed potential purchasers, Mr. Coughlan made the best offer, and
Dome and Canpar signed lock-up agreementsin April 1988. After the lock-up
agreements were signed, Cavalier Energy disgorged its cash reserves by

declaring adividend of $3.80 ashare, and the agreed price dropped from $13.05
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to $9.25 ashare. In accordance with the lock-up agreements, Mr. Coughlan’s
newly incorporated company made an offer to all Cavalier Energy shareholders
and the offer closed at the end of May, 1988. Dome and Canpar tendered their
shares under the lock-up agreements, and a sufficient number of minor
shareholderstook up the offer such that the new company had over 90% control
of Cavalier Energy. That was the threshold under the compulsory acquisition
provisionsof the Alberta Business Cor porations Act applicableat thetime. The
new company acquired all the sharesin Cavalier Energy for about $24 million.
The short term and intended long term financing of this purchase are most
important for the decisions | have to make.

I nterim Financing.

[127] When his negotiations with Dome Petroleum were nearing the end, Mr.
Coughlan caused a company to be incorporated under the Alberta Business
Corporations Act. It was later named Cavalier Capital Corporation. The plan
was to turn Cavalier Energy into a private corporation soon after take-over and
amalgamate the two, then take the amalgamated corporation public. The cost
of purchase would be covered in two stages. Mr. Coughlan refers to the first
stage as bridge financing. Investors would back a loan made by a bank to

Cavalier Capital to cover part of the cost of the acquisition. Inthe second stage,
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this loan, and the investor’'s liability, would be retired through the public
offering of Cavalier shares. Therest of the purchase price would be covered by
aconventional bank loan to be secured against the acquired sharesinitially, and
Cavalier Energy’s assets later. In the second stage, this loan would be paid
down or paid out with funds from the public offering.

The Calgary Branch of the National Bank provided a commitment |etter about
thetime of thelock-up agreements. 1t wasfor aloan of $20 million, but only ten
of that isrelevant. The other ten wasto be repaid out of cash held by Cavalier
Energy, and became redundant when the cash was disgorged and the purchase
price was reduced. Asfor the ten million that was advanced, the commitment
letter called for security against the assets of Cavalier upon amalgamation, and
apledge of the sharesin the meantime. It provided that the bank would convert
the loan to a $2 million line of credit and an $8 million term loan, but it also
required Cavalier to become listed and to reduce the loan out of the proceeds of
the public offering to the extent the funds were not required to retire the loan
backed by investors. Thisrequirement appearsto have been dropped when the
commitment letter was replaced by amore formal loan agreement. The formal
loan agreement provided for the amalgamated company to "raise not less than

$20 million from the public", but it did not require that any of those funds had
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to be paid in reduction of the conventional loan. The other loan was committed
about the same time as the conventional loan. The commitment came from the
Halifax Branch of the National Bank. It provided for aloan of $15 million to
berepaid through fundsraised by apublic offering. The security wasto be bank
letters of credit expiring no earlier than October 12, 1988, an outside date for
closing the planned public offering. Asl said, the loan agreement provided for
Cavalier to make best effortsto raise $20 million on the public markets. It also
provided that the proceeds would be applied to retire this loan.

These bank loanswereto beinterim financing, and wereto bereplaced by share
capital and subordinated debt convertible to shares, with some room for senior
bank debt. The exact details of the permanent financing could not be settled
until the exact results of the sale of shares and subordinated debentures were
known. Although there were times when Mr. Coughlan and others considered
proceeds from the planned public offering would be aslow as $20 million with
some remaining bank debt, the anticipation of Cavalier and its advisors settled
at $24 million or more. A pro forma balance sheet later attached to the
preliminary prospectusdescribestheintended financial structure. It showsbank
debt of $24,151,000 being retired from the public offering, new debt of $15

million on account of convertible debentures that were to make up half of the
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public offering, and $3,849,000 in working capital raised through the public
offering.

| find Cavalier anticipated replacing the two bank loanswith fundsraised by the
public offering. More specifically, it anticipated raising more than $25 million
and as much as $30 million from the public offering and it planned to apply the
funds first to the $15 million loan backed by letters of credit, next to the $10
million conventional loan, and thirdly as working capital to enhance expansion
of the business. Cavalier anticipated being free of bank debt, having extra
working capital, and having established credit to the extent of the repaid $10
million conventional loan, which might be set up as a permanent line of credit.
Cash was the main attraction of Cavalier with the purchase price permanently
financed in this way. Money was tight after the crash of October 1987, and
cash-strapped junior oil companies had difficulty capitalizing on opportunities.
With the purchase financed through equity, or near-equity in the case of the
subordinated, convertible debentures, Cavalier would be in a position to
capitalize on these opportunities because of its cash flow and because of Mr.
Coughlan’s talents and contacts, which would be used to raise financing
earmarked for specific exploration and development. The concept wasto return

Cavalier approximately to the financial structure it had before take-over, debt
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free with good cash flow, and to use it as a base for an expanded business by
taking advantage of opportunitiesbeleaguered Domehadignored, and by taking
advantage of opportunitiesthat cash-strapped junior oil and gas companies had
to ignore after the market crash. Cavalier’s apparent ability to raise cash from
operations, its success in converting probable reserves to proven reserves, and
Coughlan’s apparent ability to raise cash from capital markets were central to
this concept, and, aswill be seen, apparent soundness of management is central

to the question of the marketability of the initial public offering.

Initial Investors.

[131] Very soon after the commitment letters were delivered by the bank, Mr,
Coughlan raised about $13 million through letters of credit provided by various
investors he knew or was introduced to, and he raised more than the remaining
$2 million by mid-May. By one means or another, many of these initial
investors had been invited to a meeting at Halifax where, after signing a
confidentiality agreement, they were provided with information released by
Dome and they were informed by Mr. Coughlan of his plans for Cavalier
Energy, including the proposed financing of the take-over, and the plan

thereafter. Numerous of the plaintiffs attended that meeting and some had a
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good recollection of the contents. Those who did not attend received similar
information elsewhere. | find that it was made clear to the investors that Mr.
Coughlan was raising bridge financing to cover the purchase price and thiswas
to be retired within three to six months by bonds raised through a public
offering. Potential investors received a document signed by Mr. Coughlan,

which described the financing in two stages. In“Stage 1”:

A group of investors, predominantly the Seabright group, will provide bridge
financing by way of letters of credit to the Nationa Bank of Canada for
approximately $12 million plus for a period of 60 - 90 days. These investors will
receive for their initial risk a payment in stock of the new corporation equivalent to
a30% annualized return on theamount of their | etter of credit. Example: a$1 million
letter of credit for a period of 60 days will enable that investor to receive $50,000
worth of stock in the new company.

Theinvestors exposure under the letters of credit would be extinguished in the next
phase. The plan for stage two at that time involved the marketing of a private
placement immediately after closing the Cavalier purchase, to befollowed by apublic
offering. The private placement was to involve convertible debentures, which, being
an expense to the corporation, would reduce taxes being paid by it. The plan wasto
raise $15 to $20 million through the private placement. The public offering was
expected to raise another $15 million. The corporation would beleft with amaximum

of $5millionin bank debt and $15 to $20 million of debt which would be near-equity.
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The investors were referred to cash flow projections and they were told that Cavalier
Energy would be in a position to become the “cornerstone” of a larger resource
enterprise.

[132] Based upon the information provided by Dome and explanations given by Mr.
Coughlan, numerousinvestors were persuaded to sign subscription agreements
and to put up letters of credit fromtheir bankersin favour of the National Bank.
The subscription agreements provided for theinvestor to put up abank letter of
credit in an amount determined by the investor expiring July 15, 1988 but
automatically renewing to October 15 unless notice of termination is given
before July 5. Theletter of credit wasto be pledged as security for the National
Bank letter of credit loan and Cavalier Capital was obliged to repay the secured
debt before October 12. In return for the security, Cavalier Capital agreed to
Issue common sharesto theinvestor according to aformulabased on theamount
of theletter of credit. The number of common shareswould doubleif the letter
of credit was extended from July to October. The shares would be distributed
according to their trading value under the planned public offering or fivedollars
each, whichever was lesser. The public offering was to be completed by

December 31.
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[133] A further meeting was arranged for investorsin late May 1988. The purchase
was then complete, except for compulsory acquisition. The investors were
advised of progress towards a public offering and the discussion at that time
concerned a public offering during the summer in the range of $27 million to

$30 million. Obviously, the detail of the plan for “ Stage 2" was changing.

Retention of Underwriters.

[134] Mr. John Byrnewasin charge of corporate finance for L evesgue Beaubien Inc.
outside Quebec. He had come to know Mr. Coughlan because of offerings for
Seabright and Seabrex. When Seabright was sold, Coughlan let Byrne know he
was interested in building an oil and gas business and he was looking for an
acquisition that would start himin that direction. Byrne, whose career had been
devoted to corporate finance and who had much experiencein oil and gas, said
L evesque would be interested in helping with finance if Coughlan found what
he was looking for. Late in March 1988, Byrne was furnished with a
confidentiality agreement required by Dome, and he became fully informed of
Cavalier and the purchase. He understood that the bank |oan backed by letters
of credit was interim financing, and it was to be replaced with a publicly

financed capital structure. Cavalier was looking for $25 to $30 million, of
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which twelve to fifteen would be put up by Mr. Coughlan’ s investors, and the
balance would have to be raised by Levesgue.

The process by which Levesque becomes involved as lead on a new issue
involves a study conducted in-house, a recommendation, and approval by
L evesque’ s underwriting committee. The members of the group proposing the
Issue, in this case corporate finance in Toronto, would do enough research to
satisfy themselves involvement was desirable. They would then seek support
from other relevant groups, such as the retail sales department and the oil and
gas analysts. A recommendation would then be made by the head of the
proponent group, inthiscase Mr. Byrne, and the subject would be studied by the
underwriting committee, who would approveor rgject. That process had begun
beforethe closing of Cavalier Capital’ soffer to purchase all outstanding shares
of Cavalier Energy. By mid-May 1988, Levesque and Cavalier's Halifax
solicitors had pretty much settled on atimetablefor the public offering. All due
diligence was to be complete and a preliminary prospectus was to be filed
towards the end of June. Road shows, by which Cavalier and Levesque would
introduce the new issue to investment dedlers in various cities and begin
marketing the issue, were to be conducted in mid-July, with Securities

Commission approvals and the filing of afinal prospectus anticipated for late-
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July. The timetable called for listing Cavalier on the TSE in mid-August.
Something happened which put these deadlines off by about a month.

L evesque ranked as the seventh or eighth investment house in Canada. It was
concentrated in Quebec, and waswell knownin Atlantic Canada, but it had little
presence in Toronto and was not well known in the West. In fact, that iswhy
John Byrnewas hired by L evesquein 1985 to head up corporate finance outside
Quebec. His efforts to expand Levesque's business were hampered in one
respect. Levesque resisted making underwriting agreements with small or
intermediate issuers, especialy in oil and gas. It would take these kinds of
Issues on an agency basis, promising to make best effortsto sell theissue, rather
than onan underwriting basis, by which theinvestment houseagreesto purchase
securitiesat adiscounted price and then sellsthem. Levesque undertook risk on
some issues underwritten by other houses through participation in the banking
groups that are formed by lead underwriters to spread risk, and Levesque
certainly sold securities underwritten by others through participation in selling
groups formed by lead underwriters, but it would not underwrite an issue such
as Cavalier's. This was a source of frustration for Mr. Byrne because
underwritten deals were the trend in oil and gas, and Levesque was losing

business to competitorsin fields where L evesque was already weak.
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[137] Andrew Scott cameto Halifax in 1984. He had worked in corporate finance at
the Calgary office of Wood Gundy for a number of years, and had much
experiencein financing junior oil and gas companies. He cameto Halifax with
an assignment to promote Wood Gundy in Atlantic Canada, to increase its
business here. Colin MacDonald, the former Seabright director and now a
director of Cavalier Capital, was also the manager of Wood Gundy’s Halifax
office. He brought the Cavalier Energy acquisition to Mr. Scott’ s attention. In
the three weeks before the closing, Mr. Scott met twice with MacDonald and
Coughlan, he acquired information on Cavalier, he led a thorough study by
various professionals in Wood Gundy, and he prepared a memorandum for the
firm’ snew issuescommittee recommending that \WWood Gundy attempt to secure
thelead position by offering an underwritten deal. Coughlan had not requested
an underwritten deal in his discussions with Scott. Wood Gundy had been
invited to consider becoming co-lead with Levesque, which was working
towards a best efforts, agency contract. The new issues committee of Wood
Gundy met to consider Scott’ s recommendation of Cavalier early in June 1988,
just after the closefor tendering sharesin Cavalier Energy. The committee met
in Toronto. Present in person or by telephone were Mr. Scott and a number of

advisorsincluding two oil and gas specialistsfrom the Calgary branch, who had
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studied and commented upon the proposed issue at Mr. Scott’s request. The
committee decided Wood Gundy should offer an underwritten deal.

Cavalier was not able to file a preliminary prospectus at the end of June as
planned. One reason for thisis that alead underwriter had not been selected.
Early in June, Mr. Coughlan wrote to Mr. Byrne and Mr. Scott asking the two
firmsto work out an arrangement for Cavalier under which both firmswould act
as brokers on an underwritten basis. He expected thisto be done while he was
abroad, and he asked that the arrangements be ready for finalization upon his
return late in the month. This was a mistake. Mr. Scott believed that the
guestion was primarily one for Levesgue, who had been acting as lead. Mr.
Byrne believed that selection of alead underwriter was properly a question for
the issuing company, not the brokers. Arrangements were concluded at the
beginning of July. Wood Gundy signed an agreement with Cavalier Capital and
Cavalier Energy, by which Wood Gundy would act as lead underwriter on the
proposedinitial public offering. Thiswasnot aformal underwriting agreement.
Such are signed contemporaneously with thefiling of thefinal prospectus, after
terms, including the price of offered securities, have been settled. This
agreement in principle includes broad terms under which the underwriter may

withdraw. It is subject to aformal underwriting agreement satisfactory to the
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Issuing company and the broker, with price of securities being amajor question
outstanding. It terminates if either decides on reasonable grounds not to go
ahead. Nevertheless, the agreement secured Wood Gundy’ s work towards the
public offering and it provided at least a moral assurance that, if conditions
remained, Wood Gundy would take up the entire balance of the issue after sale
to Mr. Coughlan’s followers. Commissions and fees were settled. The
approximate size of the issue was known. Price would be the maor question.
Asfor Levesque, itsparticipation would haveto be agreed between it and Wood
Gundy, but Coughlan encouraged an arrangement for equal commissionsand he
was intent that the issue should be approved by the regulatorsin Quebec where
L evesque’ sopportunitieswerestrongest. Levesquedecided that if Wood Gundy
was prepared to underwrite the offering, Levesque would do the same. An
understanding was reached under which the two firms would act as co-leads.
They established atarget of $30 million, made up of $10 million for each of the
two underwritersand ten for Coughlan. | find Mr. Scott and Mr. Byrneand their
firms had confidence in their ability to raise this money through the planned
offering, and that that confidence remained asthey completed duediligence and

participated in producing the preliminary prospectus.



Page: 198

Preliminary Prospectus.

[139] Provincesregulate publictradingin securitiesunder regimesrequiring full, true
and plaindisclosureof all material factsrelating to the securities (e.g. Securities
Act, R.S.0. 1980, ¢.466, s.55). Although Cavalier and its underwriters worked
towards filing in every province, the Ontario Securities Commission played a
major role in this story, and the laws of Ontario applicable at the time provide
aready reference for describing the regimes under which Cavalier attempted to
bringitself: SecuritiesAct, R.S.0. 1980, ¢.466, asamended by S.O. 1984, ¢.59;
S.0.1985, ¢.5,s.7; S.O. 1986, c.64,s.63; S.0O.1987, c.7, various sections; and,
Regulation made under the Securities Act, R.R.O. 1980, reg.910 as variously
amended to O.Reg 448/88. Some exemptions aside, this regime calls for
marketing under a prospectus for which the Ontario Securities Commission has
Issued areceipt: Securities Act, s.52(1), s.68 and s.70(1). The prospectus must
disclose al material factsfully, plainly and truly (s.55). Some of the content of
a prospectus is prescribed by way of a form under the regulations (R.R.O.
910/80, s.31), including statements of estimated proved and probableoil and gas
reserves. Reg. s.31, form 14, item 9(c)(5), and asummary of the factors which
would make purchase of the securities risky is also prescribed: item 10. The

prospectus must contain income statements, surplus statements and statements
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of changesin financial position for a number of years and for the stub period,
and it must contain a recent balance sheet and a balance sheet for the previous
year: Reg. s41(1). Usualy, these must be prepared in accordance with
generally accepted accounting principles. Reg., s.2(1) and the auditor is
required to refer to the audit reports and consent to their use: Reg., s.23(1) and
(3). Similarly, the requirements for disclosure respecting reserves and related
information will involve the work of engineers specializing in oil and gas, and
their consent is also necessary: Reg., s.23(1), asis that of lawyers who may
comment on tax or other issues. Reg. s.23(1). The chief executive officer, the
chief financial officer, the board of directors, and the underwriters are required
to certify the prospectus as to full, true and plain disclosure of material facts.
The experts who provide their consents and those who certify may be liableto
purchasers if the prospectus contains a misrepresentation: Securities Act,
s.126(1) and see s.130 and s.131(1). Other than the issuing company, parties
can escape liability under various circumstances if they can show reasonable
investigation affording reasonable grounds for belief in a representation:
s.126(3). Inadditionto prescribed civil liability, therequirementsfor full, plain
and true disclosure are backed by administrative and criminal sanctions. More

will be said later about administrative sanctions. Asto criminal sanctions, itis
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an offence, punishable by fine or imprisonment, to make amisrepresentation in
aprospectus. s.118(1), but adefenceisavailablewherethe person can show “he
or it ... did not know and in the exercise of reasonable diligence could not have
known that the statement was amisrepresentation.” We hear the phrase “doing
due diligence” in many contexts now. | believe it applied originally and
primarily to the diligence required of thoseinvolved in promotion of securities,
without proof of which, civil or criminal defences would not be available.
The scheme providesfor filing apreliminary prospectus, for which the Director
must issue areceipt “forthwith” (s.54), and this preliminary prospectus can be
used for limited marketing during the waiting period between filing and issuing
areceipt for the so-called final prospectus. s.64(1). A preliminary prospectus
contains noticesthat the prospectus “ has not yet becomefinal”, “information ...
IS subject to completion or amendment” and the “ securities may not be sold”
until finalization: Reg. s.38. During the period between preliminary receipt
andfinal receipt limitedinformation may be advertised concerning the proposed
Issue, the preliminary prospectus may bedistributed, and expressionsof interest
may be solicited: Securities Act, s.64(2). The Act specifically providesthat a

preliminary prospectus need not name an offering price: s$.53(2), and this

accommodates the practice where promotion under a preliminary prospectus
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assistsin determining the offering price under an underwriting agreement to be
signed when the receipt for the final prospectus is issued. A preliminary
prospectus does not have to contain auditor’ s reports but it must substantially
comply with other requirements for a prospectus. s.53(1), and it must be
certified by the same parties, including the underwriters. s.57(2) and s.58(1).
The Ontario legidlation provides for a “waiting period” of at least ten days
between the issuing of areceipt for apreliminary prospectus and the issuing of
afinal receipt: s.64(1). The director may refuse to issue afinal receipt “if it
appearsto himthat it isnot in the public interest to do so”: s.60(1) and he must
refuse in some specified circumstances:. s.60(2). In addition to affording an
opportunity for limited promotion and testing of the market, the waiting period
Is the time in which staff of the Director will communicate with the issuing
company to obtain explanations or to request improvements leading to an
amended prospectus satisfactory to the Director. Staff comments on the
preliminary prospectusare sometimesreferredto asstatementsof “deficiencies”’,
but this seems too strong a word. It is evident that a dialogue occurs. The
dialogue might involve major obstaclesidentified by staff. It will ofteninvolve

refined and technical issues.
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[141] Asl| said, the working group for the Cavalier prospectus involved over twenty
people. Mr. Byrneand Mr. Paul Moasewereinvolved for Levesque. Their firm
would certify the preliminary prospectus and become responsible for
mi srepresentations unless the firm could show due diligence. Mr. Scott headed
up the Wood Gundy people, which included his assistant and the oil and gas
gpecialists in Calgary. Ther firm would also certify the prospectus,
necessitating their due diligence. Coles Nikiforuk Pennell Associates Ltd.
provided engineering services for evaluation of the reserves, and engineersin
that firm were part of the group. Coles would provide a consent for use of its
report in the prospectus, and assume responsibility for representations derived
fromthereport. Thorne Ernst & Whinney werethe auditorsof Cavalier Capital
and accountants at the Halifax office were part of the group. That firm was
prepared to consent to the use of its audit reports. Clarkson Gordon were the
auditors of Cavalier Energy, and accountants at the Calgary office of that firm
provided assistance. Patterson Kitz acted for Cavalier, and Blake, Cassels &
Gordonfor theunderwriters. Lawyersfrom both firmswereamong theworking
group. Inadditionto providing advicetotheir clients, thesefirmsprovided legal
opinions for inclusion in the discussion of income tax in the prospectus, and

Patterson Kitz provided opinions concerning the Nova Scotia Stock Savings
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Plan. Inaddition, Dome Petroleum employees provided assistanceand Cavalier
officers, Mr. Coughlan particularly, assisted inwriting the prospectus, especially
the description of corporate strategy. Thework of thisgroup wasintensive, and
they were aiming for aquick filing. Itisnot necessary for meto review all of
the work. And, those subjects requiring a close look will be reviewed when |
discuss the prospects for successful marketing of the issue. Suffice it now to
observe that throughout the process of gathering al material information and
opinions, studying and challenging proposed statements, and writing the
preliminary prospectus, the underwritersremained so confident in theissue that
they were prepared to purchaseit for resale. On July 22, 1988, the preliminary
prospectus was signed by Wood Gundy Inc. and Levesgue, Beaubien Inc., as
well as by Mr. Coughlan as CEO of Cavalier, Frederick Hansen as CFO, and
Colin MacDonald and Robert Hemming on behalf of the board. A few days
later, the prospectus was filed with the Alberta, Ontario and Nova Scotia

securities commissions.

A Concession fromthe Initial 1nvestors.

[142] Theunderwriterswere not only interested in the production of adocument that

fully, plainly and truly presented information material to the proposed issue.
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Given their financia interest in the success of the issue, which interest was
heightened by the agreement in principle for an underwritten rather than an
agency arrangement, as well as their statutory duties and their duties of
professionalism, the underwriters were concerned that the issue should be as
marketable aspossible. It wasat their instigation that the existing shareholders
gave up rightsto alarge block of shares. As| have indicated, the subscription
agreements provided for theletter of credit investorsto recelve common shares
as compensation for their risk. The amount of shares was to be double if the
letters of credit were extended from July to October. The letters of credit had
to beextended. Asagroup, theinvestorswereto acquire rightsto an additional
225,000 shares. Mr. Scott and others believed rights to these additional shares
would affect both the general perception of the issue and the specific question
of price. Asto genera perception, the markets would have been impressed by
an offering under which the existing owners did not receive an undue premium
for having been therefirst. Asto price, during histestimony Mr. Scott pointed
out that the dilution caused by a future issue of these additional shares would
amount to over five percent. The underwriters were planning an issue of four
million shares. Obviously, the issue of another 225,000 shares with no new

money or other value coming into the corporation would dilute the value of
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issued shares, and that dilution would be taken into account when share price
settled in the marketsif the planned figure of four million held. Thealternative,
Increasing theissueto dilutethe present and future shares of theinitial investors,
would have been offensive to agroup from whom Coughlan was to raise much
of histen million dollar commitment and it would not have addressed market
perceptions. As aconsequence, the underwriters requested the ownersto give
up their rights to additional shares, and Mr. Coughlan convinced all of them to
do so. Thiswas asignificant concession.

Amendments to the subscription agreements were signed during the latter half
of July, 1988. It isevident from these agreements that the concept presented in
the spring of 1988 by which the purchase of Cavalier would be followed by a
private placement and then a public offering had changed such that there would
be no further private offering. Rather, investors would have the opportunity to
purchase sharesand convertible debenturesunder the | PO, just like any member
of the public. The investors were asked to indicate in their amended
subscription agreements how much they intended to invest under the IPO. In
addition to relinquishing the additional shares for the extension of letters of
credit to October and providing for an indication of the investor’s intent for

participation in the | PO, the amendments made some changesto the detail of the
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subscription agreement. Investors were offered the aternative of putting up
cash in exchange for interest bearing promissory notes, which option some
investors chose. The obligation of Cavalier to make best efforts to carry out a
public offering was made explicit, and it agreed to use the proceeds to pay the

notes or to pay down the bank debt to the extent of theinvestor’ sletter of credit.

Thelnitial Public Offering and the Westminer Suit.

[144] The preliminary prospectus was filed on July 27, 1988 with the Ontario
Securities Commission. The “waiting period” began. This is the period in
which aprospectus will be amended in response to Commission comments and
during which the company and underwriters are free to do some promotion
using the preliminary prospectus, and when the parties may settle the offering
price for inclusion in the underwriting agreement and in the prospectus. Mr.
Byrne, Mr. Scott and those in their firms who had been working on the public
offering expected Commission commentswould be dealt with and a prospectus
would be receipted in about amonth. Both Mr. Byrne and Mr. Scott expected
their firmswould sign an underwriting agreement with Cavalier, and their joint
counsel produced a draft. They anticipated a $30 million target, raised about

evenly by each of Coughlan, Levesque and Wood Gundy, and they had
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confidence that at least $25 million would be raised. Underwriters will set up
road shows for proposed issues of this kind. A summary of essential
information, called a green sheet, is prepared by the underwriters. They and
company representatives organize presentations at various centres, and invite
Investment dealersto attend. Thegreen sheet isgivento theseand other dealers.
The presentations involve speeches by representatives of the underwriters and
the company. Among other things, a tentative price will be passed on. Thus
informed, the deal ersthen discussthe proposed issuewith clients, and thosewho
express interest will be contacted when the receipt isissued. The expressions
of interest are communi cated to the syndi cation departmentsof theunderwriters.
So, the marketing process begins in earnest during the waiting period, and the
underwriters and the company receive much information that will be helpful in
gauging demand when priceisfinalized. Cavalier, Levesgue and Wood Gundy
scheduled road shows across Canada for the second week of August, and they
planned European road shows for the third week. Production of the first draft
of the underwriting agreement, booking of rooms for the road shows and
printing the green sheet coincided with news of the Westminer suit.

Thesuit caused the underwritersto reconsider their participation. Wood Gundy

decided it was not interested in promoting the Cavalier issue on any basis. Mr.
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Scott explained hisfirm'’s position in aletter to Mr. Coughlan dated August 22,
1988. He referred to the attractiveness of Cavalier Energy’s financial
performance over the previous five years, but noted the conditions that had
prevailed since the October 1987 crash would make it difficult to market the
initial public offering. He said that Wood Gundy had been “enthusiastic as to
the marketability of [Cavalier] Capital as an IPO” and he attributed the
enthusiasm to the expertise of Coughlan and the other directors. Then, he

explained,

The recently launched lawsuit by Westminer Canada Holdings Limited and
Westminer CanadaLimited against all of theformer directorsof Seabright Resources
Inc., and thus against all of the directors of Capital, unfortunately callsinto question
the integrity of the directors of Capital in the minds of the investing public. The suit
thus attacks the heart of the marketing effort for Capital asan IPO in avery difficult
market.

He felt that the suit substantially diminished demand in Nova Scotia, and virtually

eliminated it elsewhere. He recommended Cavalier stay out of the market for at |east

Six months.

[146] For itspart, Levesque was prepared to continue with the offering only on a best
effortsbasis. Mr. Byrne advised Cavalier that the suit substantially reduced the

amount that could beraised, and he suggested atotal subscription of $15 million
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to $17 million, more probably at the low end. Levesgue also demanded an
option to act as sole lead on any future offerings. These terms were

unacceptable to Cavalier, and Levesque was so advised on August 30, 1988.

Would There Have Been an Underwriting Agreement?

[147] | accept the evidence of John Byrne and Frederick Scott. Based upon the
testimony of Mr. Byrne and Mr. Scott and upon the circumstances surrounding
the decisions made and to be made by their firms, | find that, had the Westminer
allegations not surfaced, Wood Gundy, Levesque and Cavalier would have
entered into an underwriting agreement if they could settle priceand if areceipt
for afinal prospectus was to be issued in the late summer or early fall of 1988.
Thedeliberate decisions of thetwo investment housesto agreein principleto an
underwriting arrangement were based in large measure upon their assessment
of the management abilities and commercial reputations of Coughlan and the
other board members who had come to Cavalier from Seabright. The
Westminer allegations, if true, would devastate thesereputations. Backed by the
credibility that comesfromthe size and sophistication of Westminer, the making

of theallegati onsundermined the assessment, causing Wood Gundy towithdraw



[148]

Page: 210

altogether, and L evesgue to propose terms for amere agency arrangement with
atarget half that which had been discussed before the Westminer allegations.

Thedefendantsarguethat, despite the agreement in principle, Wood Gundy and
L evesgue would not have signed an underwriting agreement even if Westminer
had never madeallegations. Thedefendants point out that thedraft underwriting
agreement would not have been executed until the price of the units of shares
and convertible debentureshad been negotiated and the defendants point out that
the New Issues Committee of Wood Gundy and counterpartsat L evesquewould
have had to approve the recommendations of Mr. Scott and Mr. Byrne.
Execution of any underwriting agreement would have been contemporaneous
with the issue of afinal receipt by the director of the OSC, and the defendants
say that, in the period between the filing of the preliminary prospectus and the
issuing of any fina receipt, the underwriters would have done a penetrating
analysis of Cavalier and would have come to the conclusion that a marketing
effort for $30 million overvalued Cavalier by double. | say that Wood Gundy
and Levesque had made their analysis before they signed the preliminary
prospectus, and what remained was to settle price in light of information
gathered through the road shows. | am satisfied that there was a high degree of

commitment on the parts of Levesgue and Wood Gundy. Thus, my finding on
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the balance of probabilities, that the commitment would have led to an
underwriting agreement if price was settled and if a final receipt was issued.
Thisfinding rests upon various underpinnings. Of greatest weight is the level
of commitment of Mr. Byrne, Mr. Scott and their firms as evidenced by the
testimony of Mr. Byrne and Mr. Scott on that very subject and as evidenced by
the actions of Wood Gundy and Levesguein June and July 1988. Secondarily,
| shall delve into some of the underwriters’ considerations for and against the
offering and the question whether these would have been reassessed negatively
after the preliminary prospectus was filed.

Both Mr. Byrneand Mr. Scott testified to the confidence they had inthe planned
offering. Indeed, when Wood Gundy withdrew from the offering Mr. Scott
described his firm’s previous attitude towards the marketability of Cavalier as
“enthusiastic” and he reaffirmed this when he testified. Before the Westminer
allegations, Wood Gundy and L evesque demonstrated their strong interest in a
Cavalier offering by various concrete actions. After analysis, Wood Gundy
made efforts to receive the lead role by suggesting an underwritten deal. It
subjected itself to the moral obligations that come with an agreement in
principle, and the damageto busi nessreputation that would befall aninvestment

house upon backing out of an agreement in principle without good cause.
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L evesgue also agreed in principle to take the offering on an underwriting basis,
something it normally refused to do for any junior resource companies. Both
firms devoted efforts, including the work of senior and experienced
professionals, to a costly due diligence effort that was the more demanding on
account of the short schedule. The firms asked the initial investorsto give up
rightsto bonus sharesin order to make the issue more marketable. Both signed
the preliminary prospectus, and both prepared for theinitial marketing on atight
schedule. Against the enthusiasm evidenced by theseactionsand by Mr. Scott’s
own testimony, the defendants draw my attention to a note made by Ms. Susan
Fraser early in August 1988 after the Westminer allegations had become public.
Ms. Fraser’s notes and her potential testimony became problematic during the
course of thetrial and, to the credit of the defendants, the problem was largely
resolved. Ms. Fraser and Ms. Dara Gordon had acted as solicitors for Cavalier
throughout. They provided numerous services for Cavalier that touched in
various ways upon the facts of this case. They witnessed much that was
relevant. The need for them as witnesses became the more acute as the trial
progressed. The problemwasthat they are partnersof counsel for the plaintiffs.
The problem was resolved by an agreement permitting their notes and

correspondence to be entered for proof of the truth of the contents. In view of
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this agreement, the evidence deserves much weight, particularly whereit tends
to assist the defendants, who gave up their right of examination in order that a
problem not of their making might be resolved. Still, there is another price.
Particularly with handwritten notes, it is sometimes hard to understand what the
“witness’ issayingto me. Thenoteonthispointisdated August 11, 1988, after
the Westminer suit and before Wood Gundy withdrew. It is of a conversation
with Mr. Coughlan. It setsup seven subjects, one of whichis“A. Scott”, under
which the note says, “ - - - wanted out for sometime - - - the street.” Mr. Scott
deniestheimplication. Mr. Coughlan deniesthereport. Themost | can put on
this note is that it records Mr. Coughlan saying Andrew Scott had wanted out
of the agreement in principle for some time according to word on the street. |If
Mr. Coughlan said this, | cannot find hetook it very seriously. Inany event, if
it was true that this was word on the street, the street was wrong. | accept the
evidence of Mr. Scott. He did not want out. Not until the allegations.

As to considerations for and against the offering, the defendants stress a
calculation of value often considered by merchant bankers in reference to a
junior oil and gas company. One ascertains projected annual cash flow and
appliesamultiple, usually aslow asfour or ashighassix. A discountisapplied

for firstissues. For somereason, theresulting “ capitalized cash flow” isaguide



Page: 214

to what one might expect for total market capitalization, share price times all
sharesissued. Inthebeginning, Mr. Coughlan suggested Cavalier might realize
a cash flow of $7 million, and Mr. Scott made a calculation using four as the
multiple. By late May 1988, Cavalier’ s accountants were projecting cash flow
of $3.7 million, which would suggest an offering of only $14.8 million to $22.2
million, lessthediscount. Later inthesummer, it appearsthat Wood Gundy was
considering acash flow of $4 million ayear although oil and gaspriceshad been
dropping steadily. Using four, the multiple that seems to have been current in
the spring, thisrule of thumb would suggest that going to market for $25 million
to $30 million was out of the question. However, as| will discusslater when |
deal with the chances of a successful offering, there isjustification for using a
higher multiple. Also there is evidence that someone at Wood Gundy made
some calculations using a multiple near six, which would come close to
justifying thelow end of what Mr. Byrne, Mr. Scott and otherswere considering
when the Westminer suit becameknown. Moreimportant than arguments about
the correct multiple is the evidence of Mr. Byrne and Mr. Scott that this
valuation, and other valuations, are factors to be employed in the art by which
amerchant banker projectsshareprices. They can beimportant factors, but they

arenever thelast word. Mr. Byrne, Mr. Scott and othersat L evesque and Wood
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Gundy had the latest information on Cavalier at their fingertips throughout July
1988, and the calculation is easy for them to make. It isargued that as oil and
gas prices continued to drop during the spring and summer of 1988, the
capitalized cash flow would have likewise dropped and that would have been
particularly noticed when the second Coles reserve valuation arrived early in
July. All of that istrue. It is aso argued that this would have come to the
attention of the New Issues Committee when it received Mr. Scott’'s
recommendation, and it would have been seen that Wood Gundy was proposing
toinvest in anissuetwicethevalue of the company. | donot believe Mr. Byrne,
Mr. Scott and the others deferred such considerationsinto August even asthey
executed an agreement in principle, certified a preliminary prospectus and
readied themselves to immediately market the issue to investment dealers who
would be well familiar with the various techniques for valuation. On the
contrary, | am sure that Mr. Byrne, Mr. Scott and those working with them at
Levesque and Wood Gundy carefully considered this and many other factors
before making the decision embodied in a draft marketing memorandum Mr.
Scott prepared for his New Issues Committee just before the Westminer

allegations surfaced. That marketing memorandum suggested the issue would
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be marketed to investment dealers on the basis of $30 million to be raised, one
third each by Wood Gundy, Levesque and Coughlan.

Another method of valuation considered by Wood Gundy involved taking the
net asset value of Cavalier, and discounting it in light of current trading in the
shares of junior oil and gas companies. This, rather than the capitalized cash
flow calculation, was employed by the oil and gas specialists in Calgary when
Mr. Scott first referred theissueto them. Their initial thoughts are in evidence
by way of aninternal memorandum prepared in Calgary and copied to Mr. Scott
in Toronto. The memorandum also gives some insight into the role played by
calculated valuesin the art of a merchant banker. Thework isMr. Adler’s. It
wasprepared under Mr. Slater. Thesearetheoil and gasexpertstowhom | have
been referring. The report indicates that Cavalier then had a discounted net
value pre-tax of $32 million. The amount of the offering then under discussion
between Cavalier and Wood Gundy was $24 million. Thereport pointsout that
this produces a ratio of 75% for price over net asset value. There was
information that many junior oil and gas companiesweretrading intherange of
65% to 75% of net asset value at the time. So, the $24 million price would be
justified. The defendants point out that the net asset value of Cavalier was to

decline substantially with the decline in oil and gas prices, just as the second
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Coles valuation of reserves shows. Thus, the ratio deteriorates and the
justification disappears. Again, the answer is that the merchant bankers were
well aware of this and remained confident enough to sign an agreement in
principle even when prices were continuing to go down, and to sign the
preliminary prospectus and prepare for marketing a $30 million issue after the
second Coles valuation was in hand. They did not ignore the information.

As| said, Mr. Adlam’ s report gives insight into the art of a merchant banker.
He doesnot stop at calculated value. Having established that the proposed price
Is within an apparently normal range for the time, he goes on to set out less
tangible considerations. Inlight of the evidence of Mr. Byrne and Mr. Scott, |
think the less tangible considerations very important in the hands of an

experienced professional. Mr. Adlam sets out these “pros”:

company had no long term debt

relatively good asset base

strong cash flow

increasing oil production

He then sets out these “cons’:

- relationship with Dome (who will continueto managethe company
for another year)

- no proven oil and gas management team in place
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- company will have asmall market cap, and will still be controlled
by amajor shareholder, which will likely result in aprice/NAV in
the 65-75% range - given that the issue will be priced at a 75%
price/NAV relationship, there appearsto be little upside potential
for an investor

- investors tend to be focusing on senior oil producers only - there
appears to be little interest in juniors

- Cavalier has been apublic company, with aknown trading history
- we propose to take it private, then immediately take it public

again - what has this added for a potential investor?
Certainly, if Mr. Adlam’ scommentswerethelast word from Wood Gundy on Cavalier
then the issue would not have been supported. He sees more problems than
opportunities, and prices were to go down. However, his positive and negative
criticisms were the subject of a dialogue at Wood Gundy, and they became more
refined as greater information was exchanged. In the end, the oil and gas analysts
encouraged Wood Gundy’ sinvolvement. One seesin thisthat calculated values are
important in thework of merchant bankers, but they are not necessarily determinative.,
Even where a calculated value is encouraging, less tangible considerations have to be

assessed against a perspective issue.

[153] My findingthat Wood Gundy and L evesquewould have signed an underwriting
agreement was subject to two contingencies: the issue of afinal receipt and

agreement on share prices. These are the next two subjects.
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When Would the Securities Commissions Have Issued Final Receipts?

[154]

[155]

Some guidance for answering this question may be found in the experience
Cavalier had in dealing with securities commissions as it tried to press ahead
with the public offering in 1988 and when it made a second attempt in 1990.
Finding the guidance is achallenge because the all egations became a part of the
dealings. Let uslook at the comments on the preliminary prospecti that did not
concern the allegations made against Mr. Coughlan. Those comments, and the
dial ogue resulting from them, should give anindication of how and when afinal
recei pt might have been issued.

The first comments came from staff of the Alberta Securities Commission
Agency. A four page letter provided numerous requests for changes to the
prospectusand afew requestsfor information or justification. Each request was
assigned to members of the working group, and it was able to produce a
response two weeks after the comments were received. This exchange said
nothing of the Westminer suit. That appearsto havefirst beenraised asanissue
relevant to the prospectusin discussions with the Albertaand Ontario securities
commissions|ate in September 1988 or early in October. Throughout the latter

part of October, Cavalier's counsel was involved in discussions with
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representatives of both the OSC and the ASC in an attempt to define their
requirementsin light of Westminer’ ssuit. It appearsthat theseissueshad stalled
the dialogue with respect to more technical issues. Counsel recorded the
commission’s requirement for a new prospectus, and she attempted to get
agreement for an expedited review but that does not appear to have been
acceptable to the commissions. One of the requirements was that the present
directorsof Cavalier, who had all been directors of Seabright and had been sued
by Westminer, should placetheir Cavalier sharesin trust with no power to vote
the shares. The requirement was not well defined, and the directors were
concerned to know whether it was proposed that they could not sell or
hypothecate the shares. Counsel wrote to the commissions on November 1,
1988 pointing out that the directors had invested $7.5 million and requesting
clarification. There was further correspondence late in January 1989, and the
Board of Directors met on February 7 to consider a position. It decided the
terms were unacceptable. Although the board decided to appeal to a joint
hearing of the Alberta and Ontario commissions, this did not occur. Mr.
Coughlan was now under official investigation by the OSC, and that impeded
any further efforts at a public offering. Thus, the first attempt at a public

offering offers insight into how the prospectus would have fared only to the
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extent of theinitial comments by the ASC, and Cavalier’ stimely response. Let
us look closely at these.

Staff of the ASC provided a series of “General Comments’, then a series of
comments specific to various parts of the prospectus. For each of the seven
general comments, Cavalier responded by providing requested information or
draft language for insertion in the prospectus. The response appears to be
compliant and uncontroversial. The balance of the ASC staff comments were
divided into fifteen points, some subdivided into more refined points. Some of
these commentsrequested revisionsto the prospectus. Othersrequired Cavalier
to justify some aspect of the prospectus. The response accepted requests for
revision and provided draft statements or tables, and it provided the required
justifications without apparent controversy except with respect to three points.
Two of these appear minor: whether acquisition costs for property, plant and
equipment should be included in the summary or left elsewhere in the
prospectus, and whether it was necessary to provide information on a certain
drilling program where the funds were being raised to retire bank debt and add
to working capital rather than for a specific drilling program. The third point
concerns discounting probable reserves. The section of the prospectus dealing

with reserves summarized the Coles findings, including 1,426,000 proved
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barrels of crude and gas liquids and 739,000 probable and 21,374,000,000
proved and 10,867,000,000 probable cubic feet of natural gas in Cavalier
Energy. In bold print, the prospectus stated: “The estimates of probable
additional net reserves have not been discounted to reflect the uncertainty
associated with recovery of such reserves.” The staff comment was, “Please
justify why the probable additional reserves have not been discounted. This
information is available in the CWP reserve report dated July 1, 1988.” The

response was,

Management of Cavalier Capital Corporation is of the view that the arbitrary
discounting of probabl ereservesdoesnot provideaprecise enough nor truereflection
of the value of such reserves. Management feelsthat the process of discounting such
reserves by 50% or some other arbitrary number isan inexact process which does not
lend itself to substantiation and therefore should not be adhered to. Asyou are no
doubt aware, numerous factorsinfluence the amount of reserves actually recoverable
from probablereserves. Toarbitrarily select adiscount factor to reflect theimpact of
such factorsis, in Management’ s view, inappropriate.

ASC staff responded to this by insisting that National Policy 2-B required 50%
discounting of probablereserves. On October 28, 1988, Calgary counsel for Cavalier
replied “Wewill comply.” | find that the preliminary prospectuswas uncontroversial,
except, perhaps, for the question of discounting reserves and except, of course, for the
guestion of the integrity of management. Westminer argues that the length of time

Cavalier took to resolve the discounting question with the ASC indicates that, even



Page: 223

without the Westminer allegations, afinal prospectus could not have been receipted

and the public offering could not have begun until late October, when market

conditions may have been worse than in late August, the time Cavalier and the
underwriters planned to go to market. | disagree with this argument. The working
group was not under the same pressure it would have been under without the

Westminer alegations. When the underwriters withdrew, the object of alate August

IPO was lost. Delay was inevitable as Cavalier would seek to renegotiate with

Levesgue or others and as Cavalier would have to deal with the regulators over the

allegations. As Mr. Coughlan put it, Cavalier had plenty of time to argue with the

commissionsover issues such asdiscounting probablereserves. | find that discussions
with the securities commissions would have progressed much more quickly without
the Westminer allegations.

[157] Cavalier filed a new preliminary prospectus on April 26, 1990. As will be
discussed further, the financial position of Cavalier had deteriorated, and its
share structure had changed. This public offering was intended to raise less
money and to involve somewhat different equity interests than with the July
1988 prospectus. Nevertheless, some comments on the preliminary prospectus
dealt with matters that could have been raised in respect of the earlier

preliminary prospectus, and the progress of the second effort offerssomeinsight
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into how the first might have progressed unencumbered by the Westminer
alegations.

The preliminary prospectus of April 1990 was signed on behalf of the Board of
Directors of Cavalier, and it was signed by Mr. Coughlan as CEO, Mr. Hansen
as CFO, Levesgue Beaubien Geoffrion Inc., J.D. Mac Limited, an investment
firminHalifax, and ScotiaBond Limited, another Halifax firm. The prospectus
included recent financial statements with draft auditor’'s reports, and it
summarized thelatest opinion of Coles Gilbert AssociatesL td., who consented.
Staff under the Director of the Ontario Securities Commission provided
comments about two weeks after the preliminary prospectus was filed. The
commentsweredivided into eighteen subjectsfollowing parts of the body of the
prospectus, and many of these subjects involved a number of points. The
working team was able to respond in another two weeks, and the response
provided was extensive, athirteen page letter dated May 29, 1990. The points
raised by the director’s staff involved requests for amendments, requests for
additional information, and requests for justification of certain statements or
omissions. Some of the requests for amendments concerned the integrity of
management in light of Westminer’'s allegations. These aside, the response

appears complicit except as regards three points. One of the comments which
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Cavalier accepted concerned discounting probable reserves. Once again, the
prospectus had emphasi zed probabl ereservesundiscounted, and the preliminary
prospectus had alerted the reader to that fact in bold print. Staff took the
position that National Policy 2-B required “that the values assigned to probable
additional reserves be reduced for risk”, and they requested compliance.
Cavalier accepted this position. It proposed to deduct half of the probable
reserves as presented in tables of reserves and estimated future net cash flows,
and it proposed to refer to the discounting in bold print. The points in
contention, aside from those raised by the Westminer allegations, concerned
complying with paragraph 3 of OSC Policy 5.1, placing information on net
losses at the face page of the prospectus, and providing information on
promoters as suggested by the OSC’ sform of prospectus. Asfor thefirst point,
policy 5.1 para.3 required that “the minimum subscriptions necessary to
accomplish the purposesin the prospectus must be specified” wherethe offering
was undertaken by investment deal erson an agency, or best efforts, basis, which
was all Levesque was prepared to do for Cavalier at thetime. Cavalier argued
that this policy should not be applied where there is no minimum subscription
necessary to accomplish the purposes, which were to raise $1.8 million for

capital expendituresthat could be made through other funding and to pay down
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bank debt. The second contentious point, emphasizing the net |osses, was met
with an argument that to do so eschewsthereader’ s appreciation of thefinancial
status of the corporation by de-emphasizing the facts of increasing production
and positive cash flow. However, Cavalier agreed to mention the losses on the
face page provided it could also state that these resulted from depreciation
connected with exploration. Finally, Cavalier indicated in response to the point
concerning identification of promoters, that there were no such within the
meaning of the Ontario Securities Act. One month after the Cavalier response,
OSC staff provided further comments. With some minor modifications of
proposed language, it accepted most of the responses on the points now under
discussion, including the responses concerning minimum subscription and net
losses. On promoters, staff merely required confirmatory information. Aside
from a question concerning the closing date for the offering and last minute or
housekeeping issues, all matters other than the demandsfor various actions and
statements concerning theintegrity of management appear to have beenresolved
by July 13, 1990 and, in its letter of that date, staff stated “less time may have
been taken” had Cavalier agreed in the beginning to various demands touching
upon allegations against Mr. Coughlan. | find that, subjects touching upon the

Westminer allegations aside, the preliminary prospectus of April 1990 only
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raised concerns resolvable in a reasonable and expeditious way by OSC staff
and Cavalier.

The prospectus did not proceed expeditioudly to final receipt. Later | shall
discuss demands arising from the allegations and the settlement agreement. On
this the OSC staff took a difficult stance and, at times, their approach seems
unbusiness-like because the demands associated with the alegations kept
changing and sometimes OSC staff made new demands not apparent in earlier
comments. Also, by July 1990, Levesque had become cool to the offering.
Attempts to find a co-lead were faltering and these attempts ended in failure
about mid-September. 1n October, the preliminary prospectus was still under
comment and other issues had arisen that would stall, then end theissue. The
way in which the preliminary prospectus faired during the summer and fall of
1990 does not provide guidance as to how the 1988 preliminary prospectus
might have faired without the allegations because the 1990 preliminary
prospectus became bogged down in issues that were related to the allegations.
In addition to the initial response to the 1988 preliminary prospectus and the
progress of the 1990 preliminary prospectus, the present question must be
answered in light of the diligence and expectations of the 1988 working group.

Even before Wood Gundy becameinvolved, the working group was made up of
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experienced oil and gas expertsin the fields of merchant banking, engineering,
accounting and law, many of whom had often been involved in public issues of
securities. Levesgue and Cavalier’s counsel had worked out a schedule for the
working group and the schedul e anticipated afinal receipt lessthan amonth and
a half after closing of the purchase from Dome and the other shareholders.
While the deadline may have been ambitious, | cannot find the tight schedule
was unreasonable. It appears that the experts in the working group were
prepared to work expeditiously, and that Mr. Byrne and Mr. Scott, much
experienced merchant bankers, believed aquick turnaround wasredlistic. Atthe
timethe preliminary prospectuswasfiled, the schedule called for afinal receipt
inlate August. Theunderwriting agreement wasin production. Thegreen sheet
was being published. The road shows were being booked. | find that the
underwriters and Cavalier would have finished the preliminary marketing and
would have gathered information they required to complete the underwriting
agreement within the schedule they had set for themselves, that is, during the
second half of August, 1988. However, their schedul e assumed completion of
the process of comment and response with the regulators at the same time.
Based upon the actual processesin 1988 and 1990, | think aperiod of one month

too short for the process of comment and response that would have occurred
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without the Westminer allegations. On the other hand, it took two and a half to
threemonthsfor Cavalier and theregul atorsto settlethe significant issues, other
than the Westminer issues, in 1988 and in 1990, but that istoo long aperiod for
gauging the process that would have been. On both occasions, Cavalier wasfar
lessmotivated to find aquick resolution to the non-\Westminer issuesthan it was
when the schedule was set in the summer of 1988, and on both occasions the
regulators became bogged down with the Westminer issues. | am satisfied that
the process of comment and response would have been completed and the
regulatorswoul d have been sati sfied by mid-September, 1988 had it not beenfor
the Westminer allegations.

[162] | find that, but for the Westminer allegations, afinal receipt would have been
issued in mid-September 1988 assuming, of course, that Cavalier and the
underwriters had settled the size of the offering and price per share. No
investigation by the enforcement branch of the OSC could have impeded final
receipt at that time. Mr. Groia and the investigative team were months away
from reading a preliminary assessment and their interest would not become
public until November, 1989. The suit and Westminer’ s public announcement

were the impediments.
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What Price Would the Cavalier Securities Have Commanded?

[163] It was never the subject of negotiations because the Westminer suit was made
public the day it was produced, but the draft underwriting agreement supplied
by Blake Casselsto their clients, Wood Gundy and Levesgue, isthe source for
finding many of the terms the brokerage firms would have concluded with
Cavalier. The draft, however, does not indicate the number of shares and
debenturesthe firmswereto purchase or the priceto be paid for them. Asl said
before, Wood Gundy and Levesque had established atarget of $30 million for
the issue, and they forecast raising $20 million themselves, with the balance
coming from Coughlan’s followers. Given the four million shares referred to
by Mr. Scott, the target would have been achieved at aprice of $7.50 per share.
It is not certain whether that isthe price the underwriters would have agreed to
pay, because the negotiation of price would have been finalized after the
underwriters received information through the road shows and the road shows
were cancelled because of the Westminer allegations. However, | do have
sufficient information upon which to make a finding on a balance of
probabilities. There is the evidence which led to my genera finding, already
stated, that the underwriters were enthusiastic, which not only suggests their

willingness to purchase at the levels then under discussion but also indicates
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something of the enthusiasm they would have passed on to others during the
road shows. And, there is the evidence which led to my finding that Mr.
Coughlan was an excellent promoter, which also says something for how the
road shows would have gone. And, there is specific evidence as to what
underwritersthought about price before the road showswere cancelled. Scott’s
memorandum to the Wood Gundy directors states a minimum of $24 million,
which would lead to a price of six dollarsa share. The evidence of Mr. Byrne
and Mr. Coughlan suggests a minimum of $25 million for $6.25. These prices
assume that the four million wasto be in addition to the bonus sharesissued to
theinitial investors. If not, the $7.50 would be $7.95, the $6.00 woul d be $6.36
and the $6.25 would be $6.62. In any case, both Mr. Scott and Mr. Byrne
testified pricesin the range of $7.00 to $8.00 were under consideration.

Asdiscussed earlier, therearerecognized cal culationsthat underwriterswill take
into account in determining whether to back an issue and in determining what
price they would be willing to pay. These were explored in quite some detail
withMr. Byrneand Mr. Scott during their cross-examinationsbecauseit appears
that the ratios deteriorated substantially as oil prices dropped during the spring
and summer of 1988. Thisisasubject | must discuss in greater detail when |

turn to the expert opinion offered on behalf of the defendants. For now, its
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relevanceisto finding the would-be price. | have already said that | accept the
evidence of Byrne and Scott without qualification. In various waysthey made
the point that these ratios are important considerations, but should not be over-
emphasized. Thereissomeflux in the calculationsthemselves and, moreto the
point, they can never be determinative in the art and science of a merchant
banker. Equity financing would be an easy businessif simpleratiosdetermined
success. | have already discussed the consideration given to these calculations
by the merchant bankers. Let ustake another ook, with acloser eye on possible
prices. Thereistheratio of the net asset value before taxes of junior oil and gas
companies to the price at which their shares were trading at the time, and the
comparison of those ratios with Cavalier’'s apparent net asset value and the
amount then under consideration, twenty-four million. Thiscalculationwasfirst
performed by one of Wood Gundy’ s specialists in Calgary when the firm was
considering its involvement in the issue, and it appears Mr. Scott made some
calculations of his own later in May 1988. The engineer’s reports set out
valuations of the company’s oil and gas reserves and discounted figures of ten,
twelve, fifteen, eighteen, twenty and twenty-five percent. One selects
discounted figures, in thefirst instance it was 20%, and adjusts them according

to the value of other assets and on account of certain liabilities, such asdeferred
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incometax and futuretax on theincomefromthereserves. Inthefirst instance,
afigureof $30 million resulted, which compared favourably withtrading at 65%
to 75% of net asset value then current if the issue was to be $24 million. Mr.
Scott made some calculations of his own later in May, arriving a a less
favourable $27,400,000 at 20% discounting and a more encouraging
$36,800,000 at 15%. Early in July, the second Colesreport wasdistributed, and
it indicated asignificant drop in the value of reserves. Mr. Scott attributed this
to declining ail prices, and | would infer that the value of reserves had dropped
across the industry. Whether shares in junior oil and gas companies were
trading above 75% of then net asset valueisnot revealed. They may have been.
Theinvestment decision may look to thelonger term. Inany case, theratio was
not of enough importancein that climatethat thebrokersrecalculated Cavalier's
net asset value, and it isthe minds of the brokers on the subject of pricethat | am
ascertaining. The other calculationisamultiple of projected net cash flow. Of
course, projected net cash flow declined as did the value of the reserves. One
isafunction of the other. When the decision to support theissuewasfirst made,
Wood Gundy considered aprojected annual cash flow of seven million dollars,
and, using amultipleof four, easily justified an issuefor Cavalier at twenty-four

million. After the reduction in the value of reserves, someone at \WWood Gundy
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appears to have made some calculations justifying aprice of $7.00 asharewith
amultipleof 5.3. Therecord of these cal cul ations showsthat the person making
them found eight junior oil and gas companies for comparison and discovered
their sharestrading at awide variety of cash flow multiplesranging from 5.3 to
ten. In the climate for oil and gas of the 1988 summer and in the particular
circumstances of the proposed Cavalier offering, it does not appear that these
calculations were prominent for the brokers' decision-making. If anything, the
calculation of a seven dollar price justified by a 5.3 multiple supports Mr.
Scott’ s evidence of discussions in the seven to eight dollar range.

| find the brokerage firmswould have underwrittentwo thirds of the offering for
seven dollarsashare, at theleast. | refer to my discussion respecting theinitial
investors, from whom Mr. Coughlan raised over fifteen million, in finding that
he would have raised at least his share, ten million dollars. The underwriters
would have obligated themselves to take the balance, so the issue would have
produced at least $28 million for Cavalier, enough to retire all bank debt and to
provide more than $3 million in working capital. The other mgjor terms of the
draft agreement, such asthe fees and commissions, appear to have been settled,
and nothing appears by which any condition would have impeded closing. |

refer to the evidence of Mr. Scott and Mr. Byrne in holding that no material
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change occurred and, except for the Westminer allegations, there were no
changesin material factsaswould justify termination under section 15(2) of the
draft underwriting agreement. In particular, the continuing drop in oil prices
would not have deterred the underwriters.

To recapitulate. | have found that, but for the Westminer allegations, Wood
Gundy and L evesgue would have entered into an underwriting agreement if the
securities regulators issued final receipts for the Cavalier prospectus and if the
underwriters and Cavalier settled price. | have found that the OSC would have
issued afinal receipt about mid-September, 1988. | have found that the parties
would have settled on seven dollars a share. One could say that these findings
are determinative of the success of the IPO. Mr. Coughlan would have raised
$10 million and the brokers would have bought the rest. However, these
findingsarenot yet fully explained. They arereinforced by thelikely prospects
of the Cavalier shares in the immediate secondary market. Further, it is
necessary to state findingsin that regard for assessment of damages, which | am

going to provide in any event of liability, and for determination of other issues.
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How Well Would Cavalier Have Traded in the Public Markets?
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An expert opinion hasbeen offered that thefortunesof Cavalier were unaffected
by its inability to proceed with a public offering. It is said that Cavalier was
purchased at such ahigh pricein April 1988 that the public offering planned for
later that year would have been entirely unsuccessful. The defendant’ s expert
iIsSMr. George S. White. No competing opinion has been offered. Mr. Whiteis
aChartered Accountant, aCertified BusinessValuator and aChartered Financial
Analyst. His twenty year accounting career was served entirely with Price
Waterhouse Coopers and one of its predecessors, Price Waterhouse. Mr. White
has extensive experience providing accounting and valuation servicesin the oil
and gas industry. The plaintiffs consented to his qualification as an expert
witness capabl e of giving opinion evidenceasto corporate accounting, corporate
finance, valuation and prospects for an oil and gas public offering. No
objections were made to the admissibility of the more important opinions he
offered in this case.

Mr. White valued Cavalier primarily by following the discounted cash flow
approach. Healso performed avaluation on the capitalized cash flow approach,
which led him to increase the high end of the range established by his primary
method. He then performed three tests, which he asserts as supportive of his

findings based on the primary and secondary valuations.
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[169] The discounted cash flow approach involves forecasting future cash flows and
discounting them to the date under consideration. In the case of Cavalier, the
bulk of this valuation comes from anticipated production out of proved and
probable reserves of oil and gas. Mr. White arrived at a value for reserves of
$10.4 millionto $11.8 million and atotal valuefor all assets of $13.2 million to
$14.5 million, at the most crucial time, the time when the PO was expected to
be introduced, which he took to be August 31, 1988. Of course, forecasted
prices for oil and gas are amajor input in calculating cash flow from reserves.
Mr. White used forecasted prices that were lower than those determined by
Coles. Heexplained in hisreport, “the CNP price forecasts were significantly
above those of other consulting firms' and he chose instead “the average
consultant’ s pricing rather than the CNP pricing”. Elsewherein hisreport, Mr.
White states “it is common to use pricing based on the average consultants
prices’, but he does not explain why one should have confidenceinthisaverage
or, even, how the average is established. Ultimately, the question is the value
of Cavalier on the public markets. The prospectus, the primary source of
information for the public, was to involve the prices forecast by Coles rather
than “average consultants prices’. Coles participated in the due diligence

process and the engineers had sufficient confidence in their assessments to
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provide a consent and subject themselves to statutory liabilities at the time the
preliminary prospectus was filed. In cross-examination, Mr. White said that
Colesisone of only three firms that command superior respect as engineering
consultants in the oil and gas field. While | accept that, generally, a business
evaluator will have reference to an average of the opinions of various
engineering firmswhen the evaluator is assessing oil and gasreserves, | do not
accept that an average of anonymous opinions should outweigh the published
opinion of a highly respected firm in the specific circumstances of a public
offering for which thefirm’ sopinion wasgiven. Inadditionto forecasted price,
the forecast of volumes of oil and gasisamajor input in calculating cash flow
from reserves. This usualy involves counting proven reserves at 100%,
counting probable reserves at 50% and ignoring possible reserves. Andthat is
what Mr. White did. The preliminary prospectus emphasized cash flow
calculations that did not discount the probable reserves. As we have aready
seen, securitiesregulatorswouldinsist on compliancewith National Policy 2-B,
and the prospectus to be shown to the public would have stated cash flow based
upon a 50% discounting of probable reserves. However, the question is the
attitude the markets would have had towards the value of Cavalier had it been

in the markets during the summer or fall of 1988. It isevident that management
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believed strongly that probabl e reserves had been showing a successrate much
greater than 50% and Cavalier could be expected to continue to prove the
probablereservesat ahigher rate of success. Coles, Wood Gundy and L evesque
had sufficient confidence in the probable reserves that Coles consented to and
the brokerage houses certified a preliminary prospectus emphasizing
undiscounted values. While securities regulators would require that the final
prospectus emphasize figures based upon 50% discounting, Cavalier and the
underwriters would have been entitled to continue expressing to the public the
confidence they had in the probable reserves, and investment dealers and
investorswould have been entitled to draw their own conclusions asto whether
the probable reserves were undervalued at a 50% discount. Apart from the
importance of the subjective assessments of underwriters, investment dealers
and investors, | should think that even an objective business valuation should
give consideration to any evidence supporting an assertion by management that
the corporation’s probable reserves would prove at a rate greater than 50%,
although that is the rate most usually selected for business valuations in this
industry. Onewould think that if it was established that probable reserveswere
likely to prove at a higher or a lower rate, the business valuer would need to

select the most likely rate rather than the most usual. Since the important time
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IS August 1988 or thereabouts, and since the important question is how
investment dealers and investors would have valued Cavalier, the actual
experiences with price and probable reserves after August 31, 1988 shed no
important light. For what little value hindsight has for these questions, | note
that oil and gas prices rose steadily after October 1988, and, for years after,
generaly remained at levels about one-third higher than the August 31, 1988
price, and | also note the increases in production realized by Cavalier in the
years after acquisition. Because | reject the “average consultants' pricing” and
because | have difficulty with a 50% discounting of probable reserves as an
input for determining the assessmentsto be made by the markets, | do not accept
Mr. White's opinion that Cavalier had a value of only $13.2 million to $14.5
million on the discounted cash flow approach.

Mr. White's secondary method of valuation is the capitalized cash flow
approach. One forecasts unlevered annual cash flow from operations to which
one appliesamultiple. Respecting the crucial August 31, 1988 valuation, Mr.
White cal cul ated unlevered cash flow from operations at $3.5 million for 1988.
A figure of $3.7 million had been calculated by Cavalier’ s accountantsin May
1988. A figure of $4 million appears to have been considered by the

underwriters about the time of the preliminary prospectus. Mr. Whiterefersto
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the difference between his $3.5 million and the $4 million as “dight”, and his
report attributes the difference to the following:

. Lower prices evident by August 31, 1988 compared
to earlier in the year;

. Theimputed income taxes payable resulting from the
low income tax pool balances of Energy prior to its
purchase by the Core Group and the elimination of
interest expense inherent in evaluation Capital on a
before-debt bases; and

. Theincreasein G& A costs needed to operate Energy
without the benefit of access to Dome's lower cost
infrastructure.

He selected multiples of 4 and 4.25to arrive at arange of value between $14.1 million
and $15 million. As to appropriate multiples, he took these considerations into
account;

. Normal standardsfor cashflow multiplesprevalentin
the industry, which have generally been in the range
of 4 to 6 times,

. Analysis of market multiples for companies of
comparable size and production to Energy as shown
at Schedule D-8;

. The potential for production and reserve growth at

Cavalier generaly;

. The absence of a proven management team
experienced in operating a public junior oil and gas
exploration and development company;
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. The short-term nature of the arrangements for the
existing management team;

. The rate of growth in Capital’s 1989 cash flow
estimate compared to 1988 results; and

. Other factorsrelated to Energy and its production.

Regarding thefirst of these points, the evidence is that multiples anywhere from four
to six are sel ected when merchant bankersand otherstakethiscal cul ation into account.
It will be remembered that WWood Gundy used afactor of four when it first studied the
proposed issue in the spring of 1988 and that there is some evidence of higher factors
being considered later, when oil prices decreased. | have difficulty with Mr. White's
second point where he suggests financial information on comparable corporationsis
reflected in his choice of 4 to 4.25 multiples. His schedule identifies fourteen
comparable corporations. Their sharesweretrading, on average, 6.2 times cash flow.
Only three were trading at multiples below the 4X he selected for his opinion on
Cavalier. Half of the corporations were trading above the 4X to 6X range. Further,
Mr. White' s assessment of management indicates a depressed multiple, where those
involved in the issue had enthusiasm for management and for the concept that new
management could realize upon opportunities that had been neglected under Dome.
| doubt that, at the time of the planned 1988 offering, investment brokers and others

would haveforecast cash flow aslow asMr. Whitedid in formulating hisown opinion.
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| reject his selection of four as the appropriate multiple in the circumstances of those

times. Thus, | reject his opinion that the value of Cavalier as of August 31, 1988 was

$14.1 million to $15 million on the capitalized cash flow approach.

[171] Mr. White performed three other calculations, which he refersto astests. The
first of these does not enlighten us much. It involves a calculation of the after-
tax return upon liquidation of reserves, where the primary valuations treat the
corporation as a going concern. It seemsto methat all this calculation tells us
isthat Cavalier was, at that time, more valuable in business than in liquidation.
And, if | understand correctly, thisis the main point in making the calculation.
Generally, the exercise becomes irrelevant when the calculation gives results
lower than valuations of the business as a going concern. The other two tests
are, | think, telling. Mr. White cal culates two ratioswhich he can comparewith
benchmarks respecting the price of shares for junior oil and gas companies.
However, in addition to the benchmarks, heisableto relate the ratiosto similar
ratios found in fourteen comparable junior oil and gas companies. | think these
useful tests of whether his primary valuation may be too low, too high, or
approximately right. Thefirstisaratio of net asset value to fair market value.
Mr. White concludes the net asset value of Cavalier at August 31, 1988 was

$17.9 million to $19.1 million, and he applies this to his $13 million to $15
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million range of fair market value for results of 73% to 79%. At least hishigh
end is near the benchmark sometimes considered in the industry, which is 80%.
However, the comparison of this ratio with the ratios for the fourteen
comparable corporations leads one to suspect that Mr. White's primary
valuations are too low. He ascertained the share prices and total outstanding
shares of each of the fourteen, and multiplied total shares by the price,
sometimes called market capitalization. He was able to ascertain the net asset
value of each comparable corporation so that he could compare theratio driven
by his valuation of Cavalier with the ratios for the fourteen comparable
corporationsdriven by theactual trading priceof their shares. Themaost striking
thing about theratios for the comparablesis how desperate they are. Theratios
range from 38.8% to 224.3%, which callsinto question whether the benchmark
had much meaning at that time. That observation aside, the average of theratios
IS 89.3% when one excludes a company which had a negative net asset value
and therefore a meaningless ratio of zero percent. It appears that shares in
comparable corporations were trading well above what Mr. White's value for
Cavalier would suggest, at least asfar astheratio of market capitalization to net
asset value can show. The other ratio divides the reserves valuation into the

total of Cavalier’ sbarrelsof oil, to be exact, into the barrelsof oil equivalent for
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its natural gas and crude oil holdings as calculated by Mr. White using the 50%
discount for probablereserves. Hisvauation producesaratio of $2.21to $2.55
per barrel. He says “This range lies in the range of public company reserve
values ....” It is quite a range. He is referring to the fourteen comparable
companies. He ascertained the total barrels of each and divided that into the
market capitalization of each. Therangeis $0.37 to $12.91. To say that Mr.
White's valuation falls within such a wide range is no validation of his
valuation. On the contrary, comparison suggests that Mr. White'svalue is too
low. The average for the comparable corporations was $4.13 and the median
was $3.48 per barrel, prices strikingly higher than the $2.21 to $2.55 indicated
by Mr. White'sfor Cavalier.

| do not accept Mr. White's opinion that Cavalier had a value of only $13
million to $15 million at the time of the planned offering. | rgject hisvaluation
by the discounted cash flow method as too low because | believe he selected
forecasted oil prices that were too low and because | believe he should have
given some consideration to alower discount ratefor probablereserves. | reject
hisval uation by the discounted cash flow approach because| believe he sel ected
a multiple too low for the circumstances of Cavalier's management, for its

opportunitiesand for thetimes, and because| believe hisfigurefor net cash flow
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may betoolow. Further, my conclusion that he hasundervalued Cavalierisalso
based upon the tests of net asset value to market capitalization and barrels of oil
to market capitalization of comparable corporations at that time, which show
that the shares of those corporations were, on average, trading at higher prices
than Mr. White' s valuation of Cavalier would suggest.

Evenif | did accept Mr. White' sopinion of value, | would not follow himto his
next step. Having ascertained alow value primarily by the discounted cash flow
approach and secondarily by the capitalized cash flow approach, Mr. White
argues that raising $24 million to $30 million from reasonably informed
investors would not have been possible. He suggeststhat Cavalier would have
recognized the values he now asserts and awrite-down from accounting values
would have had to have followed. He saystheinvestorsat thetime of purchase
faced a significant deficiency at the time of the proposed |PO and the offering
would have been nothing but an attempt to shift the loss from old investors to
new. This suggests that the methods of the expert business valuer are the last
word on the value of stock to be traded in the markets. They are not. One need
only refer to Mr. White' swork on comparable junior oil and gas companies to
seethat there are wide variances between the trading price of stocksinthiskind

of companies. | think thisiswell explained through the evidence of Mr. Scott
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and Mr. Byrne, who are sophisticated merchant bankers experienced in oil and
gas. When they and others at Wood Gundy or Levesque were involved in
studying any proposal to determine whether their firm should support it, they
considered some calculations similar to those made by Mr. White. But theseare
factors that have to be weighed among others in the merchant banker’s art of
predicting share prices. With all of the sophistication of Wood Gundy and
L evesque brought to bear through the rigors of their internal assessments and
their full participation in the due diligence process, the firms were about to sign
underwriting agreements premised on values doubl e that reached by Mr. White.
The differences? In the summer of 1988, the merchant bankers were aware of
the acquisition premium and they were acutely aware of the difficulties the
market presented for the offering. They may have had a more generous
assessment than Mr. White of the value of probable reserves and the direction
of oil and gas prices. However, the mgjor differences are in the assessment of
management and its ability to capitalize upon opportunities. The discounted
cash flow approach treats the corporation as static. The capitalized cash flow
approach is not static because it projects over a four to six year period.
However, itsmajor input, operating cash flow, isascertained only for the current

year and its focus is therefore on the short term. As presented by Mr. White,
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neither approach allows much room for anincreasein share value on account of
areasonabl e assessment that new management is peculiarly positioned to better
realize upon opportunities than the corporation had done in the past. Y€, this
was front and centre in the marketing effort Wood Gundy and Levesque were
about to undertake. The description of corporate strategy that would have been
given to the public is set out in the preliminary prospectus. It deserves to be

quoted in full:

Historically, the management and technical services for Cavalier were provided by
Dome. Refer to "Management”. Asasubsidiary of Dome, Cavalier formed aminor
part of Dome' stotal assets. Asaresult, the directors of the Corporation believe that
the management of Dome, with its recent pressing considerations, was not able to
concentrate its efforts on the potential for expanding the scope of Cavalier's
operations. Thedirectors of the Corporation intend to take an activerolein Cavalier
in order to realize its potential value by arranging financing, restructuring Cavalier
and recruiting new management. Dome will continue to provide technical and
administrative services to Cavalier until May 31, 1989. The directors of the
Corporation are currently involved in forming a team of qualified individuals to
provide technical and administrative services to Cavalier prior to and after the
termination of Dome's management contract. This team is expected to consist of
approximately four individualsin addition to independent contractors.

Cavalier intends to conduct an active exploration and development program with an
emphasis on increasing its cash flow by: (i) developing properties recently acquired
injoint-ventureswith Dome; (ii) further developing its current producing oil and gas
properties; and (iii) acquiring additional producing oil and gas properties. The
directors of the Corporation believe that upon completion of this offering, Cavalier
will have sufficient cash reserves and cash flow to fund its current operations and
exploration program. In addition, the Corporation has aline of credit of $10 million
with aCanadian chartered bank which will be used to acquire producing assets should
the opportunity arise. The directors of the Corporation also intend to proceed with
additional financing for Western in the last quarter of 1988 while maintaining
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Energy’ s proportionate interest in Western. The proceeds of such financing will be
used to acquire producing properties for Western should the opportunity arise.

This statement of strategy describes the opportunity Mr. Coughlan saw when he
purchased Cavalier from Dome and explains why he was prepared to pay full value.
To him, the additional worth of the corporation was in this opportunity. Mr. White
says he considered this strategy, but it is not mentioned anywhere in his 277 page
report. Obvioudly, he did not consider it very important. Perhaps it is not very
important in the accountant’ s valuation, because his work is so grounded in present
financia information. The merchant bankers, on the other hand, were looking to the
promotional opportunities. They alowed for the very difficult market and for the
acquisition premium paid by Mr. Coughlan and his followers, and they made some
calculations similar to some of those performed by Mr. White. They knew that there
were factors seriously challenging the 1PO, even as they became more and more
committed to an offering at $24 million to $30 million.

[174] Common sense tells us that a business with positive cash flow would bein a
better positionto expandif it werefully financed by equity and junior debt owed
to shareholders than if it were heavily financed by bank debt. This simple
concept had a special meaning in the opportunity Mr. Coughlan identified. |

accept his evidence about the general state of junior oil and gas businesses after
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the crash of 1987. The saying was, “Cash is king.” Money was tight.
Particularly, the public markets, the primary sourcesof capital to devel op natural
resources, were cool. Thevery fact which, for Mr. White, severely depreciated
the value of Cavalier, appreciated it for Mr. Coughlan. The junior oil and gas
company with cash or greater flexibility for raising cash could realize upon new
opportunitieswhere cash-strapped competitors could not. The positive outlook
for Cavalier's cash flow and the financial flexibility which would come with
100% shareholder financing, suggest to me an oil and gas business with better
than average purchasing power or borrowing power. The investor of 1988
would have seen this as well, and some investors probably would have
concluded that this gave Cavalier a significant competitive advantage in the
circumstances of the 1988 oil and gas industry, that the purchasing power or
borrowing power would be deployed by a management that was planning to be
much more aggressive than the previous operator had been, and that other
investors had already bought into the opportunity at very substantial levelsand
on terms similar to those being offered to new investors. These are points by
which Cavalier could have been promoted as an appetizing and exceptional
opportunity in the weak markets of later 1988. Mr. Coughlan, Mr. Byrne and

Mr. Scott had solid evidence to back these promotional points and they had the
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ability to get their points across to the investing public. | find the IPO would
have been successful not only because Wood Gundy, Levesque and Mr.
Coughlan’s followers would have bought the entire offering at inception, but
al so because the shares and debentureswould have traded well in the secondary
market of later 1988.

Mr. White al so expresses opinions on the value of Cavalier at October 12, 1988
($12 million to 14 million), December 31, 1988 ($11.5 million to 14 million),
December 31, 1989 ($22 million to 26 million), July 31, 1990 ($16 million to
18.5 million), December 31, 1990 ($18.5 million to 22 million) and December
31, 1991 ($10 million to 12 million). These opinions treat of a corporation
damaged. Unlike Mr. White, | am satisfied that there was value in the
opportunity identified by Mr. Coughlan when he purchased Cavalier. | am
satisfied the opportunity diminished or expired with the Westminer allegations.
Mr. White does not treat of the difference because he does not recognize the
value. His opinions about value after the damage are not of great assistance to
me. These opinions are premised on his first opinion, that Cavalier was no
worse off for being excluded from the public markets in later 1988. | do not
accept that Cavalier was undamaged by the exclusion. Thus, Mr. White's

opinions about value at later dates treat of a corporation damaged where, if
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liability for the damage were established, my obligation would be to determine
how the corporation would have fared, and, thus, how longer term investments
in the corporation would have fared, if the corporation had not been damaged
inlater 1988. Having said that, thereis a point made by Mr. White which | do
accept. Hislow appraisal of management and opportunities as at August 31,
1988 isinconsistent with the appraisals of those who were going to market the
issue at that time, and | havergected Mr. White' sappraisal and have found that
the markets would have made appraisals more in line with what the merchant
bankers had concluded and were about to advocate. Aspart of hisjustification
for hislow appraisal of management, Mr. White points out that the technical or
operational management were hired away from Dome Petroleum. He says, and
| accept, that onewould have more confidenceif someoperational managershad
had much experience in operating a junior oil and gas company, rather than
experience based solely on the comforts of a large organization. As will be
seen, the operational management of Cavalier turned out to be weak. The
difficulty isthat that fact could not have been known or predicted in 1988. A
president had been selected with enthusiasm. He came from Dome, but that
does not suggest he would implement a team of managers drawn exclusively

fromDome. And, hewaswell regarded, especially inacquisitions, whichwould
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beimportant for acorporation with an expansionary strategy. Other than having
selected apresident, Cavalier would not put an operational team into place until
June 1989, when the transition from Dome would be complete. The high
appraisal of corporate management and corporate opportunitiesin 1988 would
not have diminished in the 1988 markets on account of serious weaknesses to
appear in operational management much later on. It would have diminished

when failures of operational management became apparent at later times.

Going Public Under Cloud of the Allegations: 1988 to 1990.

[176] | have already discussed Cavalier’ s dealings with securities commissions as it
attempted to make public offerings after Wood Gundy withdrew and L evesque
stipulated more stringent terms and a reduced offering. To recapitulate.
Cavalier determined to go forward with the public offering after the allegations
weremade and Wood Gundy withdrew. ASC staff provided commentsearly on,
but soon the effort became encumbered by demands of the securities
commissionsin reaction to the allegations. Although the intention to refinance
through apublic offering remained, the effort went dormant in early 1989, about
the time the OSC decided to launch aformal investigation. That investigation

did not lead to crimina charges, but a hearing was scheduled for the OSC to
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restrict Mr. Coughlan’ s trading rights by removing exemptions. Theissuewas
settled in March 1990, and an understanding was reached that the allegations
would no longer constitute areason for the OSC to refuseto issue afinal receipt
for a Cavalier prospectus. A new preliminary prospectus was filed and afinal
receipt was eventually issued. It remainsto take acloselook at the discussions
between Cavalier and staff of the securities commissions regarding the
alegations, and it remains for me to state my findings as to the events after the
second preliminary prospectus became settled.

By late September, 1988, two months after the preliminary prospectus had been
filed, counsel for Cavalier was embroiled in discussions with staff of the ASC
and the OSC to resol ve demands the two commissions were making as aresult
of the allegations. Staff’s position was stated by Cavalier’s counsel, Susan
Fraser, in aletter to them dated October 21, 1988 and this was the subject of
further discussions, whichled to amendmentsrecordedin counsel’ sfurther | etter
of Halloween, 1988. The position of the securities commissions may be
summarized as follows:
1)  Mr. Coughlan and Mr. McCartney will resign as board members.

Mr. Coughlan will resign as an officer. He will have no direct or

indirect involvement in management, but could become a
consultant after completion of the public offering.
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2)  TheBoard will bereconstituted to minimize participation of other
defendants in the Westminer suit.

3)  The prospectus will be updated and reviewed in the ordinary
course. It will include disclosure of the Westminer suit.

4)  Those who had been sued by Westminer will transfer their shares
in trust, and the trustees will undertake to vote the shares only in
the interests of the corporation.
Those sued by Westminer had invested millionsin Cavalier and they were not prepared
to agreeto thevoting trust without clarification. Except for Mr. McCartney, they were
concerned for their own liquidity. Mr. Coughlan and the others needed to know
whether the terms of the trust would impede transfer or hypothecation of the shares.
At the direction of the Cavalier Board, Ms. Fraser addressed this question to staff of
the securities commissions on November 2, 1988. The new year arrived, and still she
had no reply. It does not appear that the required clarification was ever given.
Correspondence resumed at the end of January, and ASC staff demanded Cavalier’'s
acceptance or regjection of the demands, asis. On February 7, 1989, the Cavalier board
rejected the proposal and resolved to seek ajoint hearing of the ASC and the OSC. |
believe the rglection was reasonable. It stemmed primarily from the demand for
resignations and arestricted Board of Directors. The board considered these demands
to have been unfair. | agree. To substantially alter the management of acompany on

mere alegations is unfair, not only to the managers but also to the corporation, the
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prospects of which, as has aready been demonstrated, hinged in good measure on the
management. Further, these demandsand thedemand for trusteesto vote sharesimply
prejudgment, a prejudgment that would have been published because of the various
disclosures required in the contemplated prospectus. In any event, no appeal was
taken. The OSC decided to launch a formal investigation, and Mr. Coughlan was
interrogated not long after the Board decided to regject the demands.
[178] The OSC investigation led to a notice of hearing issued late in 1989, by which
the enforcement branch of the OSC sought from the commission an order under
s.124 of the Securities Act excluding Mr. Coughlan from some exemptions and,
thus, restricting histrading activities. Mr. Coughlan settled the proceedings. He
explained on the stand his reasons for doing so, and the primary reason was to
clear the way for Cavalier to make a public offering. | accept hisevidence. In
addition to a formal settlement agreement between Mr. Coughlan and the
enforcement branch, which wasimplemented by order of the Commission, there
was an exchange of correspondence between Cavalier and the Commission. In
negotiating the settlement on behalf of Mr. Coughlan, Mr. Pugsley had required,
and Mr. Campbell accepted, that the “OSC give comfort to Cavalier” to the
effect solong asMr. Coughlan abides by the agreement any Cavalier prospectus

“will betreated inthe ordinary course”. OnMarch 5, 1990, Cavalier’ s counsel
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wrote to the Executive Director of the OSC recording the Cavalier aspect of the
settlement. She stated “the primary reason that staff ... would not recommend
that afinal receipt beissued ... was ... the ongoing investigation ....” And she
recorded the understanding that had been reached “the mattersgiving rise[to the
settlement agreement] will no longer, in themselves, be considered cause to
refuse areceipt.” The Executive Director responded, “Y our letter reflects our
mutual understanding.”

Once again, aworking group was assembled and a preliminary prospectus was
filed after about amonth. An application was made concurrently to the Toronto
Stock Exchange, and thelong outstanding plan wasimplemented to amalgamate
Cavalier Capital, which was not listed, with Cavalier Energy, which had been.
The proposed issue was for a much smaller amount than had been attempted in
July 1988. Theexperienceafter that had much altered and damaged thefinances
of Cavalier, asl shall discusslater. The purpose of theissuewasto reduce bank
debt and to finance capital expenditures, the latter actually being a cost cutting
measure to avoid storage and transport charges Cavalier was paying to others.
It wasto offer equity units composed of common shares and sharewarrants, and
flow-through unitscomposed of flow-through common sharesand flow-through

warrants. The tax-relieving flow-throughs had not been a feature of the 1988
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intended offering. Under the plan at that time, the corporation would have been
free to offer flow-throughs in future to finance exploration and development.
The amount expected to be raised was $13 million, compared with the 1988
target of $30 million. And so, the intended offering cannot be considered an
attempt to reinstitute the plans of July 1988. That opportunity had been lost.
Despite the agreement that had been recorded in the | etters exchanged between
Ms. Fraser and the Executive Director at thetime Mr. Coughlan settled with the
OSC, staff of the OSC responded to the new preliminary prospectus with this
demand: “We will require Mr. Coughlan to resign as C.E.O. and Director.”
Counsel protested the demand for Coughlan’s resignation, but it took
Commission staff until July 13 to withdraw that demand despite its
inconsistency with the Executive Director’ s agreement.

Some of theinitial comments seem to expand as the discussion continued. The
comment demanding Mr. Coughlan’s resignation included, “ Please justify the
constitution of the board of Directors given the alegations against various
directors by Seabright ResourcesInc. and in light of the Settlement Agreement
reached with Mr. Coughlan.” Cavalier responded by pointing out that there
were seven directors, four of whom were not parties to the Westminer suit. It

described the business backgrounds and qualifications of all seven. Asto the
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three who had been sued, it point out, “ ... the allegations made against these
gentlemeninthe Ontario Action are and should betreated as such - allegations.”
The comment could also have been made that the Settlement Agreement
accepted by the OSC contained Mr. Coughlan’s specific denial of similar
allegations made against him by the enforcement branch. Cavalier’s response
to the request for justification of the former Seabright directors provoked new
demands from the OSC, demands which the OSC took a full month to

communicate. On thistopicit said:

Please explain how the Board of Directors will operate in light of and in order to
comply with the settlement agreement and the obligations thereunder. Please have
all directors provide us with aletter describing their due diligence in regards to the
prospectus, in particular their role in meeting the requirements under the settlement
agreement. Please disclose the policies and procedures in place as required by the
settlement agreement. Please also provide us with an opinion that the settlement
agreement has been complied with.

At first opportunity after the settlement agreement, Cavalier had adopted policiesand
procedures in line with the agreement. However, these demands are curious because
staff seems intent on expanding the terms of the settlement agreement. Only Mr.
Coughlan was a party to the agreement with the OSC and to the proceedings beforeit.
As part of the agreement he undertook to disclose his activities with any reporting

issuer, to disclose the names of other directors and to ensure the reporting issuer
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established policies and procedures for reporting material changes. These were his

obligations, but the demand seems to extend obligation to all other directors, to

Cavalier itself and, in oneinstance, to corporate counsel. One could conclude that the

OSC staff were being difficult since areasonabl e explanation provoked fresh and off-

point demands, since the demands were inconsistent with the agreement between

Cavalier and theexecutivedirector, and sincethese fresh demandswere communicated

amonth after the response and two months after thefiling. Infrustration, the Cavalier

Board determined to demand the director refuse to issue a receipt so Cavalier could

appeal these and other demandsto the Commissionitself. On August 2, 1990, the OSC

dropped all of these demands and substituted arequest that Mr. Coughlan not serve on
the material changes sub-committee of the Board, which was accepted.

[182] Another demand turned out to be related to the all egations although that did not
become apparent for quite some time. Respecting the description of principal
holders of common shares in the preliminary prospectus, the initial OSC staff
comment said simply, “ Please comply with O.S.C. Policy 5.9.” Policy 5.9 dealt
with occasions when the director will require an escrow or pooling agreement
as a condition for issuing a final release. In response, Cavalier provided
cal culations showing the securities did not fall within the policy. Theresponse

was baffling for its want of reasons. “Wewill require an escrow.” Eventually,
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staff changed this demand to one for evidence that Mr. Coughlan was in
compliance with the trading restriction provisions of the settlement agreement,
a subject well off the original point as expressed by Commission staff.
Further, Commission staff required disclosure of the settlement agreement and
the Westminer suit in numerous parts of the prospectus, with a bold print
warning on the second page. Later, it went so far asto require aspecial titlefor
the bold forewarning: “Important Information Re: Directors and Officers’.
While it was Cavalier's position that the Westminer suit was immaterial to
Cavalier, because of thedenialsand theintended vigorous defences and because
the claims could not lead to any attachment of Cavalier’ sassets, it was prepared
to make some disclosure and the communications from May through August
concerned language. Asto the warning on the second page, the parties settled
on a statement in ordinary print under the heading: “Information Regarding
Certain Directors and Officers’.

Major issues respecting the prospectus appear to have been settled in early
August, and a letter from the Commission in early October indicates that only
housekeeping issues were outstanding. | find the dialogue took longer than it
should have and that it included positions adopted by the Commission that were

sometimesunfair, aswith the demandsfor resignations and reconstitution of the
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Board, and that were sometimes unbusinesslike, as with the expanding or new
demands that replaced original ones, and that were sometimes simply
unreasonabl e, such asthestubborninsistenceonapolicy 5.9 escrow without any
apparent reasons. This contrasts with the way the OSC staff dealt with more
technical issues, asdiscussed earlier. The comments and responses now under
consideration all relate to issues touching upon the Westminer allegations. |
find the Westminer allegations caused OSC staff to take a hard position on the
1990 Cavalier prospectus.

The prospectus may have cleared the OSC, but the Toronto Stock Exchange put
up another hurdle. On October 4, 1990, the stock list committee of the TSE
decided to approve the proposed listing only if Mr. Coughlan resigned as an
officer and director and he placed his Cavalier sharesinanon-voting trust. The
Cavalier Board met thenext day. Mr. Coughlan said hewouldresign, anditwas
noted the terms of the escrow had not been stated by the stock list committee
and nothing had been said about whether Mr. Coughlan could act asaconsultant
to Cavaier. The Board decided any resignation should await appeals. The
Board of Governors of the TSE upheld the stock list committee. [Quote from
decision.] Cavalier appealed to the OSC, which has a statutory obligation of

review over certain decisions of the Exchange. On March 11, 1991, the OSC
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released its reasons for not interfering. The panel referred to its differential
standard for review of Exchange decisions. It noted the settlement agreement,
and the eventual issue of afinal receipt for the prospectus. It accepted that the
settlement agreement could not serve as proof of any of the allegations made

against Mr. Coughlan and that Coughlan entered into the agreement

... for good, common sense reasons that were not connected with the possible truth of
the allegations made against him --- for instance, that Mr. Coughlan wished to avoid
alengthy hearing which would further delay the issuance of areceipt for the Cavalier
prospectus, that the payment of $40,000.00 towardsthe cost of the staff investigation
would be less than the cost of such a hearing to Mr. Coughlan, and that the trading
restrictions imposed upon Mr. Coughlan by the Commission were really of no
consequence since he had no intention of so trading in any event.

And, the panel accepted that the Exchange had relied entirely “on the existence and
terms of the settlement agreement, and upon the existence of the [Commission] staff’s
investigation which lead up to it ....” The panel was of the view that these were
sufficient to provide some evidence upon which the Exchange could makethedecision
it did, and that the Exchange had acted reasonably in light of Cavalier’s failure to
provide evidence in contradiction of the allegations that had once been advanced by
Commission staff.

[186] Theoffering might have goneforward without Coughlan asofficer and director.

Apparently, afinal receipt had been issued. And, the TSE had approved the
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listing, subject to the conditions. However, the brokers withdrew. Not long
after the preliminary prospectus was filed in April 1990, Mr. Byrne left
Levesque to form Byrne & Company and Mr. John MacKinnon took over the
Cavalier account at L evesque. With Levesque’ sconsent, Byrne & Co. accepted
an assignment from Cavalier tofind alarger national firmto co-lead the offering
with Levesque. Mr. Byrne held discussions with a number of large brokerage
houses. Some showed serious interest. Talks progressed. However, in each
instance these houses eventually declined to become involved, and Mr. Byrne
attributed this to the demands of OSC staff respecting the allegations. Mr.
Byrne had thought that the settlement agreement set the all egationsasidefor any
Cavalier issue, but, to him, the demands revealed the distrust the OSC ill
harboured. By the end of July 1990, L evesque had grown cool and Byrne was
retained to assist Cavalier in dealing with Levesgue “with a view to its
remaining as an agent for Cavalier and obtaining satisfactory terms’. The last
prospect for a major co-lead, Richardson Greenshields, bowed out in mid-
September. In a meeting held late in October of 1990, Mr. MacKinnon of
Levesque expressed concerns about the TSE decision. Notwithstanding the
assurance that Mr. Coughlan would resign if necessary, Levesque, J.D. Mack

and Scotia Bond announced they werewithdrawing. The TSE decision wasnot
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the only concern Levesque harboured. A problem, which | shall discuss later,
with water intrusion at some of the wells had emerged. Also, Levesque, while
it had not settled its position on price for the offering, was expressing the view
that it might consider a cash flow multiple aslow astwo. | find that Levesque
withdrew and other large investment houses had become disinterested because
they perceived the prospectsfor Cavalier had clearly deteriorated, and | find that
the cloud over management apparent in the OSC demands and the TSE decision

was the primary reason for that perception.

Financing Cavalier Without Access to the Public Markets: 1988 to 1990.

[187] Thelettersof credit, by which the $15 million loan with the National Bank was
secured, had an expiry date of October 12, 1988. As the end of September
arrived, no public offering was in sight, and the National Bank was making
plansto collect the debt. It determined to demand upon Cavalier aweek before
the expiry date, and to call upon the issuing banks on October 6 if Cavalier
failed to pay. Anticipating these actions, Cavalier issued a specia rights
offering to raise $15 million and pay the loan backed by the letters of credit.
The offering memorandum provided that if afinal receipt for the prospectus

receipted in July 1988 was not issued by the end of the year, purchasers of the
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special rights would receive one $1000 convertible debenture and sixty-two
common shares for each unit of special rights at a subscription price of $1428
per unit. If thefinal receipt wasissued, the special rights units would constitute
subscriptions under the prospectus. The only market for the special rights units
was among the initial investors, who faced being called upon by their banks
after the letters of credit were honoured. In effect, the investor was offered the
choice of paying to Cavalier the money the investor would otherwise have to
pay to the bank. Aninvestor could subscribe for the special rights units to the
extent of the investor’s contingent liability on account of the letter of credit
issued by theinvestor’ sbank. Cavalier would advance the purchase priceto the
bank as a credit against the investor’s contingent liability. The choice was
between paying one' s bank and acquiring aright of action against Cavalier or
paying the same money to Cavalier and acquiring shares and convertible
debentures. About the same time as the specia rights offering memorandum
was filed, the National Bank wrote to the investors advising that the letter of
credit loan would soon mature and, if Cavalier did not pay it, the National Bank
would “forthwith” call upon the issuing banks. On October 6, the bank
demanded payment and shortly afterwardsit called upon theissuing banks. In

the meantime, Cavalier had written to theinvestors proposing the special rights
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units, and Mr. Coughlan had contacted each individually. Some investors
subscribed for the special rightsunitsand terminated their liability totheir banks
before the bank actually paid up on the letter of credit. Some made similar
arrangements outside the special rights offering, and acquired flow-through
sharesinstead of specia rights units. In afew cases, the issuing bank paid the
National Bank and called upon the investor, who responded by paying the
money through Cavalier and taking up the special rightsunitsor making similar
arrangements with Cavalier. Someinvestors secured extensions of their letters
of credit, and eventually converted the contingent liability through the special
rights offering or similar arrangements. A very few received special treatment
through the efforts of Mr. Coughlan and Cavalier, a subject | shall deal with
when discussing the claims of the various plaintiffs. The special rights offering
raised $11,423,766 in 1988 and the loan was reduced to $2,225,000. Thus,
Cavalier closed 1988 reporting $12,225,000 in bank debt made up of the $10
million demand loan and $2,225,000, the balance of the loan backed by letters
of credit.

In addition to the special rights offering, which from the company’ s perspective
converted bank debt into even portions of equity and subordinated debt, the

company raised some funds through private placements. A little over two
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million was raised under an offering memorandum dated December 9, 1988.
However, thisinvolved flow-through shares and Cavalier was obliged to pass
expensewrite-offsto theinvestors. Another offering wasinitiated in December
and renewed in January 1989. The corporation attempted to raise up to $10
million from known or related parties under the sophisticated investor
exemption. The proceeds were to reduce bank debt, and, again, units were
offered in equal parts of shares and debentures. This efforts raised only
$1,822,128.

The consolidated balance sheet for the 1988 year end contrasted with the
prospects for Cavalier as understood in the July 1988. No doubt, the balance
sheet had been harmed by a substantial declinein oil prices, which reduced the
value of reserves. As expected, oil production increased over that achieved
under Dome’'s ownership. Production nearly doubled, and the company
attributed this to new wells that were brought into production. However, ail
priceshad declined by nearly one-third and that of f-set most of therevenuefrom
the new wells, without providing relief in expenses. The loss from operations
for seven months ending December 31, 1988 was $1,292,000, and this was
entered as the deficit on the balance sheet, a deficit much higher and of a

different kind than that anticipated in July. Bank debt of $12,225,000 compares
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withnil onthe proformabal ance sheet, where debt under convertibledebentures
had already reached $7,995,000 compared with the pro forma $15 million for
issued, convertible debentures. Finally, share capital stood at $6,425,000
compared with the pro forma $15,590,000 made up of $590,000 attributableto
theinitial investment and $15 million to have been raised on the public markets.
The year end balance sheet describes a company with substantial bank debt in
contrast to the flexibility of being free of bank debt and having access to
substantial credit, as planned at inception. It describes a company with
combined bank and subordinated debt $5,220,000 morethan planned. And, the
character of the subordinated debt was not as planned. The actual state of the
company made it much less appetizing for investors to convert subordinated
debt to equity. There are aso pro forma statements of operationsin evidence,
which give some insight into the income and expenses anticipated during the
first months of operation and these show that alosswas anticipated in any case.
However, the most striking contrast between the pro forma balance sheet in the
preliminary prospectus and the 1988 year end balance sheet isin the level and
the nature of the debt.

Thenext year brought areboundin oil prices, and Cavalier continuedtoincrease

production. Oil reservesincreased substantially, and therewasaslight increase
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in natural gas reserves. Expensesincreased. The company reported a net 1oss
of $512,000, but depreciation was extraordinary and cash flow was positive.
During 1989, the company raised money through private placements. An
additional $800,000 was paid, ultimately to the National Bank, under the 1988
special rights offering. About six million was raised for flow-through shares
under offeringsinitiated in 1989 by Cavalier Capital or Western Resources. One
attempt was made to sell units of shares and debentures for reduction of bank
debt, but only $550,000 was raised against the $6 million maximum for the
issue. Mr Coughlan was finding it hard to market equity in the company. His
contacts had been let down. Their investments were not liquidable. During
cross-examination, Mr. Coughlan agreed that he had raised an amount
comparable with the target for the PO and he observed that this showed how
well Cavalier might have done had it been marketed publicly. 1 think the
observation has merit. The defendants argue that the total amounts raised are
such that Cavalier achieved the financing it required from the IPO and the
failure to go public did not damage it. This missestwo points. | have already
discussed the differences in debt structure and the reduced likelihood of
debenturesbeing convertedto equity. Thecharacter of thecompany’ sfinancing

wasdramatically and adversely affected by itsinability to proceed with the I PO.
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Secondly, the plan was not to stop with the IPO and operate the company
conservatively. The plan wasto expand. Inthelong run, the company was to
raise much morethan the | PO target such that acompanion of what was actually
raised in total with the target figure for the IPO offers little insight into the
impact upon Cavalier of Westminer’s allegations.

[191] Cavalier closed 1989 reporting areduced loss. Thelossincluded extraordinary
depreciation and, thus, the company showed positive cash flow. Production had
continued to increase and this, combined with arebound in oil prices, resulted
In agood increase in revenues. However, the increasing production concealed
a problem. Hampered by heavy debt, Cavalier could not take risks. It
concentrated on exploiting existing wells and its efforts at exploration and
development were much concentrated towardsthelatter. Without theflexibility
to aggressively explore and develop new wells, the company would deplete its
reserves. The balance sheet showed some of the constraint Cavalier was under
as of the end of 1989. For obvious reasons, investors were not converting
debentures to common shares. The subordinated debt stood at $7,696,000,
down from $7,995,000 at the 1988 year end. The $10 million demand loan
remained fully drawn and the |oan backed by letters of credit had been reduced

by $975,000, mainly under the special rights offering. Bank and subordinated
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debt stood at $18,946,000 costing $2,528,000 in interest. There wasawarrants
issueinearly 1990 involving $601,000 but, other than that, 1989 marked thelast
equity financing. | find the opportunities for private placement had dried up.
There had been a dlight improvement in the balance sheet, but the problem of
depleting reserves could not be resolved without alargeinfusion of cash. It was
not going to be raised from private placements, and, as we have aready seen,
Cavalier failed to accessthe public markets, thefocus of Mr. Coughlan’ sefforts

in 1990.

Desperate Measures: 1990 to 1992.

[192] After two years of operation, one under its own management, Cavalier
recognized level of bank debt to be its greatest challenge. Reduction wasto be
the priority for 1991. Efforts were undertaken to reduce general and
administrative expenses, arecuperating market for forward sales was exploited
to bring cash in sooner, and some assets were put up for sale. Nevertheless, by
mid-1992 the leveraged status of Cavalier was brought startlingly to the
attention of the board. Contrary to instructions always to leave a cushion of
$280,000 in the line of credit, operating management had drawn on the bank to

the maximum of the line. The bank had become alarmed, and it had given
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Cavalier sixty daysto show progress on its plansfor debt reduction. Although
the measures referred to earlier were important to that plan, its primary
component was to seek a merger with a more stable corporation.

Unable to finance itself in the capital markets, Cavalier had determined to
reduce its crippling bank debt by merging with a listed junior oil and gas
company. A relationship had developed with an American investment fund
called the Energy Recovery Fund, which wasinvesting in Canadian oil and gas.
The Fund was prepared to back aplan under which Cavalier would merge with
alisted junior oil and gas company, and the shareholdings, as well as seats on
the Board of Directors, would be apportioned according to value among the
Fund, the Cavalier shareholders and the shareholders of the other company.
This plan held the promise of new cash injected into both of the merged
enterprises as well as a dilution of Cavalier's bank debt according to the
financial position of the merger partner. Immediate relief from the bank debt
wastheprimary motive. Thefirst merger discussionswerewith BacaResources
Limited, which traded onthe Toronto Stock Exchange. The Westminer suit was
raised early in the discussions, and an assurance had to be given that former
Seabright directors would not serve on the board of amerged corporation. The

discussionswereheld during June 1991. By mid-month adeal seemed probable.
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The Cavalier board approved of the negotiationsin principle, and both Cavalier
and Baca prepared for immediate due diligence, with public announcement
expected toward the end of June. On June 20, Baca and Cavalier executed a
letter of intent. Pressreleasesweredistributed. The Energy Recovery Fund was
interested, and its only concern, that a new CEO should be found with Baca's
CEO serving as Chief Operation Officer of the merged company, was readily
accepted by Bacaand its CEO. By June 24, due diligence was well underway.
On July 12, Cavalier representatives were to meet with the Baca board. The
representativesarrived. They wereturned away. Bacahad decided to back out.
The stated reason was Cavalier’ s bank debt.

Many attempts were made to merge with another junior oil and gas company.
Numerous contactsproduced afew setsof seriousdiscussions. Eachfailed. The
last of these involved a company called Sugar Creek Oil and Gas Inc., and by
this time Cavalier had brought in a consultant who had built an oil and gas
company of his own and was a very experienced oil and gas engineer. Mr.
Donald Jepson so impressed Sugar Creek that a sti pul ation was made during the
negotiations that Mr. Jepson would be the new CEO. These negotiations were
carried out in September and October 1991. They led to agreement in principle

and pressreleases. However, Cavalier announced failure on October 28, 1991.
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According to Mr. Coughlan, hisinvolvement with Cavalier and the alegations
made against him were the reasons that the various merger discussions failed.
| am satisfied that the size of Cavalier’ s bank debt, the very motive for merger,
was a serious obstacle. | am also satisfied that the cloud over Mr. Coughlan’s
reputation particularly, and generally over Cavalier's board, which was
composed of former Seabright directors and others associated with them, was
a serious obstacle to mergers. In light of the fact that at least two sets of
negotiations progressed very close to successful conclusion, | find that the debt
and the clouds were related to the failed negotiations as causes and effect.

The bank kept a close eye on the merger negotiations. The Arthur Anderson
investigation had been conducted while these were ongoing. The report
coi ncided with theannouncement that negotiationswith Sugar Creek had failed.
That report held out almost no hopefor aturn around. Just beforethereport was
released, Cavalier considered bringing itself within the Companies Creditors
Arrangements Act. On November 4, 1991, shortly after the Arthur Anderson
report, the board instructed counsel to make an application under the CCAA
with haste in the event the National Bank should call theloans. The Board met
again on November 20, after discussions had been held with the bank, and it

authorized aCCAA application. The Court of QueensBench of Albertagranted
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an order two dayslater bringing Cavalier withinthe Act and providing for aplan
of arrangement no later than February 28, 1992. Of course, the National Bank
dominated the class of secured creditors and its support was necessary for any
plan to be adopted by that class and approved by the court. Quite an effort was
madeto find acompromise acceptabl e to the bank and the shareholders, but this
falled. On May 13, 1992, the Alberta court issued a receivership order on
motion of the bank, and thereceiver wasgiven powersfor both management and
liquidation. The receivership did not produce enough money to pay the bank

debt.

The Causes of Cavalier’s Failure.

[196] The fact finding on this subject goes to a variety of issues. In addition to
causation and remoteness, this question touches upon the assessment of
damages, which | will provide in any event of liability. | will state further
findings when | turn to the assessment, but what follows will provide some of
the relevant facts in that regard. My discussion of the causes of Cavalier's
failure will begin with my findings about the immediate cause, then | will turn
to the various difficulties Cavalier faced in its four year history from 1988 to

1992.
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[197] Asearlier stated, Arthur Anderson Inc. wasretained by Cavalier at theinsistence
of the National Bank to study the financial affairs of Cavalier and make
recommendationsto thebank. Thefirm reported in October 1991 and the report
Isin evidence for truth of contents. The consultants noted an operating loss of
$434,000 for thefirst half of 1991, an improvement over 1990 but a significant
lossjust the same. In part, the reduction was attributed to decreased production.
Asfor cash, Arthur Anderson projected a small surplus after payment of bank
interest inthe coming months. However, thefirm noted “in order to achievethis
the Company is merely continuing to delay payments to trade creditors’. The

summary of Cavalier’sfinancial position reads:

The Company inits current form is operating at aloss and is at the top of its line of
credit with the Bank. The Company’s budget for 1991 indicates that it anticipates
further losses. Cash flows from operations are only sufficient to pay current
operating, G&A and Bank interest; the Company is unable to reduce Bank
indebtedness or amounts owed to other creditors.

Thisdescribesaninsolvent company, acondition Cavalier hadto affirmwhenit sought
protection under the Companies Creditors Arrangement Act, not long after the Arthur
Andersonreport. Thereceivershipwould demonstratethat the company wasinsolvent
on the test of assets to liabilities. The consultant’s observations of October 1991

demonstrate the company was al so insolvent on the operational test. It could not meet
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itsliabilitiesgenerally asthey camedue. It hardly need be said that the insolvency was
the immediate cause of the liquidation. What were the causes of the insolvency?
Arthur Anderson noted the obvious, “The Company cannot continue to operate with
continued losses.” and it stated three theories by which Cavalier could achieve
profitability, only to then demonstrate that none of them were practical. The
possibilities were “increase reserves, increase margins or reduce costs’. On cost
reduction, the consultants determined that Cavalier’ sgeneral and administrative costs
were comparableto industry averagesand it could only suggest acost benefit analysis
toseeif asaving could berealized by contracting an oil and gasmanagement company.
The mere suggestion of contracted management is a severe criticism of the operating
management, and the suggestion does not appear to have been put forward as a cure
with much likelihood of success. Asto increasing reserves, the consultants observed
that oil and gas companies do not control prices. Asto margin, the consultants said,
“The Company is not engaging in any new activities and as operating costs such as
processing fees, royalties, |ease payments, etc. are basically fixed, no major economies
or increased margins can be expected.” This observation isthe most enlightening for
theimmediate cause of Cavalier’ sinsolvency. Frominception, it had operated near or
in excess of bank credit for operating expenses. Need for immediate cash had

emphasized development of known reserves and had curtailed both exploration and
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acquisition. Reserves were being exploited and not replaced. | find this financial
constriction wasthe major immediate cause of theinsolvency. It would beeasy to link
the financial constriction to the Westminer allegations: the allegations blocked the
initial public offering and the public offering would have produced flexibility rather
than constriction. Infact, itisdifficult to trace the allegations of 1988 as cause to the
receivership of 1992 aseffect, aswasably pointed out in variousways on behalf of the
defendants during arguments respecting foreseeability in negligence, causation in the
varioustortsalleged against them and materiality in assessment of damages. However,

the complexity of the task could be overstated. We are dealing with only three and a

half years between inception of the company and insolvency. While the information

Is large, the story is more compact than with some failed businesses. Let us look

closely at some of the other problems with Cavalier.

[198] Cavalier was plagued by accounting problems. Dome had agreed to managethe
business for the first year, and the new owners immediately experienced
difficulties getting adequate financial information. After a few months this
seemed to be resolved. Monthly financial statements began to flow, and it
appeared Dome had instituted proper controls and reporting. However, latein
1988 Amaco CanadaResourcesLimited, asubsidiary of the American purchaser

of Dome, began to integrateits administration into the parents' . Apparently the
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transition involved tremendous efforts and some of the duties owed to Cavalier
under the management contract were not well attended to by Amaco.
Statements were not produced for four months, and when statements were
finaly receivedinthespring of 1989, ahugedeficitin Cavalier/Amaco accounts
appeared. The company faced an unexpected demand against working capital
of $2.5 million. By the fall of 1989, another large liability needed to be
recognized because Amaco had credited Cavalier with 80% of reserves from
farm-in wells after Cavalier recovered the agreed cost plus markup. Amaco
should have been logging a 20% credit. This time the sudden demand was $1
million. Thesekindsof problems continued into 1990, and Cavalier wasforced
to hire consultants to sort out the state of accounts with Amaco, and the
consultants identified four significant accounting errors. The consultants also
reported upon Cavalier’s internal accounting and reporting. They found the
company’ s procedures did not meet industry standards for flow of information
and they concluded “it would appear imperative that Cavalier visit the issue of
its internal accounting and reporting capacities and procedures ...." After
numerous difficulties and at least one dispute over a very substantial sum,
Amaco and Cavalier were ableto resolve the state of accountsin early 1991. It

does not appear that Cavalier’ s poor accounting improved much over itslife of
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four years. On one occasion at least, senior management were caught by the
surprise of being drawn well over the line of credit with the bank. Mr. Patrick
Cashion, a business consultant, reported in March 1991 that Cavalier had no
system for comparing actual reserves and expenditures to budget. Arthur
Anderson, the consultantswho reported to the bank not long beforereceivership,
observedthat Cavalier wasnot producing financial information onatimely basis
and that its cash flow forecasts were not of sufficient detail. Except for the
disputed amount, which was resolved favourably, none of the accounting
problems with Amaco should have directly affected the Cavalier balance sheet.
However, the state of the Amaco accounts particularly and the poor accounting
practicesgenerally had to have had a seriousimpact on Cavalier’ sfortunes. Mr.
Coughlan pointed out that the problems with Amaco accounts affected
Cavalier’ s understanding of its cash flow, and were a serious problem because
Cavalier was so heavily in debt. Had it been financed more flexibly with equity
and shareholder loans, cash would have been more available and news of a
sudden drain on cash could have been handled more smoothly. That may be so.
Certainly, a heavily leveraged business must watch its cash-on-hand very

closely. However, it would be difficult for any business to flourish with stale



[199]

Page: 283

or misleading financial information. That describes Cavalier, and it introduces
abroader defect in it.

In the summer of 1988, Cavalier seemed to have good prospectsfor operational
and corporate management. Mr. Coughlan brought his talents for promotion,
and hisingenuity for corporate finance. Hisboard included the very successful
William S. McCartney and others experienced in business. They found a
president who appeared to have talents and abilities suited to Cavalier and the
strategy for expandingit. InJuly 1988, Wayne M cGrath agreedtojoin Cavalier
as president. He had spent his career with Dome, primarily working on
acquisitions and development. In 1988, he was Dome's Director of Business
Development and he was aso general manager of Cavalier Energy. He had
managed Cavalier Energy for threeyears. Theinvestorsin Cavalier had reason
to be enthusiastic. Having managed the former Cavalier, Mr. McGrath had an
intimate knowledge of the present operation and assets, and, with his
background in acquisitions, he suited the business plan of the new owners.
During the first year of operations, when Dome was providing technical and
administrative services, one of Mr. McGrath’s most pressing tasks was to put
together a team of managers for accounting, engineering, geology and

administration. Thiswasdone. Asl said before, one of the reasons Mr. White,
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the defendant’s expert, gave little credit for management in his various
valuations of Cavalier, isbecause many of the middle and senior managers had
worked for Dome, those who were used to the support of alarge corporation
rather than those with experience in operating an independent junior oil and gas
company. As stated earlier, | do not accept Mr. White's appraisal of
management or the would-be public perception of management as of August
1988, but | do accept his point asit goesto the value and state of Cavalier after
1988. Asthingsturned out, Cavalier was not well served by Mr. McGrath and
some of those who worked under him. By 1990, Mr. Coughlan and board
members were having misgivings about Mr. McGrath’'s performance. It
appeared that he was not working full time, he had failed to resolve conflicts
between departments, he had let some urgent problems slide and he was not
communicating important information to Coughlan. Cavalier engaged
management consultants, J.P. Cashion & Associates Inc., who carried out an
extensiveinvestigation, gave advicetotheboard and recorded their observations
in a report to Mr. Coughlan in March, 1991. They reported on a conflict
between the operations department and other departments and observed that
communication “has been extremely poor for a long time.” Of this the

consultants said “It is inconceivable to us how the company could function
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effectively under such circumstances.” Poor communicationswere also evident
between the president’s office and the departments. Further, Mr. McGrath
rarely held management meetingsalthough the consultantsregarded regular and
frequent communi cation among senior personnel ascharacteristic of asuccessful
oil and gas company. The consultantswere also critical of Mr. McGrath’ slack
of leadership. Heoften evaded decisionswithin hisresponsibility and hedid not
pursue decision-making by those to whom responsibility had been delegated.
In a similar vein, the consultants recorded that the president had failed to
provide crucia information to the board. As for financial management, the
consultants advised that the 1991 budget was late and that the company was not
tracking budget and actual, a*“ serious omission”. Asfor personnel, the report
mentions some concerns, outstanding for a long time, that the accounting
department may lack sufficient understanding of the oil and gasbusiness. The
report indicates senior personnel were being paid top dollar, but the operating
results did not suggest top quality work. The consultants concluded “McGrath
was not competent to serve as President of Cavalier”. The board determined to
dismiss Mr. McGrath for cause. On Cashion’s advice, it also determined to
dismiss the Vice-Presidents of Finance and of Operations with pay in lieu of

notice. Replacements were found, with the Vice President of Finance being
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replaced by a chief accountant. Cavalier did not last long enough to fully test
the abilities of the new managers.

Mr. Coughlan makes the point that Mr. McGrath’ s background was in mergers
and acquisitions. His greatest talents and skills were never utilized because
Cavalier was never able to pursue the expansionary approach originaly
conceived for it. | think it would betoo simplistic for meto find that the serious
problems that emerged with management were entirely attributable to the
constraint which resulted from the failed 1988 IPO, but | think it also too
simplistic to ignore the connection. On the one hand, it is probable that Mr.
McGrath would have performed more effectively in an expanding business and
that he became discouraged as Cavalier failed in its attempts to go public. On
the other hand, managing asmall oil and gas producer must involvetimes of set-
back and disappointment, and the seriousness of the management problems,
particularly the indecision and the deplorable state of accounting, are not
indicative of sound managersin any mode. | am satisfied that the failure of the
1988 IPO made matters worse, but | also find that serious problems with
management would have emerged sometime after June, 1989 inany case. | find
that weak operational management was also a cause of the insolvency. Inview

of the magnitude of this problem, | find that poor management would have
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damaged the company even if it had not been prevented from accessing the
public markets and had not been so constrained in its ability to acquire
replacement reserves. Operational management was made the weaker by that
state of affairs, but the managers proved themselves not up to the task in any
case. Perhaps the new management brought in during 1991 would have
eventually turned around a company financed by shareholders rather than the
bank, but | find that, access to the markets or not, Cavalier was in for severe

challenge and serious financial 1oss because of itsoriginal operating managers.

Another problem emphasized by the defendants is excessive water intrusion
experienced in the latter half of 1990. One has to bear in mind there are two
kinds of water problems experienced in oil production, one inevitable and the
other less expected. Theformer could be called “watering in”. Oil and natural
gas are under pressure in nature. They are found with water in porous rock
enclosed in impervious rock. The oil and underlying water are pressurized by
natural forces. So, when the encasing rock is pierced, oil gushes out and the
water level rises. Anoil producer will install ashaft inthedrill hole. The shaft
may extend to the basement of thefield. If one drew from there, one would get

water. A plug isinstalled just above the water level so the shaft draws at that
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point. Even with the first yields, there will be some water aswell as oil. The
product has to be sent to a separation facility. As more and more ail is
extracted, the water level rises more and more, and one draws a greater and
greater proportion of water to oil. Eventually there will be so much water that
the cost of separating it exceeds the profit from the separated oil. Oil wells do
not dry up. They water-in. So, an oil and gas producer that fails to find or
acquire new wellswill seeitstired reserves becoming more and more costly to
exploit. Thiswastheimmediate cause of Cavalier’scollapse, and thereissome
evidence that the problem was beginning to manifest itself in 1990. The other
kind of problems could be called “water intrusion”, excessive amounts of water
well beyond expected watering-in. The causes are various. The problem may
be technological. The defendants argue that Cavalier suffered a serious water
intrusion problem and it was one of various misfortunes unrelated to
Westminer’s allegations but related to the failure of Cavalier. | do not entirely
agree. There was awater intrusion problem, which had nothing to do with the
allegations, but the seriousness of that problemis eclipsed by the magnitude of
the watering-in problem, whichislinked to the allegations. Thewater intrusion
began to manifest in thelate summer of 1990. For July 1990, Cavalier reported

adropin production. A declinein one month isnot considered serious because
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production varies for any number of temporary reasons. August 1990 was
another low month. Two months are not considered serious. The September
figures showed athird consecutive month of poor production. Inthe industry,
three months of reduced production are considered to be a sign of a serious
problem. This was reported to Mr. Coughlan early in October. Company
engineers set about studying the problem. On October 25, 1990, Cavalier filed
a material change report and delivered a press release announcing it was
experiencing higher water/oil ratiosand amorerapid declinein production than
had been projected by Coles. On October 25, it announced that staff were
Investigating theimpact of thison reservesand cash flow. Another pressrelease
and material change report was issued on the first of November. It announced
an expected decline of 200 barrels a day, about a 15% reduction from
projections. During thistime Mr. Coughlan and Mr. Byrne communicated with
Levesque, which had pretty much given up on the 1990 IPO by then. Mr.
Coughlan wrote to shareholders. The bank was advised. The board and its
material change committee met. All of this shows the seriousness of the
problem asit was perceived at thetime. Perceptions changed. Thereweretwo
discoveries. Firstly, the problemwas narrowed downto fourteen wellsat Grand

Forks, some of which had recently become mainly an asset of Amaco and the
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rest of which were about to go that way. Under the farm-in arrangements,
Cavalier took 80% of the reserve from those wells until it had recovered cost
plus profit, after which it would only receive 20%. All fourteen suspect wells
had matured or wereabout to mature. Coleswereretained to review the affected
reserves, and based on their findings, Cavalier was able to issue a new press

release and a new material change report on November 20, 1990. It said,

Although the Corporation recognized a 200 barrel per day declinein production, the
majority of the wells affected were encumbered by an 80% net profits interest.
Consequently, the net effect of this declineisareduction of approximately 3% inthe
projected pre-tax net present value of the Corporation’ sreserves, discounted at 15%,
from that previously projected by the Corporation’s independent engineering
consultants.

| am invited by the defendants to find that a 3% reduction in projected net present
value of reservesis equivalent to reduced production of 200 barrels per day. |1 am not
equipped to make such acalculation. Given theinvitation, | make these observations.
Evenif production wasto be reduced by 200 barrelsaday, it turned out that the profit
from 160 of those barrelswas already attributed to or about to be attributed to Amaco,
not Cavalier. Evidence suggests that, at the time, Cavalier was projected to produce
1200 barrelsamonth. A reduction of 200 barrelsis roughly 15%, and 20% of that is

3%. Further, a3% reduction in net present value of reserves would not make much of
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a difference in the kinds of calculation testified to by Mr. White, Mr. Scott and Mr.
Byrne. | share the view taken by Cavalier’'s management at the time. An expected
drop in Cavalier's own production of 200 barrels a day was a material change
necessitating a report and arelease. A drop of 3% in projected net present value of
reserves was not material, and the discovery in that regard necessitated areport and a
release only to correct the previous mis-information in the adverse material change
reports. So, the first discovery much diminished the perceived problem. The second
discovery concerned the cause of the problem. As| said, water intrusion could result
from a technological problem or there could be other kinds of problems. This one
turned out to be technological. The fourteen suspect wells were piped into a single
water separation facility, so it was not possible at first to say how many were affected.
The problem turned out to have been caused by awater level plug that had slipped in
one of the largest wells. When this was repaired, a reduction remained appropriate,
perhaps because of watering-in being higher than expected. | accept Mr. Coughlan’s
evidencethat theimpact of thisentire episodewasonly a2% reductioninthe projected
net present value of reserves. | attribute subsequent referencesto water problems, such
as the bank’s July 15, 1991 reference to “the higher water levels at Grand Forks’, to
watering-in. | find the water intrusion problem of 1990 did not have a significant

impact on Cavalier and cannot have been a cause of itsfailure.
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[202] In conclusion, on the causes of Cavalier’'s failure. | have found that Cavalier
wasinsolvent by the fall of 1991, three and ahalf years after purchase and two
and ahalf years after the new ownerstook over management. | have found that
the most immediate cause of the insolvency was Cavalier’ sfailureto replenish
diminishingreserves. | amsatisfied that thefailureto replenishreservesresulted
largely from Cavalier’ sinability to access public markets and establish flexible
financing. Thus, exclusion from the capital markets was a cause of the failure.
| have also found that a cause of the insolvency was weak operational
management. These two causes are not discrete. The inability to raise capital
would have affected the performance of operational management, but weak
operational management would have damaged all efforts of the corporation,
including acquisition and exploration. Finally, | have found that the water

intrusion problem in later 1990 was not a cause of the insolvency.
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WESTMINER AND CAVALIER

When Mr. Wise met Mr. Coughlan for the first time, the former asked Mr.
Coughlan what hewould be doing now. Accordingto Mr. Coughlan, hereplied
that, the former Seabright investors being liquid, he would probably start
another public company. Accordingto Mr. Wise' srecollection, Mr. Coughlan
said he would plow back the money he had earned into a resource company. |
find that Mr. Wise was made aware that Mr. Coughlan probably would work at
starting another public company, in the resource field, using his own cash from
the Seabright sale and inviting the interest of other former shareholders.

Mr. Lalor was a reader of the Globe & Mail. Qil and gas was a part of
Westminer's business and | suppose highly placed managers, like Mr. Lalor,
would takeaninterest in reports of businessactivitiesinthat field. Latein April
1988, Mr. Laor read an article in the Globe under the headline “Dome

unloading assets before its saleto Amoco”. The first four paragraphs read:

Dome Petroleum Ltd. has started the process of selling off assets beforeit is sold to
Amoco Canada Petroleum Co. Ltd.
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Dome, which will today start mailing shareholders an information circular regarding
the $5.5-billion saleto Amoco, announced yesterday the sale of its67.5 per cent share
of tiny Cavalier Energy Ltd. to two Halifax businessmen.

Terence Coughland and Fred Hanson will pay $9.25 a share for Dome's 1.7 million
shares of Cavalier, which istraded on the Alberta Stock Exchange.

Another 20.8 per cent of Cavalier’s shares, held by Canpar Holdings Ltd., is also
being sold to the two men through a private company, 380663 Alberta Ltd.

This was at the time when Mr. Coughlan was under investigation by Mr. Wise and
Fasken & Calvin, without hisbeing aware. | think it highly probable that information
of this kind was considered important and was discussed internally. And, | find this
knowledgeof Mr. Coughlan’ sinvolvement in Cavalier wasthe source of thiscomment
in Mr. Lalor’ sletter of late May asking Mr. Coughlanto resign: “Y ou also seemto be
fairly committed to other developments’.
[205] Cavalier was of sufficient interest and focus that, by June 10, 1988, Mr.
Braithwaite captioned a letter to Mr. Lalor smply "Cavalier Energy Limited".
The letter was copied to Mr. Wise and Mr. Roy. It was not disclosed by
Westminer to the plaintiffs in the Seabright action, and Justice Nunn did not
havethe advantage of theinformationit provideswhen he assessed theclaimfor
losses on account of the failure of Cavalier. Stikeman, Elliott had been asked

to look into assets of the former directors that could respond to ajudgment. |
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accept Mr. Braithwaite’ s evidence that this was the purpose of hisinquiry into
Cavalier and hisfirm'’s purpose in providing advice about the company. That
purpose is consistent with the concluding sentence of his June 10" letter, with
afurther memorandum supplied by Mr. Braithwaite’ sassociateand with various
statements made at the Westminer board meeting at the end of June when suit
was considered. Although no witness specifically said so, it seems clear that
Stikeman, Elliott wereinstructed by Mr. Lalor, Mr. Wiseor Mr. Roy tolook into
ownership of Cavalier as, at least, one source of recovery. As a result,
Westminer became aware of much detail about thetake-over of Cavalier Energy
by Mr. Coughlan and others. Thelock-up agreementshad been signed by Dome
and Canpar, adirector’ scircular and a pressrel ease had been issued, shares had
been tendered and compulsory acquisition of the balance of shares was in
process. Stikeman, Elliott obtained the circular and the release. Mr.
Braithwaite' sletter enclosed thedirectors' circular including the attached take-
over bid made by Cavalier Capital. Mr. Braithwaite wrote “Messrs. Coughlan,
Hansen and McCartney are al apparently involved with Cavalier Capital
Corporation.” He drew to the readers attention page 32 of the take-over bid
“which indicates that the funds for the bid were apparently financed by a

Canadian chartered bank and it would appear that the shares of Cavalier Energy
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Limited acquired by Mr. Coughlan’s company will secure the financing.”
Again, thisindicatesMr. Braithwaite' sattention wasupon the sharesasasource
of recovery. However, the discussion under “Arrangements to Pay for
Deposited Common Shares’ on page 32 aso informed the readersthat Cavalier
Capital intended to consider “equity financing” among the options available to
it for retiring one of the two back loans committed for financing the bid and it
also informed the readers that the loan was to be backed by “letters of credit”.
No information was provided as to whether the possible equity financing was
to beraised publicly or privately. And, noinformation was provided about who
might be putting up the letters of credit. Indeed, under “Purpose of the Offer
and Plansfor the Company” we see no referenceto any public offering. Rather,
“the Offeror will be able to integrate or reorganize the Company in whatever
manner it considers desirable’. This part suggests that amalgamation with
Cavalier Capital is likely, and it is consistent with the actual plan to take
Cavalier Energy private. | find the take-over bid did not suggest to any
representative of Westminer that going public or aninitial public offering was
in the near future for Cavalier.

It took six yearsfor this case to come to trial after suit was commenced. With

stops and starts, the trial extended from April 2000 to November 2000.
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Argument was heard in December. Further submissions were provided in
writing into February 2001. Then, | was advised of another relevant document,
previously undisclosed. WithWestminer’ sconsent and without it admitting that
the document was of sufficient weight to meet thetest for re-opening atrial, the
trial was re-opened so the document could be entered along with, by consent,
certain answers to interrogatories sworn by Mr. Wise. The document most
lately produced isamemorandum forwarded by Simon Romansto Mr. Wise at
Westminer on June 23, 1988 when Mr. Wisewasreporting to Mr. Morgan about
the case against theformer directorsand when they were preparing for the board
meeting. Mr. Romanswasan associateof Mr. Braithwaite' sat Stikeman, Elliott
and he acted as recording secretary for Westminer Canada and Westminer
CanadaHoldingsinJuly 1988. Thememorandummakesit clear that \Westminer
had requested further information on Cavalier Capital and Cavalier Energy:
what exchanges Energy traded on and what equity investment had been made
by Capital. Mr. Romans appears only to have reviewed the take-over bid. He
concluded that Cavalier Energy trades on the Alberta exchange and the size of
the equity investment “cannot be determined at this time.” During his direct
examination Mr. Wise stated that he paid no attention to the copy of the take-

over bid delivered with Mr. Braithwaite's letter. He was interested in the



[207]

Page: 298

bottom-line asto whether sharesin Cavalier would provide abasisfor recovery.
In cross-examination, it was made clear that Mr. Wise could take no bottom-line
from the Brathwaite letter. The discovery of the later memorandum is
consistent with Mr. Wise' stestimony that he was|ooking for abottom-lineand
did not read the bid. Thelater memorandum makesit clear that Mr. Wise asked
for the bottom-line, and the answer derived entirely from the bid. Itistruethat
thisaddsnothing to our understanding of the body of knowledge Westminer had
obtained on Cavalier and the memorandum, including the requests, tends to
confirm that Westminer's interest in Cavalier concerned the ability of some
former directorsto respond to ajudgment. However, this evidence also shows
how present Cavalier was in the minds of Westminer representatives as they
moved towards suit, public announcement and complaint to the OSC.

It will be recalled that the June 29" Westminer board meeting was presented
with Mr. Wise' sreport and that the Ontario statement of claim included claims
for an accounting and tracing of proceeds. The report included a reference to

Cavalier in apart titled “Tracing of Profits’:

A company controlled by Coughlan and Hansen (previously Vice President and
Secretary-Treasurer and a director of Seabright) acquired majority ownership and
control of Cavalier Energy Limited, a publicly listed company on the Alberta Stock
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Exchangein April/May 1988. McCartney (previously a director of Seabright) also
holds sharesin Cavalier. They will soon move to 100% ownership of Cavalier.

The purchase price for 100% is approximately C$25 million and has been funded in
part by loan from a Canadian chartered bank. Cavalier has oil and gas reserves and
production in Alberta, Canada.

This part of the report concludes with estimates of the profits realized by Coughlan,
Hansen and M cCartney from the sal e of Seabright stock, whichtotal $9,363,000. This
is consistent with other references by Mr. Wise to potential recovery of $10 million
and the state of information on Cavalier is also consistent with Mr. Morgan’s advice
to the board that judgments may not be recoverable in whole or in part.

[208] Cavalier was mentioned at the first meeting with Mr. Groia. No one who gave
evidencerecalled thediscussion. No mentionismadeof itin Mr. Braithwaite's
memorandum. Early in Mr. Groia's seven pages of notes appears “ Seabright
Resources’ and below it Mr. Coughlan’s name and the word “promoter”.
Positioned and written in such a way as to cause me to conclude that it was
written later arethewords*“ Cavalier Energy”. | am satisfied that one or several
of Mr. Roy, Mr. Braithwaite or Mr. Wise, brought up Cavalier and told Mr.
Groia of Coughlan’s involvement in it. To Mr. Braithwaite’'s knowledge,
Cavalier Capital was in the process of taking Cavalier Energy private. And,

Cavalier Energy had not traded on the TSE. To mention Cavalier to an official
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of the OSC in the context of a discussion concerning protection of theintegrity
of the capital markets in Ontario suggests that the Westminer representatives
foresaw some likelihood that Mr. Coughlan would seek to promote Cavalier in
Ontario to the extent that it would need to become a reporting issuer under the
OSC, as Seabright had been. The subject of Cavalier became of interest to the
enforcement branch once the decision was madein 1989 to bring administrative
proceedings. Mr. Groia explained that they were seeking to restrict Mr.
Coughlan’s activities in any public company in Ontario and Cavalier was the
only company they specifically had in mind. Indeed, Cavalier was prominent
in the discussions leading up to the settlement agreement which included the
requirement that the OSC should indicate that it would treat Cavalier “in the
ordinary course” notwithstanding Mr. Coughlan’s involvement. That
Westminer continued to refer to Cavalier in communications with the
enforcement branchismadeclear by aletter of Mr. Roy’ sto Mr. Wisereporting
a conversation with Mr. Campbell shortly before the OSC hearing: “... heis
cognizant or aware of Cavalier and clearly wants to shut Coughlan out of any
involvement in any company that is publicly traded ‘for aperiod of time'.” Of

course, that is not what the agreements provided.
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[209] Thepreliminary prospectusfor the Cavalier initial public offeringwasfiled with
the OSC on July 22, 1988, nine days after the meeting with Mr. Groia, seven
days before the suit and twelve days before Westminer’ s public announcement.
The IPO was reported in the OSC Bulletin published on August 5. Stikeman,
Elliott receivethebulletin. Mr. Braithwaitereadsportionsof it regularly to keep
abreast of securitieslaw. He does not make a habit of going through the lists of
new filingsin thislengthy book. | accept hisevidencethat he did not do sowith
the August 5, 1988 publication, and that helearned about the Cavalier PO much
later.

[210] | findthat, through Mr. Wise, Westminer knew of Mr. Coughlan’ sintentionsfor
his next line of work to this extent: he intended to promote a publicly traded,
junior resource company involving his investment and that of those former
Seabright shareholderswho wereloyal to him. | find that, through the Globe &
Mail, Westminer learned that Mr. Coughlan’s plan had fixed upon Cavalier
Energy, which he and Mr. Hansen were purchasing. By June 1988, Mr.
Braithwaite, Mr. Roy, Mr. Lalor and Mr. Wise had al of the detail available
from the Cavalier Energy directors circular. From this, Westminer was aware
that the purchase had been financed by two bank loans, one of which was

backed by lettersof credit and waslikely to beretired through equity financing.
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It also concluded that Coughlan, Hansen and McCartney had probably
committed sizeableinvestmentsin Cavalier. Ontheinformation Westminer had
about Mr. Coughlan’s following of investors, which came not only from Mr.
Coughlan’ s discussion of his plans with Mr. Wise but also from Westminer’'s
entire knowledge of Seabright and its dealings with fellow shareholders in
Seabrex, | find that Westminer must have known it was likely that followers of
Mr. Coughlan would invest in Cavalier. Westminer had no way of knowing
who or how much. It also understood that Cavalier Energy would likely
amalgamate with Cavalier Capital, and it soon knew that Cavalier Energy was
being taken private. The agents of Westminer involved in this subject did not,
at the time of the press announcement or before, have reason to believe that
equity financing would be sought from the public markets in the immediate
future. Onthe contrary, based upon the take-over bid and information Cavalier
Energy was going private, | find that the indication was that the immediate
financing would likely have been private, whether through sharehol der-backed
bank debt or through direct investment. However, based upon the reference to
Cavalier in the earliest discussion with representatives of the OSC and based
upon the knowledge the Westminer agents had of financing junior resource

companies, | find that Westminer knew that an attempt at an initial public
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offering was likely in the offing, in the near future though not the immediate
future. | do not find Westminer was made aware of the initial public offering
at thetime of thefiling of the preliminary prospectusor inthe monthsfollowing.
However, in light of the reference to Cavalier in the discussion with Mr.
Campbell in early 1990 and in light of the intensity of effort that Westminer
brought to bear on all of the issues surrounding the Seabright affair, | have
difficulty believing Westminer did not pick up on thisat some point, early 1990

at the latest.
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“REASONABLENESS’ OF WESTMINER'SACTIONSIN LIGHT OF PEZIM

[211]

The decision of the Supreme Court of Canadain Superintendent of Brokersv.
Pezim and others (1994), 168 N.R. 321 (S.C.C.) is often referred to for the
standard of review on a challenge to a decision of a specialized tribunal where
thereis astatutory right of appeal as opposed to a statutory prohibition against
interference. The Supreme Court reversed a decision of the British Columbia
Court of Appeal setting aside orders of the British Columbia Securities
Commission and it did so on the basisthat the courts owe deferenceto decisions
of securitiescommissionswithintheir field of their expertise and responsibility
notwithstanding a statutory right of appeal (para. 85). However, the court went
further than to hold that the issues before the commission were subject to
deference and the commission’s decision was within the ambit precluding
interference. The court went so far asto agree with the commission’ sfindings:

paras. 87, 90, 93, 96 and 100. This agreement with the commission’s reasons
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founds the defendants' argument that Pezim necessitates a re-evaluation of
Justice Nunn’ s findings towards the conclusion that Westminer’ sinvestigation
and the allegations it made were reasonable. The court agreed with the
commission that undisclosed drilling results can constitute a material change
(para. 90) and that the duty to disclose “as soon as practicable’, as provided in
the British Columbia statute, must be discharged before the issuer engagesin a
securitiestransaction (para. 91). Asto the second point, about the timing of the
disclosure, both the commission and the court had to confront an unusual
circumstance. For good reason, senior management in that case had been
shielded from learning of drill results until they became public. Nevertheless,
the commission had concluded that management had a duty to make inquiries
before causing anissuer to engagein securitiestransactions. The court not only
found that this interpretation was within the jurisdiction of the commission, to
which the courts owe deference. The court agreed with the interpretation.

Justice lacobucci wrote for the court. At para. 93, he said:

Inany event, | find that it waswell within the Commission’ sjurisdiction to interpret
S. 67 inthe manner it did, and | fully agree with its position on this point. Although
aduty toinquireisnot expressly stated in s. 67, such an interpretation contextualizes
the general obligation to disclose material changes and guarantees the fairness of the
market, which is the underlying goal of the Act.



Page: 306

The defendants say that this duty casts the activities of Mr. Coughlan and the other

Seabright directorsinanew light, tending to show that Westminer behaved reasonably

when it made allegations following the investigation carried out under Mr. Wise's

direction: Inlight of Pezim, Mr. Coughlan and the others had a duty to disclose the
assay results from the Beaver Dam exploration before the entire exploration was
complete and, in light of Pezim, Justice Nunn was wrong if he found that senior
management could rely on theinterpretati ons of technical management or othersto the
exclusion of management’ s own inquiries into the continuing assay results. (In fact,

Justice Nunn was referred to the British Columbia Court of Appeal decision and he

decided against following it on the only point for which it was referred to him.) This

argument requires a close look at the facts of Pezim.

[212] Prime Resources Group Inc. or its wholly owned subsidiaries had interests in
and managed about fifty junior resource companies. Mr. Pezim was chairman
of Prime’'s board, and he was a mgor shareholder. One of the fifty or so
operating companies was Calpine Resources Inc., areporting issuer under the
British Columbia Securities Commission whose shares were listed for trading
on the Vancouver Stock Exchange. Calpine had aone-half interest inamining
property. Thiswasitsonly significant asset, and exploration and devel opment

of the property wasitsonly business. It commenced adrilling programin 1988
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and it announced the assay of each drill hole when theresultswerein hand. By
the spring of 1989, it was able to announce a strike in what was called zone 21
to have been established over 1500 feet with one end and the extent of depth still
open. It started a new program of drilling, using two drills. One worked
continuously on in-filling the established strike, and the other worked in afresh
area, called zone 21B. For some reason, Calpine stopped its habit of
immediately releasing assay results, and started reporting them in batches about
two weeks apart. The controversy arose mainly because of one drill hole, hole
109. Apparently, the geology was such that a single rich hole can be very
significant. Gold wasvisiblewhen 109 wasdrilled. Theassay resultsthat came
in later were described as “spectacular” and “staggering”. This single result
could double the reserves. A press release eventually referred to the visible
gold, but the assay results were not released for three weeks after they werein
hand. In the meantime, Capine was the subject of various securities
transactions, including a large sale of sharesto Prime. The British Columbia
Securities Commission dismissed insider trading chargesagainst Mr. Pezim and
other officersof Prime. Calpine had taken stepsto prevent Primefrom learning
results of the drilling program before the results were made public. However,

that did not relieve the officers of their responsibility for continuous disclosure.
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The Commission found that visual inspection of the core from hole 109
constituted a material change for Calpine, and the assay results constituted a
material change for Prime also. The continuous disclosure provisions of the
British ColumbiaSecuritiesAct, S.B.C. 1985, c. 83 asamended by S.B.C. 1988,
c.58and S.B.C. 1989, c. 78 provided for apressrelease“ as soon as practicable”
after amaterial changeoccurs: s. 67(1), which compareswith “forthwith” inthe
Ontario Securities Act of that time: s. 75(1). The British Columbia Securities
Commission found that the securities transactions were such that “as soon as
practicable’” meant sooner than otherwise might have been. Failure to disclose
the visual inspection and the assay results when the transacti ons were occurring
constituted offences under s. 67(1). The Commission also found two “no
material change” certificates were false. It imposed trading restrictions upon
Mr. Pezim and others. Mr. Pezim did not know what his technical staff knew.
Nevertheless, he was personally responsible.

Justice lacobucci did not say that undisclosed drill results necessarily constitute
amaterial change. Atissuewasthe propositionthat “undisclosed drilling results
can constitute amaterial change” (para. 86). Thesituation at zone 21B in 1989
was not akin to the situation at Beaver Damin 1987. Zone 21B reserves had not

been established and it was undergoing surface exploration, where the Beaver
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Dam reserves had been established by surface exploration and asingle program
of underground expl oration was being conducted within parametersalready set.
The objects of the underground exploration were to determine mineability and
to confirm the reserves, objects which could not possibly be achieved by
referenceto isolated assay results, let alone by referenceto the assay of asingle
drill hole. Further, the geology of the two places does not appear to be
comparable. The evidence in this case suggests that, even in surface
exploration, it would be wrong to attach significance to a single drill hole.
Indeed, an error alleged against MPH concerned its finding continuity by
matching rich drill holes which turned out to be unrelated to one another. The
essential difference between Pezim and this case is in the complexity of
technical assessments. InPezim, asingledrill holewasobviously significant for
all concerned. Inthiscase, massivetesting required technical interpretation. In
Pezim, information of obvious significance was withheld. In Seabright, the
significance of information had to be determined by experts, both on staff and
outside. In Seabright, the company’s understanding of technical advice,
including advice as to the reliability and significance of interim assays before
completion of the entire bulk sample, where crucia to determining material

change. That issue was confronted by Justice Nunn. Nothing like it arose in
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Pezim and the Supreme Court of Canada's approval of the British Columbia
Securities Commission findings could not have provided great assistance to
Justice Nunn, let alone persuaded him to re-cast his findings.

[214] Evenif | had concluded that the Seabright directorsfailed to disclose amaterial
change, | would not find that Westminer acted reasonably. It aleged fraud and
Westminer broadcast that allegation to the OSC, to the businessworld and to the
public. The allegation was baseless. It nearly destroyed reputations. And, it

was made out of the wrongful motive | have described.
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LIABILITY

Conspiracy

[215] The development of conspiracy as one of the intentional torts and the present
state of Canadian law governing it were discussed extensively by the Court of
Appeal inthe Seabright case. Readersof Dean Klar arereferred to that decision
“[flor a good review of the authorities and the elements of the action for
conspiracy”: LewisN. Klar, Tort Law 2™ ed. (Carswell, 1996). The discussion
of conspiracy extends from para. 76 to para. 110 of Coughlan v. Westminer
Canada Ltd. (1994), 127 N.S.R. (2d) 241 (C.A.). Apart from the present case
having arisen from the same circumstances, this is the decision that provides
authoritative guidance asto the law governing thedecision | haveto make. The
plaintiffs referred me to Canada Cement LaFarge Ltd. v. B.C. Lightweight
AggregatelLtd. (1983), 145D.L.R. (3d) 385 (S.C.C.) and Hunt v. Carey Canada
Inc. (1990), 74 D.L.R. (4") 321 (S.C.C.), which were discussed and applied by
Justice Nunn as indicated in para. 77, 81, 82, 104 and 110 of the appellate
decision. At page 398 of Canada Cement, Estey J., who delivered the judgment
of the court, observed that “the scope of thetort of conspiracy isfar fromclear.”
He said that, in situations where tort law does not hold an individual liable for

injury caused by individual action, “the law of tort does recognize a clam
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against them in combination as the tort of conspiracy.” The tort may be

established if:

(1)  whether the means used by the defendants are lawful or unlawful, the
predominant purpose of the defendants’ conduct is to cause injury to the
plaintiff; or,

(2)  wherethe conduct of the defendants is unlawful, the conduct is directed
towards the plaintiff (alone or together with others), and the defendants
should know in the circumstances that injury to the plaintiff islikely to and
does result. [p. 398 - 399]

Justice Nunn discussed Hunt v. Carey Canada Inc. at para. 634 of Coughlan et al. v.
Westminer Canada Ltd. et al. (1993), 120 N.S.R. (2d) 91 (Nunn J.) and the Court of
Appeal’s further discussion may be found at para. 78 to 80 of that decision. Justice

Nunn referred to the following from Justice Wilson’ s judgment in Hunt:

As Fridman has noted in The Law of Tortsin Canada, vol. 2, at p. 265:

“The difference between the English and Canadian
formulations of the tort of conspiracy lies in the way the
intent of the defendantsis expressed. The language of Lord
Diplock seemsto indicate that the necessary intent should be
actual. That of Estey, J., suggeststhat it may be possible for
a court to infer an intent to injure from the circumstances
even if the defendants deny they acted with any such intent.”

Fridman goes on to observe at pp. 265 - 266:
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“Inmodern Canada, therefore, conspiracy asatort comprehendsthree
distinct situations. In the first place there will be an actionable
conspiracy if two or more persons agree and combine to act
unlawfully with the predominating purpose of injuring the plaintiff.
Second, there will be an actionable conspiracy if the defendants
combine to act lawfully with the predominating purpose of injuring
the plaintiff. Third, an actionable conspiracy will exist if defendants
combine to act unlawfully, their conduct is directed towards the
plaintiff (or the plaintiff and others), and the likelihood of injury to
the plaintiff is known to the defendants or should have been known
to them in the circumstances.”

At para. 78 and 79 of the decision of the Court of Appeal, the court noted Justice
Wilson’ sreservations concerning Fridman’ sfirst ground and the court said: “Earlier
she had stated the law with respect to the situation when lawful means are used is not
in doubt.” And, the Court of Appeal repeated this passage from Justice Wilson's

judgment, with the emphasis indicated:

“If A and B agreeto commit acts which would be lawful if done by either of
them alone but which are done in combination and cause damage to C, no
tortious conspiracy actionable at the suit of C exists unless the predominant
purpose of A and B in making the agreement and carrying out the actswhich
case the damage is to injure C and not to protect the lawful commercial
interestsof A and B.”

At para. 80, the Court of Appeal discussed the decision of the House of Lords in

Lonrho Plc. v. Fayed, [1992] 1 A.C. 448 and said of it:
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... Lord Bridge of Harwich held for the House of Lords that it was not fatal if the
purpose to injury was not the predominant purpose of the conspiracy so long as it
was one of the purposes. This has the effect of broadening the scope of the tort of
conspiracy in Fridman’ sfirst description, while predominant purposeremainsthetest
in the second description which the trial judge applied in the present appeal.

Counsel for the plaintiffs point out that the decision in the Seabright case
involved findings of both lawful and unlawful acts. Justice Nunn based
liability in conspiracy upon lawful conduct having injury as its predominant
purpose (see para. 633 and 636), and this was the ground focused upon by the
Court of Appeal in reviewing Justice Nunn’sfindings, as the quotation set out
above makes clear (see also, the discussion of conspiracy based on lawful
means and conspiracy based on unlawful meansat para. 103). Themost serious
acts committed by Westminer where the institution of the Ontario action and
the amendment to claim fraud against the outside directors (see Court of
Appedl, para. 109). Inthe Court of Appeal, Westminer argued that, because of
immunities afforded by law, tortious conspiracy cannot be based exclusively
upon the commencement or prosecution of a civil action. In the course of
deciding that issue, the court pointed out that the conspiratorial purpose had
crystallized in various acts “lawful and unlawful” (para. 107) and it identified
at least one act as having been unlawful: “The manoeuvre to deprive the
Seabright directors of an insured defence to the Ontario action, for example,

was sufficient to fulfil al the requirementsfor civil conspiracy by an unlawful



[217]

[218]

Page: 315

act” (para. 109). Inadditionto the Ontario suit, lawful actsin furtherance of the
conspiracy included reporting Coughlan and Garnett to the Ontario Securities
Commission (para. 107) andissuing the public announcement “ calling attention
to the allegations’ (para. 108).

| am unable to find unlawful conduct on the part of the defendants in the
present action, as would found liability to the present plaintiffsin conspiracy.
| have reached the same conclusion as had Justice Nunn: the defendant
corporations employed means that may have been lawful but they were
deployed with the predominating purpose of injuring the former directorsin
order to conceal from public scrutiny the carelessness of Westminer and its
senior management. The means for achieving this purpose included the suit
and the public announcement, and | attach much significance to the latter
because it went far beyond announcing the suit. | am mindful also of the
approaches made to the OSC, allowing the insurance policy to lapse and the
amendment alleging fraud.

The purpose of the defendants' conduct was not to injure the present plaintiffs
and the conduct was not directed towards them. These findings are based on
the detailed findings | set out earlier. The present plaintiffs were outside the

motive that informed Westminer’s purpose and the direction of its actions.
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Themotivewasto cast blame on others so asto deflect scrutiny of Westminer’'s
own actions and judgments. The intent, the purpose and the direction of the
actionstaken because of thismotive wereto inflict injury on otherswho could
suffer the blame. Those others were the former directors of Seabright, those
who could be blamed, and not the subsequent investors in Cavalier, whose
interests were scarcely known to Westminer and who, more to the point, could
not logically have been and were not in fact among those upon whom it was
casting blame. No purpose, predominant or otherwise, to do harm to the
present plaintiffs has been established. It has not been established that the
defendants' conduct was directed towards the present plaintiffs. Whether the
means were lawful or unlawful, the claim in conspiracy must fail.

The plaintiffs referred me to American Reserve Energy Corp. v. McDorman,
[1999] N.J. No. 198 (Nfld. S.C.), where Justice Adamsfound unlawful conduct
and he found the unlawful conduct had been directed against the plaintiff. In
support of that finding of fact, the court said the conspirators had been “wilfully
blind to theinjury likely to be caused to theplaintiff” (para. 191). | will discuss
the proximity of the defendants’ conduct and harm to personsin the position of
the defendants later when | deal with the claim in negligence. The plaintiffs

referred me aso to authorities on constructive intent in tort law generally,
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including Hall-ChemInc. v. Vulcan Packaging Inc., [1994] O.J. No. 817 (Gen.
Div.) and Reach M.D. Inc. v. Pharmaceutical Manufacturers Assn. of Canada,
[1999] O.J. No. 2853 (S.C.). | do not think, and | do not take the plaintiffsto
say, that constructive intent appliesto the tort of conspiracy in such away that
knowledge of the unlawfulness of an act alleviatesthe need to provethat the act
was directed against the plaintiffs. Where unlawfulness is proven, it may be
that constructive intent comesinto play in relieving the plaintiff of the need to
prove predominating purpose, but the plaintiffs must still establish that the
unlawful acts were directed at the plaintiffs or that injury to the plaintiffs was
among the purposes. | do not think that foreseeablility of injury can, on its
own, establish this element. Foresight of injury relates to the other element
referred to in Canada Cement LaFarge, “the defendants should know in the
circumstancesthat injury totheplaintiff islikely to... result.” Again, it appears
that proof of foreseeability of injury isan element that replacesthe requirement
for proof of predominating purpose where unlawfulnessis established, but, if
foreseeability is established, directedness remains to be proved. | find some
support for these views in a discussion found at para. 42 of Cheticamp
Fisheries Co-operative Ltd. et al. v. Canada (1995), 139 N.S.R. (3d) 224

(C.A.),towhich | shall refer inthe next section. Although therelationship may
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meet the requirement for proximity in negligence, the defendants’ actions and
the plaintiffs’ injurieswere far too distant from one another for any finding of
directednessin the circumstances of thiscase. None of thisisto say that wilful
blindness is irrelevant to a finding of intent. The blindness is, after al,
“wilful”. Defendants may closetheir eyesto the natural consequences of their
actions, but they can expect still to be found to have intended those
consequences. It is in that vein that | understand the finding of fact in
American Reserve Energy Corp. v. McDorman. While | accept that the
directedness required for conspiracy based on unlawful act may be inferred
where the conspirators turn a blind eye to those persons standing in the range
of the consequences of the unlawful act, this is not a case for that kind of
finding. Firstly, | would characterize most of the actsin question aslawful: the
dealings with the OSC, the suit, the public announcement and the amendment.
In respect of those acts at least, the plaintiffs would have had to prove their
interests were within the predominating purpose, which they were not. As
regards the manoeuvres that may have deprived the directors of coverage for
their expenses in the Ontario suit, | think the interests of the present plaintiffs
werefar removed. But evenif all of the efforts had been unlawful, theinterests

of the present plaintiffswere so distant from the conspiracy, bothitsmotiveand
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its immediate consequences, that | would not find recklessness or infer

directedness.

| nterference with Economic Relations.

[220] Thisrecently established intentional tort wasthe subject of early recognitionin
Volkswagen Canada Limited v. Spicer (1978), 91 D.L.R. (3d) 42 (N.S.S.C,,
A.D.). In Cheticamp Fisheries Co-operative Ltd. v. Canada (1994), 134
W.SR. (2d) 13 (S.C.), reversed on other grounds (1995), 139 N.S.R. (2d) 224
(C.A)), Justice Tidman said, at para. 47, that the tort is composed of three
elementsand he characterized themthisway: “1) There must be conduct by the
[defendant] which is unlawful; 2) The conduct must be deliberate and done
with the intention of causing damage to the business of the plaintiffs; and 3)
The conduct must have caused damage to the business of the plaintiffs.” The
decision of the Court of Appeal wasdelivered by Chipman J.A. who noted that
counsel had not placed this characterization of the elements in dispute (para.
24). The appeal concerned findings in respect of the second element and the
appellate court disagreed with the trial judge's determination of intent by
reference to the defendant’s knowledge of or recklessness towards the

unlawfulness of the act charged against it. Justice Chipman introduced the
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discussion by saying, at para. 28, “ The intention to cause injury is an essential
element of thistort.” Hereviewed variousdecisionsin Great Britain and other
Commonwealth countriesand said, at para. 35, that they support the conclusion
that “there is a requirement that the purpose or intention of the unlawful
conduct at issue must be to inflict injury upon the plaintiff.” At para. 40, he
reached the same conclusion in reference to a decision of the Manitoba Court
of Appeal: Gerrard et al. v. Manitobaet al. (1992), 98 D.L.R. (4") 167 (C.A.).
In reference to recklessness as a basis for afinding of intent to injure, Justice

Chipman said at para. 42:

The courts have stopped short of substituting for an intention to cause damageto the
plaintiff a mere foreseeability that such damage may result from the unlawful
conduct. A constructiveintent toinjureor foreseeableinjury may haveaplaceinthe
tort of conspiracy but not in my opinion in the tort of interference with economic
relations.

And, after authoritiesincluding Canada Cement LaFarge were citied in reference to
that last comment, the discussion continued: “I think that recklessnessismore akin to
foreseeability thanitisto intention. If any lesser standard of intention wererequired,
it still seems clear that the offending conduct must be ‘directed at’ the plaintiff.”
Justice Chipman’'s “directed at” clearly refers to the element of the tort conspiracy

where, if the plaintiff establishes an unlawful act, the plaintiff may go on to establish
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liability by proving that the act was directed at the plaintiff. | have been referred to

many authorities, but Cheticamp Fisheries Co-operative Ltd. et al. v. Canada is

binding on mefor the proposition that the tort now under discussion requires proof of

an actual intention to do harm to the present plaintiffs. Asindicated inrespect of civil

conspiracy, | cannot make that finding.

Negligence and the Rule in Foss v. Harbottle.

[221]

[222]

Inadditiontotheintentional tortsof conspiracy andinterferencewith economic
relations, the plaintiffsclaimin negligence. The defendants submitted that this
claimis precluded by the rule in Foss v. Harbottle. The plaintiffs submitted
that their present claims are sufficiently personal and sufficiently distinct from
the corporate losses of Cavalier that the rule does not apply. | aminclined to
the position taken by the plaintiffs.

Hercules Management Ltd. et al. v. Ernst & Young et al. (1997), 146 D.L.R.
(4™ 577 (S.C.C.) concerned liability of anindependent auditor to shareholders
for allegedly negligent audits of acompany in which the plaintiffshold shares.
Anorder for summary dismissal was affirmed by the Manitoba Court of Appeal
and by the Supreme Court of Canada. The Supreme Court dismissed the appeal

ontwo distinct grounds. No duty of care was owed to the shareholders as such.



Page: 322

And, therulein Fossv. Harbottle applied. Thediscussion of that ruleisfound
at para. 5810 63. At para. 59, Justice LaForest, who wrote for the court, stated
therulethisway: “... individual shareholdershave no cause of actioninlaw for
any wrongs done to the corporation and ... if an action is to be brought in
respect of such losses, it must be brought either by the corporation itself
(through management) or by way of aderivative action.” With one additional
comment, Justice L aForest accepted the description of the rational e behind the
rule given by the English Court of Appeal in Prudential Assurance Co. v.
Newman Industries Ltd. (No. 2), [1982] 1 All E.R. 354 (C.A.). | should repeat

the passage. It appears at p. 367:

Therule... isthe consequence of thefact that a corporation isaseparate legal entity.
Other consequences are limited liability and limited rights. The company isliable
for its contracts and torts; the shareholder has no such liability. The company
acquires causes of action for breaches of contract and for torts which damage the
company. No cause of action vests in the shareholder. When the shareholder
acquires a share he accepts the fact that the value of his investment follows the
fortunes of the company and that he can only exercise hisinfluence over thefortunes
of the company by the exercise of his voting rights in general meeting. The law
confers on him the right to ensure that the company observes the limitations of its
memorandum of association and the right to ensure that other shareholders observe
therule, imposed on them by the articles of association. If itisright that thelaw has
conferred or should in certain restricted circumstances confer further rights on a
shareholder the scope and consegquences of such further rights require careful
consideration.
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The additional comment provided by Justice LaForest reads“... theruleisalso sound
fromapolicy perspective, inasmuch asit avoidsthe procedural hassleof amultiplicity
of actions’ (para. 59). After discussing the rule and its rationale in the context of
auditor’ s negligence and concluding that the rule precluded the shareholders’ action,
Justice LaForest madeit clear that the rule does not preclude actionsthat are personal
to ashareholder even though the corporation may haveits own cause of action on the

same facts:

Onefinal point should be made here. Referring to the case of Goldex Mines Ltd. v.
Revill (1974), 7 O.R. (2d) 216 (C.A.), the appel lants submit that where asharehol der
has been directly and individually harmed, that shareholder may have a personal
cause of action even though the corporation may also have a separate and distinct
causeof action. Nothing intheforegoing paragraphs should be understood to detract
from this principle. In finding that claims in respect of losses stemming from an
alleged inability to oversee or supervise management are really derivative and not
personal innature, | havefound only that shareholderscannot raiseindividual clams
in respect of awrong doneto the corporation. Indeed, thisisthelimit of therulein
Fossv. Harbottle. Where, however, a separate and distinct claim (say, in tort) can
be raised with respect to a wrong done to a shareholder qua individual, a personal
action may well lie, assuming that all the requisite elements of a cause of action can
be made out. [para. 62]

Goldex MinesLtd. v. Revill involved an allegedly false and misleading annual report
circulated by adirector of acorporation in connection with a proxy solicitation.
[223] In Hoskin v. Price Waterhouse Ltd. (1982), 37 O.R. (2d) 464 (Div. Ct.), the

Divisiona Court reviewed the refusal of a motion to dismiss an action on the
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basis that it was substantialy derivative. The statement of claim set up
numerous causes in reference to the losses of the plaintiff’s company. The
court recognized that some paragraphs of the statement of claim described

personal claims:

Those paragraphs relate to claims asserted by the plaintiff as to damage to his
reputation and credit, as well as claims that the plaintiff has been exposed to
potentially larger claims under guarantees he signed than would have been the case
were it not for the alleged wrongful acts of the defendants. Those claims are not
derivative; they are personal. | observe, however, that the pleaded contention that
the defendants’ wrongful actions or omissions have exposed the plaintiff to an
increased |oss under guarantees he has signed represents aloss that the plaintiff has
not yet incurred. The plaintiff has not paid anything under those guarantees. The
plaintiff has not claimed an entitlement to adeclaration asto the validity of the bank
guarantees or indemnity from the defendants on the Unit Step trade creditor
guarantees. [p. 466 - 467]

The action was dismissed because “the statement of claim was so saturated by

derivative clams’ (p. 467).

[224] The passage set out above from Hoskin v. Price Waterhouse was emphasized
inMartinv. Goldfarb et al. (1998), 41 O.R. (3d) 161 (O.C.A.), wherean award
of damages for breach of fiduciary obligation was set aside because it
intermingled derivative claims with personal claims. There is reference in
Martin v. Goldfarb to the situation of a guarantor advancing a personal claim

on account of having had to honour a guarantee of company debt:
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Itistruethat asaguarantor of some of the corporate mortgages, Martin was exposed
to personal liability on those mortgages. Had he paid the amounts owing on them,
he would have been entitled to claim against the corporations for indemnity and
would become a creditor himself. [p. 180]

Because thetrial judge had failed to distinguish between personal |osses and those of
the company, and because evidence had not been sufficiently led to enable the appeal
court to make an assessment, anew trial was ordered. The Ontario Court of Appeal
suggested that an appropriate avenue of inquiry at the new trial would be the
plaintiff’s “exposure on these guarantees or to what extent he was called upon to
respond to them” (p. 190). Also, thetrial court might inquireinto “fresh infusions of
his personal resources to shore up his corporate operations’ (p. 191).
[225] In Alfanov. KPMG Inc. (2000), 17 C.B.R. (4™ 1 (0.S.C.J.) amotion had been
made to strike a statement of claim on the basis of Fossv. Harbottle. Justice
Lane referred to Hercules and other authorities and she then provided this

commentary on Goldex at para. 27 and 28:

In Goldex the directors were alleged to have sent misleading information to the
shareholdersin a proxy solicitation, an act which the Court of Appeal said, at page
224, injured the shareholders, apart altogether from any breach of duty owed to the
company itself. At pages222-3, the Court discussed theline of demarcation between
aderivative action and a personal one. It referred to the California case of Jonesv.
H. F. Ahmanson & Co., 460 P. 2d 464 (U.S. Cal. C.A. 1969) where the Court said:
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The individual wrong necessary to support a suit by a shareholder need not
be uniqueto that plaintiff. The sameinjury may affect a substantial number
of shareholders. If the injury is not incidental to an injury to the
corporation, an individual cause of action exists.

The Court of Appeal then explained the last portion of the above quotation as
follows:

What limitation on the general principle is intended by words in the last
sentence: “...bit incidental to an injury to the corporation”?

In the context of thewhol e judgement, webelieve Traynor CJ., meant by this
phrase: “...not arising simply because the corporation has been damaged, and
as a consequence of the damage to it, its shareholders have been injured.”

In Alfano, the statement of claim was struck because “ The possible personal claims

are so intertwined with the derivative claims...” (para. 33).

[226] Therulein Fossv. Harbottle did not apply in Pizzo v. Crory et al. (1986), 71
N.S.R. (2d) 419 (S.C., T.D.), where Justice Richard referred to Goldex and
found the plaintiff’ s action was based on a shareholders’ agreement. Therule
was applied by Justice Nunn in Brown v. Barrow et al. (1983), unreported
SH42762 (S.C., T.D.), abrief oral decision referred to by Justice Richard in
Pizzo. | have not been referred to further authority in this province.

[227] Followingthelinesof demarcation indicated by Goldex, that the alleged injury

to shareholders does “not arise simply because the corporation has been



Page: 327

damaged” and that the injury isnot simply “as a consequence of the damageto
it”, I would not dispose of thiscase onthebasisof therulein Fossv. Harbottle.
The plaintiffs invested as creditors as much as they invested in Cavalier as
present and prospective shareholders. Thisisseen bothintheirinitial statusas
contingent creditors on account of the letters of credit and in their status as
holders of debt instruments that were, abeit, near-equity, the debentures
convertibleto shares. Inthese aspectsof their investment the present plaintiffs
may be similar to a guarantor of corporate debt who might be able to claim
personal losses on account of the same wrong as was done to the corporation.
| have some difficulty with thisasabasisfor distinguishing Fossv. Harbottle
because the contingent liabilities and the debt instruments were so bound up
with the equity investment, but that indicates caution in keeping purely
corporate losses separate in assessing damages rather than preclusion of the
claims. Thereare some substantial distinctions between the corporate | osses of
Cavalier on account of the disability of Mr. Coughlan and the personal 1osses
of the plaintiffs on that same account. Cavalier lost the ability to raise the
financing necessary to its plansfor devel opment as described at the time of the
attempted initial public offering, July 1988. However, the injury to the

Investors was both more immediate and more complicated than the impact the
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failureto go public had upon anticipated shareholders’ equity in Cavalier. The
failureto go public was, asmy earlier findingsindicate, the cause of Cavalier's
failureto retirethe bank debt for which theinvestors had partial and contingent
liabilities. Theimmediateimpact ontheinvestorswasthat they had to respond
to demands from their bankers, in some cases actual demands, but, in most
cases, demands anticipated with certainty. As| shall attempt to explain when
| provide an assessment of damagesin the aternative, it would be artificial to
consider thisinjury and the requirement to make good on the letters of credit
in isolation from the purposes for which the investors put up the letters of
credit. They generaly intended to invest in the company when it went public
and most intended to invest at levels consistent with the limit of the letter of
credit delivered on behalf of each. In effect, each intended to replace liability
under the letter of credit partially or totaly with the cost of shares and
debentures publicly traded. Viewed this way, the investors still lost
opportunitiesdistinct fromtheinjuriesto the corporation. They lost thetrading
value of the sharesissued to them as compensation for their exposure under the
lettersof credit, which would be alossidentical to theinjury to the corporation,
but they al so | ost thereasonably anticipated liquidity of the shares, and they |ost

the opportunity to convert their exposure under the letters of credit into
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investment at whatever level they might choose. Though factually related to
any clam that Cavalier might have advanced, the clams of the present

plaintiffs are personal rather than corporate.

Negligence: Duty of Care

[228] Allowing that their positionisnew or untested, plaintiffs' counsel contend one
owes a duty of care to others foreseeably harmed where one intentionally
wrongsanother inaposition such asMr. Coughlan and inamanner such asthat
found by Justice Nunn. In effect, secondary liability to third parties in
negligence is grafted upon the primary liability to Mr. Coughlan for the
intentional wrongs. This duty of care is advocated on the basic principles
articulated in Annsv. Merton London Borough Council, [1978] A.C. 728 and
in light of the Canadian approach to recovery for pure economic loss. Itis
opposed by the defendants upon the same basic principles and by reference to
many authorities on pure economic loss. Much informed by the references
supplied and the arguments made by counsal, | will attempt to explain my
understanding of the law by referring to authorities that seem to me most
pertinent before attempting to explain my opinion that therewasno duty of care

owed by the defendants to the plaintiffsin this case.
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[229] Itisestablished law in Canadathat the two part test described at p. 751-752in
Annsisto be applied in determining the existence of a duty of care: Hercules
Managements Ltd. et al. v. Freed et al. (1997), 146 D.L.R. (4™) 577 (S.C.C.)
at para. 19. Special considerationswill apply in caseswhere recovery for pure
economic lossissought, but Anns suppliestheframework for determining duty
of care even in cases of pure economic loss: Hercules, para. 21. The Annstest
was restated by Justice Wilson in City of Kamloopsv. Nielsen et al. (1984), 10

D.L.R. (4") 641 (S.C.C.) a p. 662-663:

... inorder to decide whether or not a private law duty of care existed, two questions
must be asked:

(1) isthereasufficiently close relationship between the parties (the local authority
and the person who has suffered the damage) so that, in the reasonable
contemplation of the authority, carelessness on its part might cause damage to
that person? If so,

(2) arethereany considerationswhich ought to negative or limit (a) the scope of the
duty and (b) the class of personsto whomitisowed or (c) the damagesto which
abreach of it may give rise?

See adso, Hercules at para. 20. As | said when discussing the rule in Foss v.
Harbottle, Hercules raised the question of liability of corporate auditors to

shareholders in negligence where audit reports were alleged to have been carelessly
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prepared. After discussing Anns, its subsequent rejection by the House of Lords and
itsapplication in Canadaand New Zealand, including to cases of pure economic | 0ss,

Justice LaForest concluded his discussion with this:

Whether the respondents owe the appellants a duty of care for their alegedly
negligent preparation of the 1980-82 audit reports, then, will depend on (a) whether
aprimafacieduty of careisowed, and (b) whether that duty, if it exists, isnegatived
or limited by policy considerations. [para. 21]

In cases of allegedly negligent misrepresentations, even the prima facie duty of care
determined at the first step of Annsis not established in exactly the same way asthe
prima facie duty of carein cases of injury to the person or to tangible property. In
cases of harm to person or property, theinquiry “will always be conducted under the
assumption that the plaintiff’s expectations of the defendant are reasonable.” (para
25), but recovery for pure economic loss on account of a representation demands an
inquiry, at thefirst level of the Annstest, into reasonable reliance (para. 24, see also
para. 41). However, enquiriesfor the purpose of determining the existence of aduty
of careinto, “(a) the defendant’ s knowledge of the plaintiff (or the class of plaintiffs)
and (b) the use to which the statements are put” (para. 30) are proper to the second
branch of the test, not the first (see also, para. 37). The court in Hercules found a

prima facie duty of care, but rejected duty of care on the second branch of Anns
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because of indeterminate liability. On the facts of that case, the auditor knew the

identities of the shareholders, but shareholders’ use of the audit report was not within

the purpose or transaction for which it was prepared. The “use of the defendant’s
statement for a purpose or transaction other than that for which it was prepared could

still lead to indeterminate liability” (para. 46).

[230] Martell Building Ltd. v. Canada, [2000] 2 S.C.R. 860 raised theissue of aduty
of care owed by parties in negotiation of a commercial contract. The
Department of Public Works was a tenant, and its lease was coming up for
renewal. The government entered into negotiations with the landlord.
However, the government eventually put its requirements for space out to
tenders and it rgjected the landlord’s bid even though it may have been the
lowest. Thetrial judge had dismissed claims of thelandlord in contract, which
claims were premised on an implied term said to have arisen in the lease that
had come up for renewal and on an alleged collateral contract. She also
rgjected an argument that Canadian law recognizes an obligation to conduct
negotiations in good faith. However, she found that the relationship between
the parties was sufficiently proximate to give rise to a duty of care, and she
found the government had breached the duty by the manner in which it had

conducted the negotiations. She found that the landlord had failed to establish
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causation, and shedismissed theaction. TheFederal Court of Appeal disagreed
with the trial judge on causation, and it found negligence not only in the
conduct of the negotiations, but also in the government’ s conduct of the tender.
These two grounds of negligence framed the issues before the Supreme Court
of Canada (para. 31). The court rejected both. In respect of thefirst, the court
considered “ Does the tort of negligence extend to damages for pure economic
lossarising out of the conduct of pre-contractual negotiations?’ (para. 31). The
decision of the court in Martel was delivered jointly by Justices lacobucci and

Magjor. At para. 35 they said,

As a cause of action, claims concerning the recovery of economic loss are
identical to any other claim in negligence in that the plaintiff must establish a duty,
a breach, damage and causation. Nevertheless, as a result of the common law’s
historical treatment of economic loss, the threshold question of whether or not to
recognize a duty of care receives added scrutiny relative to other clams in
negligence.

They referred to the early common law position which “did not allow recovery of

economic loss where a plaintiff had suffered neither physical harm nor property

damage.” (para. 36) and they observed at para. 37,

Over time, the traditional rule was reconsidered. In Rivtow and subsequent casesiit
has been recognized that in limited circumstances damagesfor economic loss absent
physical or proprietary harm may be recovered. The circumstancesin which such
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damages have been awarded to date are few. To alarge extent, this caution derives
from the same policy rationale that supported the traditional approach not to
recognize the claim at all. First, economic interests are viewed as less compelling
of protection than bodily security or proprietary interests. Second, an unbridled
recognition of economic loss raises the spectre of indeterminate liability. Third,
economic losses often arise in a commercial context, where they are often an
inherent business risk best guarded against by the party on whom they fall through
such means as insurance. Finaly, alowing the recovery of economic loss through
tort has been seen to encourage a multiplicity of inappropriate lawsuits.

Following LaForest J. in Canadian National Railway Co. v. Norsk Pacific Steamship
Co.(1992),91D.L.R. (4™ 289 (S.C.C.), Justices|acobucci and M ajor recognized five
categories of cases that have given rise to “potentially compensable economic loss:
1 The Independent Liability of Statutory Public Authorities; 2 Negligent
Misrepresentations; 3 Negligent Performance of a Service; 4 Negligent Supply of
Shoddy Goods or Structures; 5 Relational Economic Loss’ (para. 38). Thereis a
presumptive exclusionary rule in relation to one type of relational economic loss,
contractual relational economic loss (para. 41), which involves “a plaintiff’s
contractual relationship with athird party to whom the defendant isalready liablefor
property damages...” (para. 41). Thissubcategory receives”uniquetreatment” (para.
43) and has, thus far, been restricted to cases where the claimant had a property
interest in damaged property, general average cases in shipping and cases where the
claimant and the property owner were in ajoint venture (para. 44). Otherwise, the

categorization of casesin which pure economic losses have been recovered assistsin
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“grouping together casesthat raise similar policy concerns’ but, at that, the categories
are “merely analytical tools’ (para. 45). New cases are to be decided according to
“the flexible two-stage analysis of Anns...” (para. 46). The court was satisfied that
thefirst level of Anns established a prima facie duty of care in the circumstances of
Martel (para. 53). However, “Notwithstanding our finding of proximity above, there
are compelling policy reasonsto conclude that one commercial party should not have
to be mindful of another commercial party’s legitimate interestsin an arm’s length
negotiation.” (para. 55) Unlike Hercules, indeterminancy of liability was not the
primary considerationin Martel. However, Justiceslacobucci and Major did observe
“The scope of indeterminate liability remains a significant concern underlying any
analysis of whether to extend the sphere of recovery for economic loss.” (para. 57)
[231] The categoriesreferred to by the Supreme Court are not of much assistance for
determining the issue of aduty of carein this case. Perhaps, the position put
by counsel for the plaintiffs would logically fit within the general category of
relational economic losses but such would involve an extension to caseswhere
the third party’s reputation is damaged. The situation is outside the physical
injury to property in CNR v. Norsk, which was not a case of contractual
relational economic losses, and it is outside the reference to physical injury to

property made by Justices lacobucci and Mgor in defining contractual
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relational economic losses. | do not understand the defendants to have
submitted that the asserted duty of carerai sesthe presumption against recovery
in cases of contractual relational economic loss, and the plaintiffs have
submitted for a determination based upon Anns.

In 1988, Westminer knew Mr. Coughlan to have afollowing of investors with
cash. Except for Mr. Hansen and Mr. McCartney, the identity of these
investors and the amounts they had for investment were unknown. Westminer
was aware that Mr. Coughlan’sinitial plans involved establishing a publicly
traded, junior resource company with the financial assistance of hisfollowing
of investors. That knowledge became atered and refined when Westminer
learned of the acquisition of Cavalier Energy and when it received the detail of
information found in the circular issued by the then directors of Cavalier
Energy following the take-over bid and when it learned that Cavalier Energy
was being taken private. It knew that the acquisition had been financed by two
bank loans and that there were letters of credit issued in respect of one of them.
It knew the cost of acquisition to have been $25 million and it knew that some
money had been put up or put at risk by Coughlan, Hansen and McCartney,
which it estimated at $10 million. While | find that Westminer knew it to be

likely that othersin Mr. Coughlan’sfollowing either had invested or would be
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given an opportunity to invest in something associated with the business of
Cavalier Energy, in July or August 1988, Westminer did not know whether
other investors had already put money into or put money at risk for the private
corporation or whether they would beinvited to do so at alater time or whether
they would beinvited to invest at atime when the corporation would seek to go
public. Onein the position of Westminer would know it was possible others
had invested already, but other possibilitieswould equally present themselves.
Astothenatureof the business, Westminer knew Mr. Coughlanto beinterested
In junior resource ventures, it knew Cavalier Energy to be ajunior oil and gas
corporation and it knew certain details of the corporation’ s present operations
and status as disclosed through the directors' circular. However, it also knew
that there was a parent corporation. It did not know whether Cavalier Energy
was the only businessinvolved or whether other businesses had been founded
or acquired under the parent. And, it did not know the immediate plans or
activities of the parent, whether it would continue the business of Cavalier
Energy as it then appeared or whether it was seeking to expand the business
through significant purchases of assets, through acquisitions or through
mergers. A person in the position of Westminer would know it was possible

that some of Mr. Coughlan’ sfollowershad invested in the businessof Cavalier
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Energy assuch or in combination with other like businesses, but the possibility
would equally appear that the investors were to be given an opportunity to
invest in future. Asregards foreseeable risk, Westminer had information that
Mr. Coughlan was promoting ajunior oil and gasbusiness, it must have known
Mr. Coughlan would also be involved in the management of the business, and
it had to know that access to the public markets would be in the offing. The
initiation of ajunior oil and gas venture, either as a continuation of Cavalier
Energy without the financial resources and management style of a large
corporation like Dome or as a new business of which Cavalier Energy wasto
be astepping stone, would be vulnerableto the health and reputation of itsmain
promoter and manager. A person in the position of Westminer would see that
serious damage to the business reputation of Mr. Coughlan could result in
damageto whatever venture hewas promoting, not only by damaging whatever
corporations he was leading but also by damaging the opportunities of any
investors to realize on their investments through the public markets. It was
reasonably foreseeable that private investors had put up money or had put
money at risk in ajunior oil and gas business being initiated by Mr. Coughlan,
and it was reasonably foreseeable that serious damage to Mr. Coughlan’'s

business reputation would cause loss to those investors. 1n my opinion, there
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wasasufficiently closerelationship between the Westminer companiesand the
Cavalier investors that, in the reasonable contemplation of Westminer,
carelessness in making serious allegations against Mr. Coughlan would cause
damage to the investors. While aduty of careisindicated prima facie at the
first level of the Anns test, the second level is, in my opinion, preclusive of a
duty of care.

The potential for indeterminate liability excludes the kind of duty asserted on
behalf of the plaintiffs. If that element of public policy was not determinative
of the present case then other policy considerationswould require exploration.
I will briefly mention these other concerns before turning to indeterminate
liability. They involve, firstly, adiffuse concern that the asserted duty of care
would amend the laws of economic torts by grafting onto what are intentional
tortsan additional liability in negligence and, secondly, specific concerns that
the asserted duty of care conflictswith somewell established legal policies. As
to the first, note that the plaintiffs frame the duty in a narrow way. It is not
asserted that onein apositionlikethat of Westminer bringing an actionin fraud
against a person in a position like that of Mr. Coughlan owes a duty to third
partiesin positions like those of the plaintiffs. Nor is such asserted in respect

of complaints to securities regulators or publication of fraud allegations or



Page: 340

otherwise. The plaintiffs recognize that a duty along these lines would be too
broad. Rather, they say thereisaduty upon those who suein fraud, complain
to securities regulators, et cetera, in order to do harm to persons in positions
like that of Mr. Coughlan. The assertion contains this. those who set about to
commit civil conspiracy or to interfere with economic relations must take care
not to harm third parties who would forseeably suffer loss along with the
intended victim of the intentional tort. Defamation, conspiracy, unlawful
interference with economic relations and other intentional torts all carry their
own limitsof liability. Perhapsthoselimits should be expanded in some cases,
perhaps not. But, it seems to me that the questions of policy that would arise
should be confronted directly in light of the law surrounding an applicable
intentional tort rather than indirectly by grafting negligence onto anintentional
tort. As for the second area of concern, these arise depending on which of
Westminer’ seffortsare emphasi zed and the concernsinvol ve accessto thecivil
justice system, candid reports to investigative authorities and freedom of
speech. Asthe Court of Appeal said in the Seabright case, the most serious
accusations against Westminer concerned the institution of proceedings in
Ontario and the amendment of the statement of claim to allegefraud against the

outsidedirectors. Asindicated by Justice Nunn at para. 633 of hisdecision and



Page: 341

by the discussion of immunity beginning at para. 85 of the decision of the Court
of Appeal, concerns respecting access to the system of civil justice have been
expressed even in reference to intentional torts grounded on the malicious
institution of acivil action. The policy in favour of access indicates caution,
if not preclusion, wheretheinstitution of civil proceedingsgroundsaclamin
negligence. | have found that the approaches made to the OSC and, for the
purposes of the present action, permitting directors' and officers’ insuranceto
lapse, were indicative of Westminer’ sanimus against the former directors, but
they were not the cause of any lossto the present plaintiffs. If the approaches
to the OSC were more prominent for the present issue, | would suggest that the
laws of defamation providing absolute privilege for certain reports to public
authorities indicate one policy reason that may preclude a duty of care in
making such reports. Further, the freedom of expression, aslimited by the law
of defamation, should be considered to the extent that Westminer's public
announcement grounds the present claim in negligence. | am not concluding
that any of these concerns preclude the asserted duty of care. Brief mention of
them is enough because | think the asserted duty is precluded by the policy so
frequently at issue where a duty of care would lead to recovery for pure

economic loss, indeterminate liability.
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[234] Asl said, Westminer did not know theidentity of the present plaintiffsor of the
others who invested in Cavalier by putting their money at risk through bank
letters of credit with personal recourse. Nor did it know much of the class of
theseinvestors. It knew someone put up letters of credit and that Cavalier was
considering equity financing to retire some bank debt and that Mr. Coughlan
had a following of investors, but it did not know if the investments had been
made by way of equity or credit. Asl said, Westminer did not know whether
any investment was present or reserved for the near future and it did not know
the extent of any investment, whether it involved part of the purchase pricefor
Cavalier Energy, all of the price or some broader business being established
then or some broader business to be established using Cavalier Energy as a
stepping stone. The actual extent of persons and amounts encompassed by a
duty of care of the kind proposed would be indeterminate. The proposed duty
of care would be owed on account of actions taken against the CEO and
intended promoter of aprivate corporationwith plansto go publicinthe offing.
Though the number of shareholders in the private company would be limited
by the securities|aws of several provinces, the duty encompasses creditors and
, | would say, it cannot logically be contained to creditors who invest with a

view to taking shares, but would have to extend to those who invest as senior
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creditors by way of loans aswell asjunior creditors whose |loans are nearer to
equity. Similarly, the extent of investment encompassed by the proposed duty
of care isindeterminate. While the business was that of ajunior oil and gas
company, the extent of the businesswas not fixed and investment, by equity or
loan, may have been becoming greater than the Cavalier Energy purchase price
could describe.

In conclusion, the plaintiffs seek recovery of pure economic loss and the duty
of care they propose attracts the “added scrutiny” referred to in Martel. The
known categories for recovery of pure economic loss do not assist. The new
duty proposed by the plaintiffs does not pass the second level of the Anns test

because a duty of that kind would lead to indeterminate liability.
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ALTERNATIVE FINDINGS

Additional Findings of Fact

[236]

[237]

| have found against the plaintiffs as regards the issues of liability. In case |
have erred in that regard, | will provide my findings and reasons respecting the
issues that would have arisen had | found liability. Those issues concern
causation, parties, mitigation and damages. Factual findingsalready stated are
relevant to these subjects, but it is necessary to supplement what has already
been said, especially with regard to the particular investments, actions and
losses of each plaintiff.

The context of this discussion includes the approaches made by Mr. Coughlan
or others to potential investors in the spring of 1988, the subscription
agreements and the amendmentsin July 1988. To recapitulate. Investorswere
approached by various means and many of the plaintiffs attended a meeting
held in Halifax during the spring of 1988 at which they learned about Cavalier
and the then conceived plan for financing of the take-over to be followed by
more permanent financing in what was then planned to be a combination of
private placement and public offering. All potential investors appear to have

received the document prepared by Mr. Coughlan describing two stages of
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financing and the plan that Cavalier should be the cornerstone of amuch larger
enterpriseto be devel oped through expansion. Variousinvestors, including all
of the plaintiffs, signed subscription agreements by which one of thebank loans
required for the purchase of Cavalier was backed by letters of credit in limited
amountsissued by each investor’ sbank to the National Bank. Theletterswere
to terminate in July 1988, but Cavalier could cause them to be automatically
extended to October if the second phase of financing could not be completed
by July. The compensation under the subscription agreements was common
sharesin Cavalier according to the amount of the investor’ sletter of credit and
doubling if the letter was extended to October. After sufficient amounts had
been raised through the two bank loans and take-over was assured, investors
met again with Mr. Coughlan and othersin May 1988. They wereinformed of
progress madetowardsretention of underwritersand they were advised that the
PO would be launched during the summer. In July 1988 all investors were
asked to execute amended subscription agreements and all did so. The major
amendment was to release rights to double common shares upon extension of
the letters of credit. The amended subscription agreements aso involved

Cavalier’ sexpress promiseto proceed with the PO and they showed that there
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would be no second private placement. Investors were asked to indicate how
much they planned to invest under the 1PO.
On August 10, 1988 many of the investors gathered at Halifax to discuss the
impact of the Westminer suit upon them. It was generally seen that prospects
for the IPO were grim, at least in the short term. Mr. Coughlan chaired the
meeting but, at a point, he and other former Seabright directors left the room.
The plaintiff, Mr. Sumner Fraser, took over as chair and the topic was whether
the investors should accept Mr. Coughlan’s offer to withdraw from
management of Cavalier. The decision was unanimous that he should remain.
Generally, investors remained confident in Mr. Coughlan and saw his
involvement as necessary to a successful public offering. Many investors had
invested because of Mr. Coughlan’s perceived ability to make a success of an
oil and gas enterprisefounded on the business and assets of Cavalier. They felt
they had invested more in Mr. Coughlan than in the present business and
physical assets. At the meeting, Cavalier’ s solicitors provided an opinion that
any judgment recovered by Westminer could not be enforced directly against
assets of Cavalier. This provided little comfort. The investors had been
expecting an | PO that would immediately relievetheir liabilitiesin connection

with the letters of credit. To the extent they had intended to make more
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permanent investments in Cavalier, investors would have relied more on Mr.
Coughlan and future business rather than the present physical assets of
Cavalier.

Another meetingwasheldinearly September 1988, where, among other things,
Mr. McGrath was introduced. Investors may have been made aware of
Levesque's offer of a best efforts arrangement with the reduced target and
various stipulations. In any case, investors did not seek to intervene in
management’s decision to regject such an offer. A number of the plaintiffs
recalled indications that the IPO would be put off for almost six months, a
decision consistent with the recommendation made by Wood Gundy at the
time. The National Bank issued its letters of late September advising of its
intent to call on the letters of credit in October. Theinvestorsalso reviewed a
letter from Mr. Coughlan respecting the special rightsoffering. No onedecided
to take action against Cavalier or to encourage the board to liquidate Cavalier
assets to pay debt. In one way or another, al plaintiffs took shares or
debentures in replacement of some or all of that liability. And, some made
substantial additional investmentsin Cavalier.

The partieshave agreed on much asto the quantification of each plaintiff’ sloss

for the purpose of assessing damages. Outstanding issues include whether a
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calculated loss on the July 1988 shares should be included. For those who
made additional investments in Cavalier, the inclusion of losses on those
Investmentsisin contest. 1n some cases, the defendants assert aplaintiff could
have achieved a better tax treatment of losses and they argue the difference
should be deducted from the calculation. In some cases the investment was
made on behalf of or was transferred to a corporation related to a plaintiff or
was transferred to an RRSP account, and there are issues as to whether the
plaintiff in his or her own right suffered the loss. It is also argued that some
plaintiffs could have better mitigated their losses by investing in flow-through
sharesrather than paying the balance of aletter of credit in cash. Intwo cases,
thereisadispute respecting calculation of theloss. Finally, therewas an issue
respecting the Survival of Actions Act with respect to thetwo investorswho are
deceased, but | understand the estates have conceded they cannot claim under
the heads brought into issue on that score. The circumstances of each plaintiff
need to be examined.

Michael Bradshaw isin his mid-fifties. Heisaresident of Antigonish and a
business man who has owned and operated a genera insurance agency for
many years. Heinvested in Seabright and Seabrex from the earliest stagesand

realized a profit of several hundred thousands. He heard of the opportunity to
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invest in Mr. Coughlan’s oil and gas venture from Colin MacDonald. Mr.
Bradshaw attended the first meeting of potential investors, which | earlier
described. Although “Stage 2” in the document provided at the meeting calls
firstly for a private placement to be followed by a public offering, Mr.
Bradshaw affirmed that at that first meeting it was made clear that the | etters of
credit wereto be replaced through a public offering. Based on theinformation
he received, he believed a public offering wasimminent and he considered the
proposed interim financing to be a good investment. He executed a
subscription agreement and arranged a letter of credit from the Canadian
Imperial Bank of Commerce for $150,000. He executed an amending
agreement in July 1988, giving up his right to double the common shares to
which he was entitled on account of the automatic extension of the letters of
credit. Inpart of thisdocument providing “theundersignedintendsto subscribe
to$_ Canadian of the Public Offering”, Mr. Bradshaw entered “N/A”. On
the stand he said, and | accept, that he had not then made up hismind asto his
participation in the public offering. Mr. Bradshaw attended the August 10,
1988 meeting and supported the decision that Mr. Coughlan should continue
as CEO and promoter. He also attended the September 7, 1988 core group

meeting. Hereceived acall from his bankers who told him the National Bank
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had called on the letter of credit and his bank would honour the call. He paid
$150,000 under the special rights offering and Cavalier caused this money to
be applied to the National Bank debt, thus causing the CIBC letter of credit to
bereleased. Hedid not makeinquiries of Cavalier concerningitsreducing his
exposure to other means. He chose the special rights offering and did not
believe that Cavalier otherwise had the ability to respond to any demand he
might have made for the $150,000 it owed to him on account of its failure to
retire the National Bank debt. In addition to the shares and debentures Mr.
Bradshaw obtained through the special rights offering, Mr. Bradshaw invested
$25,000 in flow-through shares under the offering memorandum of December
1988. He did so because of the tax advantages and because he thought it
positive that Cavalier should proceed with explorations. | accept Mr.
Bradshaw’s evidence on all matters of importance. His claim was quantified
at $113,600 exclusive of interest and gross-up for income tax. As far this
guantificationisconcerned, | understand the defendantstakeissueonly withthe
inclusion of losses on account of the flow-through shares, the inclusion of a
claimfor the after-tax val ue of the so-called bonus shares and the absence of an
adjustment for the possibility Mr. Bradshaw may useremaining losscarryovers

of $16,109 in future.
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[242] Brayman EnterprisesLimitedisaholding company that wasowned by William
Hardman beforehedid an estatefreeze. Mr. HardmanisaHalifax businessman
who has been involved in commercial real estate for many years. He did not
invest in Seabright. He was introduced to the Cavalier investment by Robert
Hemming and he invested after meeting with a few people including Mr.
Coughlan. Mr. Hardman explained that he makes investment decisions based
upon the peopleinthe corporation, “1 invest in people”’, and he said heinvested
in Mr. Coughlan. Brayman subscribed for $200,000 by way of |etter of credit
and this was provided by the Royal Bank of Canada. Mr. Hardman attended
the May 31, 1988 meeting of investors. On behalf of his company, Mr.
Hardman executed an amending agreement in July 1988 and he indicated that
the company would subscribe for aminimum of $50,000 in the public offering,
subject to his examination of the final prospectus. On the stand, he said he
planned to do $50,000 as a more permanent investment but he wanted to study
the prospectus before making afinal decision on theamount. Brayman did not
pay the Royal Bank on account of the letter of credit. The obligation was
reduced by Cavalier under the specia rights offering in which Brayman
invested $107,000, and Mr. Hardman was successful in negotiating with

Cavalier for it to pay off the balance. | accept Mr. Hardman’'s evidence.
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Brayman’s claim is quantified at $68,482 and, as far as quantification goes, |
understand the defendants only to take issue with the inclusion of the after-tax
value of bonus shares.

Dr. James Collinsis a physician, who has been in practice at Port Hawksbury
for over twenty years. Heinvested large sumsin Seabright, and was assisted
by Mr. Coughlan to liquidate some of hisinvestments when Dr. Collins faced
financial difficulties as aresult of the October 1987 stock market crash. He
attended all four meetings in the spring and summer of 1988 and he attended
the February and May 1992 meetings. Hisrather preciserecollection has been
of assistance in the findings | have made regarding the content of meetings.
Although he was somewhat irritable and argumentative during cross-
examination, | accept Dr. Collins evidence. Dr. Collins signed a letter of
confidentiality and attended the first meeting. He understood he was being
asked to back bridge financing to purchase Cavalier, which was intending to
proceed with an equity issue. Dr. Collins signed a subscription agreement for
$700,000 and the CIBC put up a letter of credit backed by his liability. He
attended the May 1988 meeting, where detail was provided asto how Cavalier
was going public, including the involvement of both Levesque and Wood

Gundy, information consistent with the planned $27 million to $30 million
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offering and advice of an IPO during the summer. In July 1988, Dr. Collins
signed amended subscription agreements totalling $700,000 and he chose to
arrange a cash payment in exchange for a promissory note rather than to
continue with theletter of credit. He attended the August and September 1988
meetings, and he took $700,000 in shares and debentures under the special
rightsoffering in exchangefor Cavalier’ spromissory note. Hetook the special
rights offering rather than making ademand on the note. Thoseinvolved were
trying to hold together and to get an | PO launched. For Dr. Collins, it would
have been “crazy” to make demands on Cavalier. Dr. Collinsor the trustee of
his RRSP invested a further $249,900 under the January 1989 offering
memorandum, $127,000 under the May 1989 offering memorandum and a
further $50,000in 1990. He said he did so in order to help the company. The
defendants argue that Dr. Collins cannot claim for losses on account of shares
held by the trustee of his RRSP. It is necessary to set out some details
regarding theinvolvement of hisRRSP. Dr. Collinswanted to invest under the
January 1989 offering memorandum by way of his RRSP. The difficulty was
that the RRSP could hold shares but not debentures, at least according to Dr.
Collins' understanding. So, Dr. Collinstook the debenturesin hisname. The

RRSP paid the entire investment of $249,900 but it only received about
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$75,000in shares. Tomakeup thedifference, Dr. Collinstransferred shareshe
had acquired under theinitial subscription agreement or under the special rights
offering at abook val ue of about $175,000. | accept theevidenceof Dr. Collins
but | do not necessarily accept hisopinionsor calculations. Hisloss has been
calculated at $711,073 and the outstanding issues concerned inclusion of an
amount for losses on the bonus shares, inclusion of losses on the additional
Investments, the possibility Dr. Collins miscal culated hisloss on flow-through
shares by entering the tax cost of Canadian Exploration Incentive Program
grantsintwo places, hisfailureto uselosscarryoversin 1995 when herealized
a capital gain, and, the involvement of his RRSP. Based on post-tria
submissions, it appears that the CEIP issue has been resolved. If | have
misunderstood, | am open to providing supplementary reasons.

[244] Dr. Michael Cook isasurgeon who livesin Truro. Heinvested in Seabright
and made something under $100,000. He became interested in Cavalier
through Mr. Coughlan or an investment adviser. He signed a subscription
agreement and the CIBC issued aletter of credit on hisbehalf in the amount of
$350,000. He said thiswasto be a short term investment and Cavalier wasto
go public. The investment looked favourable, especialy with Mr. Coughlan

being involved. Dr. Cook agreed to the amendment to the subscription
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agreement and, on that document, he noted that he would probably invest
$100,000 to $200,000 more permanently through the public offering. Hewrote
that the decision would depend on the final prospectus. On the stand, he said
he would be interested in seeing the share price. He was interested in quick
liquidity and if he thought the price was too high he would not invest as much.
He attended the August 1988 meeting. He said the investors felt it would be
inappropriate for Mr. Coughlan to resign and the meeting fully supported him.
He invested $150,000 in the special rights offering and most of the balance of
his letter of credit was retired through further investments in Cavalier. The
CIBC extended his letter of credit from time to time, but the bank eventually
set off $33,334 from his account to retire the balance. The first investment of
$150,000 is consistent with the indication on the amended subscription
agreement that Dr. Cook was prepared to invest $100,000 to $200,000 more
permanently. Inaddition to investments used to pay down the obligation under
theletter of credit, Dr. Cook made an investment of $50,000 in Cavalier but he
did not seek to have this applied to release the letter of credit. Dr. Cook used
some of his capital lossesin Cavalier to reduce incometax in past years but he
still has $74,000 available. | accept the evidence given by Dr. Cook. Hisloss

is quantified at $272,304. In issue are the capital loss carryforwards, the
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additional investment, the bonus sharesand thefailureto havethebank liability
extinguished when the last investment was made.

GloriaCoughlanis Mr. Coughlan’ ssister-in-law. Sheworksin health records
administration and was an investor in Seabright for about $75,000. Shedid not
attend the first meeting of prospective investors for Cavalier. She was likely
out of town at the time and authorized her husband to sign a subscription for
her. She read the document distributed in the beginning to prospective
investors and she understood Cavalier was to go public. Her husband signed
subscriptionsfor her and for himself, $50,000 each. Instead of aletter of credit,
they dealt directly with the National Bank, who took guarantees and a pledge
of guaranteed investment certificates. The guarantees came due in October
1988 and the bank took the GICs, retiring the obligation. She participated in
the special rights offering. She made an additional $50,000 investment in
September 1990. She has capital loss carryforwards respecting her losses in
Cavalier. | accept her evidence. Her claim is quantified at $52,802 with the
defendants submitting for adjustments on account of the capital loss
carryforward, the amount attributable to the additional investment and the
inclusion of aloss on bonus shares. Thereisalso aquestion asto whether she

ought to have claimed a capital lossin 1990.
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[246] James Coughlan manages his family’s retail monument business. He is the
brother of Terry and the husband of Gloria. Mr. Coughlan invested in
Seabright and realized a profit of about $100,000. His brother introduced him
to the Cavalier investment, he attended the first meeting and his understanding
was that Cavalier was to go public after the initial financing. As| said, Mr.
Coughlan signed a subscription agreement for himself as well as one for his
wife. They participated in the specia rights offering rather than to make
demandson Cavalier, and their GICswere used to pay thebank. Mr. Coughlan
said hetook the special rightsoffering because Cavalier did not havethemoney
to repay the investors and the obligations had to be turned into long term debt
in order for the company to survive. Aswith Ms. Coughlan, Mr. Coughlan
made an additional investment of $50,000. He said he did so because Cavalier
needed money, because the notes issued under that particular offering bore a
16% return and he regarded it then as a safe investment. | accept Mr.
Coughlan’ s testimony on these subjects, and | have also relied on it in making
my findings as to what transpired at the various meetings he attended. Mr.
Coughlan’s claim was quantified at $50,467. The outstanding issues are the

same as with Gloria Coughlan’s claim.
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[247] Gerald Coyle has been an investment dealer for over forty years. He works

[248]

withWood Gundy and livesin Halifax. Heinvested in Seabright fromthetime
of its earliest offerings and made a profit of about $400,000 after tax when he
sold to Westminer. He affirmed that Cavalier was supposed to go public after
theinitial investment and the purchase. He executed a subscription agreement
and the CIBC put up a letter of credit on his behalf for $150,000. He also
signed an amended subscriptionin July 1988 and he chose the option of putting
up cash in exchange for a company note. At that time he indicated that he
intended to invest the same amount, $150,000, in the public offering. | accept
Mr. Coyl€e' stestimony. Hisloss has been calculated at $87,249 and the only
issue concerns the inclusion of an after-tax value for the bonus shares.

Mr. Alan Dand livesin Calgary at thistime, although he haslived in twenty-six
different cities on account of his background in retail trade. He invested in
Seabright and decided toinvest in Cavalier after attending thefirst meeting. He
subscribed for $500,000 initially but soon decided to increase his investment
to $700,000. The CIBC issued aletter of credit on his behaf. He signed an
amended subscription agreement and indi cated hisintention to invest $400,000
more permanently when the public offering would become available. Hetook

$400,000 under the special rights offering and he al so took $201,600 under the
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December 1988 offering memorandum, which also went in reduction of his
letter of credit. The letter was extended from time to time, but eventually Mr.
Dand paid cash to retire the balance of $98,400. Hefelt he had no other option
but to invest in Cavalier to try to recoup hisinvestment. He did not take action
against the company because there were not sufficient funds in the company.
| accept his evidence. His claim was quantified at $396,091 and there are
Issues concerning the timing of histax treatment of losses and the inclusion of
an amount attributed to the bonus shares. Also, it is argued that he ought to
haverealized tax benefitsby purchasing flow-through sharesrather than paying
the balance of the letter of credit directly.

We regretted the death of Mr. Robert Dauphinee early inthetrial. He did not
have the opportunity to testify. However, a transcript of his discovery
testimony, his answers to some interrogatories and some documents relevant
to his claim are before me. Mr. Dauphinee ran a security firm in Halifax for
many years. Heinvested in Seabright and realized asmall gain. Aninvestment
adviser told him of Cavalier. It does not appear he attended thefirst or second
meeting of investors, but he was present for the August 1988 meeting
concerning the Westminer suit. He subscribed for $250,000 and the Royal

Bank of Canada put up the letter of credit. His amended subscription
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agreement includes a question mark in the place where the investor was
requested to indicate how much he might put into the public offering. Mr.
Dauphinee owned a holding company called Armcrescent Holdings Limited.
That company put up $166,666 to reduce Mr. Dauphineg’ sliability tothe Royal
Bank by way of the special rights offering. It appears the balance, $83,334,
was paid personaly by him through an April 1990 investment and that he
invested an additional $50,200 through the December 1988 and May 1989
private offerings. The claim hasbeen quantified at $173,380 of which $96,635
Isattributableto the Armcrescent Holdings payment. The outstanding issuesare
recovery for theadditional investments, inclusion of losses on the bonus shares
and the involvement of Armcrescent Holdings. An issue concerning the
Survival of Actions Act appears to have been resolved.

Mr. Murray Edwardslivesin Wolfville and he is semi-retired after selling his
interest in afast food business. He made asmall investment in Seabrex and he
became interested in Cavalier through afriend. He attended the first meeting
and affirmed that the discussion was consi stent with the document provided by
Mr. Coughlan at the time. He signed a subscription agreement for $100,000
and the Bank of Montreal put up a letter of credit for him. His amended

subscription agreement indicates he intended only to invest $20,000 in the



[251]

Page: 361

public offering. He testified that that was all he felt he could afford for the
longer term investment. Mr. Edwards attended the August 1988 meeting and
agreed with the consensus that Mr. Coughlan should remain. He said that Mr.
Coughlan was the reason he had invested in the first place. Mr. Edwards
invested $50,000 in the special rightsoffering and $50,000 under the December
1988 offering memorandum. Of course, Cavalier directed these funds in
reduction of that portion of the National Bank debt secured by Mr. Edward’s
letter of credit. | accept hisevidence. Hisclaim hasbeen quantified at $49,084
and the only issueistheinclusion of an amount in respect of the bonus shares.
Mr. Sumner Fraser testified for severa days. As earlier stated, he became a
director of Cavalier in 1989 and part of the reason for this was that he had no
involvement in the Seabright suits or the events giving rise to them. My
acceptanceof hisevidencereflectsin somefindings| have made concerningthe
course of Cavalier’s business after the take-over, especialy towards the end
when Mr. Coughlan was more involved in the Seabright suit and Mr. Fraser
shouldered much of the duties of management. Mr. Fraser is a businessman
who lives in Moncton. He operated a sizeable retail chain selling Goodyear
tires and he became a director of Goodyear’'s Canadian subsidiary. He

explained that most of his investment decisions are based on people. In
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Cavalier, he saw that Mr. Coughlan would be putting in agreat deal of hisown
time and money, and yet was inviting others into the investment on the same
termsas applied to him. Also, the company wasto go public and Mr. Fraser’s
Investment wasto becomeliquid. Further, he believed the company had assets
to berealized and it would have the capacity to realize on opportunitiesquickly
because, in the oil and gas field, cash and absence of debt are positive. He
signed a subscription agreement for $300,000, and the CIBC put up his letter
of credit. Mr. Fraser takesexceptionto “bonus’ in“bonusshares’. Thesewere
to be his compensation for providing the letter of credit, and bonus suggests
something secondary or voluntary. His amended subscription agreement
indicates he was prepared to invest $228,000 in the public offering. He
attended the August 1988 meeting and chaired part of it, and my findingsin
that regard are based on his evidence and that of others. At the end of
September, the National Bank advised Mr. Fraser of itsintention to call onthe
letters of credit. His investment company, Sumner Capital Corporation, put
$300,000 into the specia rights offering. The subscription agreement, the
amended subscription agreement and the letter of credit refer to Mr. Fraser
rather than Sumner Capital. However, Mr. Fraser testified that he always

intended to put the investment through his company. Late in November 1989
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Mr. Fraser caused the “bonus’ shares that had been issued in his name to be
transferred to Sumner Capital. The nature of the relationship between the
investment and Sumner Capital was the subject of detailed inquiry during Mr.
Fraser’ s cross-examination, including referencesto hisevidence on discovery.
| take Mr. Fraser to have said that the investment was supposed to have been
in Sumner Capital and that ultimateliability under theletter of credit wasto be
for the account of Sumner Capital. He was acting as agent. Sumner Capital
made additional investments in Cavalier in 1988, 1989 and 1990 totalling
$504,984. Another company, Willoughby Investments Limited, invested
$175,340 in 1989. Mr. Fraser is an officer and the manager of this holding
company, hismother isthe solevoting sharehol der and variousfamily members
hold non-voting shares. Sumner Capital invested heavily in real estate and it
got into trouble during the last recession. It made a proposal in bankruptcy in
1996 and Mr. Fraser said the proposal was successful. Clause 21 of the

proposal provided:

That the other investments of Sumner Capital Limited, including but not limited to
the investments in Millville Investments, Holiday Property bond, Seiger and
Ferlander and CRRL Ltd., will be disposed of by Sumner Capital Limited at values
to be agreed with the Trustee, and any funds derived therefrom shall be paid to the
Trustee for distribution in accordance with the terms of this proposal.
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Clause 25 provided that Sumner Capital would ceasefinancing certain suitsincluding
theactioninitiated against “Westminer CanadalLimited et al”. Mr. Fraser hasalways
been the first plaintiff in this action, and Sumner Capital or Willoughby have never
been parties. At discovery, Mr. Fraser affirmed that no claim was being advanced by
Sumner Capital, and his counsel added that no claim was advanced by Willoughby
either. Lately, Mr. Fraser obtained an assignment of the Sumner Capital claim from
the trustee under the proposal, but Mr. Fraser testified that the proposal had been
successful and | have not seen an assignment from Sumner Capital. Sumner Capital’s
losshas been quantified at $553,561 and Willoughby’ sat $99,528. Theissuesinvolve
Mr. Fraser’s interest in the claim, applicability of the small business tax rate in the
Sumner Capital calculation, loss on account of the so-called bonus shares, capital or
income treatment in the Willoughby calculation, and the inclusion of losses on the
additional investments.
[252] Mr. James Hartling is a contractor who livesin Fall River. He made alarge
investment in Seabright and learned of Cavalier from his investment dealer.
Mr. Hartling attended the early meetings on Cavalier and his rather precise
recollection assisted my findings in that regard. He saw that there was an
opportunity for Cavalier to quickly expand, and he described the plan ashaving

been to use Cavalier as a stepping stone to something much larger, through the
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acquisition of other companies and through expanded exploration. Theinitial
investment wasto be replaced by a$30 million publicissue, which would give
Mr. Hartling an opportunity to reduce hisinvestment. He subscribed $300,000
and the Royal Bank of Canada put up the letter of credit. In the space in the
amended subscription agreement caling for the investor's intended
participation in the public offering, Mr. Hartling wrote “ subject to receiving
prospectus’. He said on the stand that it would be prudent to study the
prospectus before he committed even in principle, but his plan was to reduce
his investment to $100,000. Mr. Hartling attended the August 1988 meeting.
He felt quite threatened because he had not invested in the present business of
Cavalier, he had invested in the future. He saw clearly that the allegation of
fraud against Mr. Coughlan was going to make it difficult to take Cavalier
forward. Intime, he saw that the National Bank was going to call ontheletters
of credit. So, he invested $100,000 in the specia rights offering, $100,800
under the December 1988 offering memorandum and $100,800 in Western. |
accept hisevidence. Hisloss hasbeen calculated at $160,178. The defendants
argue for adjustments based on the inclusion of aloss attributed to the bonus

shares, the possibility Mr. Hartling will be able to take advantage of his
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remaining loss carryforwards and questions raised asto the best timing for tax
purposes of aresource claim and aloss claim.

Mr. Hector Jacques was a founder of an engineering firm in the early 1970s,
which has expanded much since then in the fields of geologica and
environmental engineering. Hisfirm worked for Seabright and heinvested in
it. Mr. Coughlanintroduced himto the Cavalier investment. He subscribed for
$200,000 and the Royal Bank put up his letter of credit. His amended
subscription agreement provided “Amount to be determined” in the space
indicating his planned participation in the public offering. He explained that
he had no view at thetime on thissubject. He had to seethebusinessplan. Mr.
Jacques did not believe he had any reasonable option to have Cavalier pay on
the liability if his letter of credit were called. He invested $150,000 in the
special rights offering and $156,240 under the September 1989 offering
memorandum. | accept hisevidence. Hislosshasbeen calculated at $124,690.
The outstanding issues on quantification involve the inclusion of aloss on the
bonus shares, the remaining availability of some loss carryforwards and the
possibility Mr. Jacques ought to have pursued better tax treatment by claiming
an allowable businessinvestment loss rather than a capital 1oss and by making

the claim in adifferent year.
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[254] Mr. Harry Kennedy lives in Fredericton. He owned and operated a fast food
franchisefor twenty years. Aninvestment adviser told him about Cavalier, he
received the document prepared by Mr. Coughlan about the time of the first
meeting, and he subscribed for $500,000. Hisletter of credit was provided by
the Bank of Montreal. He spoke with Mr. Coughlan in July 1988, and signed
an amended subscription agreement. He did not indicate the amount for
investment in the public offering but wrote“ undecided, pending review of final
prospectus.” He explained during his testimony that he regarded the letter of
creditinvestment as providing agood return for avery short term without tying
up his cash. Investment in the public offering would involve different
considerations. Asregardsthe question of Mr. Coughlan resigning, which was
raised at the August 1988 meeting, Mr. Kennedy was of the opinion that Mr.
Coughlan was the lynchpin of the whole deal and it would not work without
him. Incross-examination, hesaid that, asof August 1988, hisprimary concern
was to get out of the problem, but he did not believe there was any way
Cavalier could cover him without al investors being covered. As to the
prospect of a best efforts arrangement with Levesque, he described thisas“a
very poor option” and one which would not have solved the problem if only

because of the subsequent difficultieswith regulatory approvals. Although his
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bank never formally made demands, Mr. Kennedy’s letter of credit was
extended several timesand he understood demandswould be madeif hedid not
extinguishtheliability. Mr. Kennedy or hiscompany invested $504,000 under
the December 1988 offering memorandum as away of mitigating the loss by
taking advantage of the tax relief associated with flow-through shares. This
investment wasfinanced by Hamilton-Kennedy Inc., Mr. Kennedy’ scompany.
Company records show that $100,800 was offset against his shareholder
account, and $403,200 was deducted from company accounts, with the
equivalent amount of shares being set up as a company asset at cost. Mr.
Kennedy made additional investments in Cavalier under the May 1989 and
September 1989 offering memoranda and these totalled $202,600. His wife
invested $75,600 under the September 1989 offering memorandum. He said
that the investmentsin excess of the letter of credit were made for tax reasons
and, also, to assist the company. | accept Mr. Kennedy’s evidence. Losses
havebeen calcul ated at $302,763 with $10,209 attributableto Ms. Kennedy and
$157,509 attributabl e to the payment made by Hamilton-Kennedy. Atissueare
theinclusion of the calculated |oss on the bonus shares, the losses that may be
attributableto Mr. Kennedy’ scompany and hiswife, and theinclusion of losses

on the additional investments.
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Mr. William Kitchen lives in Halifax and has owned and operated businesses
in retailing and manufacturing of furniture. Heis76. Mr. Kitcheninvested in
Seabright and has known Mr. Coughlan, Mr. Hemming and Mr. Colin
MacDonald for many years. He signed a subscription agreement for the
Cavalier purchase and the Royal Bank put up a $500,000 letter of credit. He
indicated on his amended subscription agreement that he intended to subscribe
for $400,000 in the public offering including “shares earned with letter of
credit”, which | take to mean that his intended cash investment in the pubic
offering was $362,500. Heinvested $500,000in the special rights offering and
Cavalier used the money to cover the portion of the National Bank debt secured
by the letter of credit issued for Mr. Kitchen. | accept the evidence given by
Mr. Kitchen. His loss has been calculated at $362,349 and the issues are
whether aloss attributabl e to bonus shares should be included and whether an
adjustment should be madefor losscarryforwardsthat Mr. Kitchen may beable
to claim in future.

Mr. Roland MacDonald livesin Pictou where he operates a trucking business.
He made about $100,000 on Seabright and learned of the opportunity with
Cavalier from hisaccountant. He does not recall attending the early meetings,

but he signed a subscription agreement for $100,000 and the Bank of Nova
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Scotia put up aletter of credit. He attended the meeting held on August 10,
1988 at which all agreed that Mr. Coughlan should stay on. Mr. MacDonald
was of the opinion that Cavalier probably would not survive without Mr.
Coughlan. He was contacted by someone to pay on hisletter of credit, and he
invested $100,000 under the special rights offering. Heinvested an additional
$25,000 in flow-through shares under the May 1989 offering memorandum
because Cavalier needed themoney for explorationand Mr. MacDonald felt the
company had a chance of becoming successful even though it had failed to go
public. Also, he madethe additional investment becausenot all of it wasat risk
due to the tax savings. | accept the evidence given by Mr. MacDonald. His
loss has been calculated at $67,742 subject to issues regarding inclusion of
losses attributed to the bonus shares and the additional investment.

Mr. Douglas McCallum livesin Halifax where he has been associated with the
printing business for over twenty years. He did not invest in Seabright, but he
had funds in need of investment at the time of the Cavalier purchase and an
investment advisor told him of the prospect. He attended the first meeting,
cameto understand the plan for Cavalier along the lines stated in the document
prepared by Mr. Coughlan and he saw that the company was to go public soon

after purchase. Mr. McCallum signed a subscription agreement for $100,000
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and he secured a letter of credit in that amount. His amended subscription
agreement indicates that he intended to invest a like amount in the public
offering. He said he had intended to invest in Cavalier for five years or more.
He was asked to honour his obligationsin respect of theletter of credit and did
so by investing $100,000 in the special rights offering because he was out that
amount and hoped the company could still succeed in going public. For him,
the shares and debentures acquired under the offering were something rather
than nothing. | accept Mr. McCallum’sevidence. Hisloss hasbeen quantified
at $64,720 with the outstanding issues being inclusion of aloss on his bonus
shares and the possibility he could have realized a better tax treatment of his
loss by applying it in later years rather than carrying it back to 1989.

Mr. Gerald McCarvill livesin Toronto and he is the chairman of a merchant
banking firm. At thetime of the Cavalier purchase he was Vice-President and
Director of Retail Saleswith Wood Gundy. Hiscolleague, Mr. John Panneton,
recommended Cavalier. Mr. McCarvill signed a subscription agreement and
the Royal Bank put up a letter of credit for $100,000. He agreed to the
amendment and indicated at that time that he intended to invest the same
amount inthepublic offering. Mr. McCarvill learned of the Westminer suit and

alegations by reading the August 4, 1988 Globe & Mail. He felt the
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alegations could have severe implications for Cavalier and he said that
allegations of that kind against management would have grave implicationsin
marketing anissue. Inyearsto come, he would attempt to assist Cavalier asit
tried to raise funds and as it attempted to arrange amerger. Not long after the
Westminer suit, Mr. McCarvill received a letter from the National Bank
indicating that the loan was maturing and the letters of credit would be called
in if the loan was not paid by Cavalier. He paid $100,000 under the specia
rights offering. He was unaware of the Seabright actions until after they were
tried. | accept Mr. McCarvill’s evidence. His loss has been calculated at
$56,928. The only issue concernstheinclusion of an amount for losses on the
bonus shares.

Mr. William Mundlewaslong associated with Seabright, which wasacustomer
of the drilling company he has operated for many years out of Colchester
County. Heinvested in Seabright, invested in Cavalier and became a director
of itin 1989. Hisinvestment in Cavalier was large and deliberate. He saw it
as aroute to retirement and intended only to dispose of hisinvestment over a
four to eight year period. | accept Mr. Mundle' s evidence. He learned of the
Cavalier investment from Mr. Coughlan and it was clear to him that the initial

purchase was to be followed by a public offering. Mr. Mundle subscribed for
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$1 million and caused the Bank of Nova Scotiatoissuealetter of credit. Asfor
his intentions to invest in the public offering, Mr. Mundle’'s amended
subscription agreement provides, “ Theamount will bedetermined upon receipt
of the Prospectus.” Early in August 1988 Mr. Coughlan was ableto reach Mr.
Mundle, who wason aboat. He attended the meeting to discussthe Westminer
suit and its impact on Cavalier and, both then and later as a director, he was
opposed to Mr. Coughlan resigning. In his view, an initial public offering
could not succeed without Mr. Coughlan. Mr. Mundle recalled discussion of
apossible best efforts agreement for the underwriting at the time of the August
1988 meeting and he attended the September meeting aswell. Hisrecollection
Isthat theissue wastabled. Thereisabig difference between an underwritten
and a best efforts deal, and Mr. Coughlan’s credibility had been damaged at a
time when market conditions were poor. Mr. Mundl€'s letter of credit was
called upon, his bank paid the National, and he said he has been paying on his
liability ever since, with the balance about cleared at thetimeof trial. Heraised
the full $1 million to invest in the special rights offering and he invested a
further $351,200 in flow-through shares under the December 1988 and May
1989 offering memoranda. He said he invested in the flow-through shares

because they provided tax relief, because the investment provided support to



[260]

Page: 374

the company and because he regarded Cavalier still to be a good investment.
As | said, Mr. Mundle served on the Cavalier board; my acceptance of his
evidence is reflected in some of the findings | made concerning its operation
after 1988. Hislosshasbeen calculated at $761,333 which includes cal culated
losses on bonus shares and on the additional investments, mattersinissueasfar
asthecalculation of Mr. Mundle’ sdamagesare concerned. Alsoinissueisthe
possibility he may claim loss carryforwards in years to come.

Mr. John Panneton’s career was in investment dealing and merchant banking
at Montreal and Toronto. He became the president and chief executive officer
of CIBC Investment Management Corporation and he was head of retail sales
for Wood Gundy at the time of the Cavalier purchase. In that capacity he was
required to give his opinion on the proposal and his opinion was that Wood
Gundy would easily sell the portion it was considering. Mr. Panneton had
invested in Seabright but he sold before the take-over. Helearned of Cavalier
from several sources and he understood in the beginning that the corporation
was to be private at first and could remain private for a time or move to a
combination of private and public financing, but he understood it would
probably betaken public. Mr. Panneton subscribed for $100,000, which led to

a letter of credit from Lloyd's Bank. His amended subscription agreement
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recorded his intention to invest a like amount in the public offering. Lloyd's
Bank was called upon by the National, Mr. Panneton borrowed money to cover
the liability and he took $50,000 of the specia rights offering and $50,400
under the December 1988 offering memorandum. As regards the suggestion
that Mr. Coughlan might have resigned in order to make going public easier,
Mr. Panneton said that Mr. Coughlan was “ absolutely vital” to hisdecision to
invest. He said he relies on management in making investments and Mr.
Coughlan waswell qualified. Asregardsthelegal opinion given at the August
1988 meeting to theeffect that any judgment recovered by Westminer could not
beenforced directly against Cavalier assets, Mr. Panneton observed that agood
portion of acompany’sreal assets are “human assets’. Mr. Panneton’ s losses
have been calculated at $49,521 and the only issue taken with that is the
inclusion of a calculated loss on bonus shares. | accept his evidence.

Mr. Robert Peters hasbeen astock broker in Halifax since 1969. Hewaswith
Levesque at the times that concern this case, and he had been involved with
Seabright, both as an investment dealer and as an investor in hisown right. |
accept the evidence he gave. He affirmed that the intention was to invest
privately in Cavalier at its purchase, then financeit on the public markets. The

letters of credit were to provide bridge financing and the compensation was to
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be the so-called bonus shares. Mr. Peters subscribed for $100,000 and his
amended subscription agreement indicates that he would decide how much to
invest in the public offering “upon review of final prospectus’. Mr. Peters
reduced his exposure on the letter of credit by investing $50,000 in the special
rights offering, he managed to convince Cavalier to contribute another $25,000
against his portion of the National Bank debt and he paid the balance of
$50,000 directly. Hislosshasbeen calculated at $38,607 subject to arguments
that losses attributed to bonus shares should be excluded and that the cash
payment constituted a failure to mitigate where tax benefits could have been
realized if the money had been used to purchase flow-through shares.

We regretted the death of Reginald Prest during trial. Fortunately, he did
testify. Mr. Prest’s career was in marketing and publishing. A company
belonging to him invested in Seabright and it sold to Westminer at aloss. He
learned of Cavalier from his accountant, Mr. Hemming, and subscribed for
$100,000. The Bank of Nova Scotia put up the agreed letter of credit. Mr.
Prest was definitein hisassertion that the plan wasto take Cavalier public. His
amended subscription agreement referenced only $5,000 for investment in the
public offering but he said he could not recall what he had planned to do with

the other $95,000 he had temporarily put at risk. Mr. Prest’ sletter of credit was
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not called uponinitially. Heinvested $25,000 in the special rightsoffering, and
the amount of hisletter of credit was reduced accordingly. The letter of credit
was extended at various times and bank documents show it was reduced by
$50,000 at thetime of an extension granted in March 1987. The sourcefor this
reduction is not entirely clear, but Mr. Prest excludes it from his clam. A
further $25,000 appears to have been retired through further Cavalier
investments. Fifteen hundred sharesweretransferred fromtreasury to Mr. Prest
in July 1988 pursuant to the subscription agreement. A further 1,159 shares
were transferred from treasury to Mr. Prest in 1989. Mr. Prest transferred the
sharesto hisholding company, Bilby Holdings Limited, and then the company
transferred them to Mr. Prest’s RRSPs, which were administered by RBC
Dominion Securities. | accept the evidence given by the late Mr. Prest. His
loss has been calculated at $43,207 and the outstanding issues concern the
portion of theloss attributabl e to bonus shares, the contribution of sharesto his
RRSPs and the best tax treatment of a 1989 loss carry back. | believe that the
Survival of Actions Act question has been resolved.

Mr. Andrew Saulnier is a businessman in the building supplies trade and he
livesin New Minas. Formerly, he worked with Mr. Edwards in his fast food

business. Mr. Saulnier did not invest in Seabright. He was introduced to the
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Cavalier opportunity by Mr. Edwards. He decided to put up aletter of credit
for $100,000 until Cavalier went public. He signed a subscription agreement
and arranged for aletter of credit from the Bank of Montreal to the National
Bank. Mr. Saulnier crossed out the part of hisamended subscription agreement
in which he was asked to indicate how much he would invest in the public
offering. He explained on the stand that he was waiting to see what would
happen and his decision would depend on the markets. Mr. Saulnier invested
$50,000 in the special rights offering and he invested $50,400 under the
December 1988 offering memorandum, and Cavalier caused the National Bank
debt to be reduced to the extent that the Bank of Montreal letter of credit was
released. | accept Mr. Saulnier’s evidence. The amount of hisloss has been
calculated at $68,552 and the outstanding issues are inclusion of aloss on the
bonus shares, the possibility that Mr. Saulnier could have further reduced his
taxes by better tax treatment of the Cavalier loss and the possibility he may be
ableto reduce taxesin future through use of the balance of hisloss carryovers.
Dr. Allistair Thompson is a retired dentist who lives in Ontario. He was
introduced to the Cavalier opportunity by his friend and neighbour, Mr.
Panneton, and he made his decision based entirely on what Mr. Panneton said.

Dr. Thompson understood that it would be an excellent investment. Thenotion
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of a public offering was not drawn to his attention at the time. He signed a
subscription agreement for $100,000 and arranged for aletter of credit fromthe
Bank of Nova Scotia. His amended subscription agreement indicates he
intended toinvest alike amount in the public offering. Aswith other investors,
he received aletter from Blair Prowse dated September 30, 1988 in which Mr.
Prowse said that, if Cavalier did not pay the National Bank letter of credit loan
maturing on October 5, the National Bank would call for payment under the
letters of credit “forthwith”. Rather than wait for that to happen, he invested
$100,000inthespecial rightsoffering. Heinvested another $100,800 under the
October 1988 offering memorandum and he said he did so because Cavalier
needed cash. At thetime he had sufficient positive information on Cavalier to
justify the investment. Aswith most other investors, Dr. Thompson did not
treat the bonus sharesfor tax purposesin 1988. He said they were not included
in hisadjusted cost base because he did not consider them as capital onincome
at thetimeof his1988filing. Aswith all plaintiffsexcept Dr. Collinsherelied
entirely on hisaccountantsfor preparation of incometax returns and he agreed
that the accountantsrelied on himto provide pertinent information. | accept the

evidence given by Dr. Thompson. Hisloss has been calculated at $93,317 and
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the outstanding issues concern inclusion of a loss on the bonus shares and

possible better tax treatment of his Cavalier losses.

Proper Parties.

[265] With respect to Mr. Dauphinee and Mr. Kennedy, the defendants argue that
any loss may be claimed only by their companies, because the companies put
up the money toinvest in Cavalier and thereby clear their personal liabilitiesin
respect of thelettersof credit. Where the companiesare singly owned holding
vehicles, | would not expect transactions of this kind to be recorded with the
kind of detail that would be required if any interests mattered other than those
of the sole shareholder. In the absence of evidence to the contrary, | would
presumethat the expressor implied arrangement wasthat the companieswould
haverecourseif it ever mattered. In effect, | accept the argument advanced by
Mr. James that these were merely methods of financing the individual’s
payment of hisliability.

[266] With respect to thetransfers of sharesby Dr. Collinsand Mr. Prest, thereisthe
additional complication of an RRSP trustee, which makes the transfers
unamenableto animplication of recourse. Theargument isthat the shareswere

transferred at value, and the loss was extinguished. | think this artificial.
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Nothing occurred that would change who ultimately would suffer the loss
because the individuals were the sole beneficiaries of the RRSPs. If the
argument is reduced to the proposition that someone el se had to claim the loss
on hisbehalf, | do not see why | would not order that person to be joined asa
plaintiff.

The situation with Mr. Fraser isdifferent. Although the documentation makes
it seem asthough the liability was undertaken by him personally, the evidence
he gave makes it clear that he signed the subscription agreement on behalf of
Sumner Capital. (I will dispose of Willoughby’s losses in finding that |osses
on additional investments are not recoverable.) As between Mr. Fraser and
Sumner Capital, itisclear that the latter undertook theliability and beneficially
acquired the bonus shares. The loss was to Sumner Capital, not Mr. Fraser.
The trustee under the proposal did not acquire the right to advance the claim
and recover theloss. That would have happened if the proposal had failed and
the trustee automatically became the trustee in bankruptcy of Sumner Capital.
But, the proposal was a success and, under the terms of the Bankruptcy and
Insolvency Act aswell astheterms of the proposal, the cause of action remains

with Sumner Capital. It may still be possibleto join it as a plaintiff.
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Causation.

[268] Assuming that the allegations made by Westminer against the Seabright
directors and published by Westminer in various ways constituted a tortious
wrong against the plaintiffs in this action, the plaintiffs bore the onus of
establishing that that wrong was causally connected to injuries they suffered.
| refer to my findings under the title “Cavalier” in holding that, but for the
alegations, the plaintiffs would not have been compelled (whether legally or
merely practically) to honour their liabilities to their banks in respect of the
letters of credit. The contingent liabilities would not have become actual
because the primary debtor would have paid the debt. That finding coversal
plaintiffs except Dr. Collins and Mr. Coyle, who took the option of investing
cashinJuly 1988. Inthosecases, | findthat, but for the allegations, theliability
of Cavalier to thesetwo plaintiffswould have been paid out of an October 1988
public offering. | also find that, but for the allegations, the shares distributed
to all plaintiffs in compensation for the risks they undertook in raising the
letters of credit before July 1988 would have become liquidable in October

1988 for at |east the face value, five dollars a share.

Mitigation.
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On behalf of the defendants, it was submitted that al plaintiffs failed to
mitigate their losses by failing to take measuresin two respects. they failed to
cause Cavalier to take up the Levesque proposal for abest efforts offering, and
they choseto subscribefor Cavalier securitiesrather than to pursue payment by
Cavalier. Thesefailuresare saidto vitiate thewhol e of each defendant’ sclaim,;
reasonable mitigation would have avoided the entire losses. In addition, the
defendants submit that some plaintiffsfailed to mitigate part of their [osses by
filing tax returns that did not treat the losses at maximum tax advantage or by
failing to subscribe for flow-through shares rather than to pay part of their
liability directly to their bank.

The burden on theseissuesisupon the defendants. In apassage quoted at para.
76 of CollinsBarrow v. 18740000 Nova Scotia Ltd. and Shannon (1997), 159
N.S.R. (2d) 260 (C.A.), McGregor on Damages sets out three principles in

respect of mitigation, the first of which reads:

(a) The plaintiff must take all reasonable steps to mitigate the loss to him resulting
from the defendant’ swrong and cannot recover for lossthat could have been avoided
by taking such steps.

In my assessment, the plaintiffs acted reasonably in respect of the L evesque proposal

and the choice not to make demands upon Cavalier. Also, whereit is said that some
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plaintiffs could have better reduced their individual taxes by better treatment of their

losses or by purchasing Cavalier flow-through shares, | am not satisfied that afailure

to mitigate has been established.

[271] | havefound that Wood Gundy, L evesque and Cavalier would haveenteredinto
an underwritten deal had the Westminer allegations not been made, and | have
found that the agreement would have been to raise $30 million with Wood
Gundy and L evesgque underwriting $10 million each and Mr. Coughlan’ sgroup
to put up the balance of $10 million. As discussed, Wood Gundy withdrew
because of the Westminer allegations and it recommended Cavalier stay out of
the marketsfor at least six months. As discussed, Levesgue was not prepared
to enter into an underwritten deal and, at the end of August 1988, the
management of Cavalier rglected Levesgque' s suggestion of a best efforts deal
with aprobable target of $15 million and an option for Levesque to act as sole
lead on future Cavalier offerings. | havealso discussed at length thedifficulties
Cavalier faced in attempts to get regulatory approva for an IPO and the
significance of the Westminer allegationsin thosedifficulties. Thedefendants
argument on this point would involve findings that the present plaintiffs could
have and should have influenced Cavalier management not to regject the

Levesque position and that accepting Levesque' s terms would have put the
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plaintiffs in a position of liquidity. The evidence does not support those
findings. On the contrary, management’s decision was a reasonable one.
Levesque's position was in contradiction of the business plan set out in the
preliminary prospectus itself because the target would have been halved, with
the core group bearing the burden of taking up most of the offer. Further,
Cavalier was not prepared to encumber future offeringswith an option for sole
lead in Levesque' s favour. The defendants argue, contrary to management’s
position as explained by Mr. Coughlan, that this demand was not onerous, that
L evesque could have been displaced by the production of an offer from another
firm providing terms L evesque would not choose to match. Obviously, there
are sound business reasons for negotiating with investment houses on an equal
footing, and knowledge that the terms would have to be presented to another
house could be expected to dampen the negotiations. Further, the option would
have had an impact on any hope of reviving Wood Gundy’ sinterest as co-lead.
| have discussed the relative positions of Levesgue and Wood Gundy in the
industry west of Quebec. It was not unreasonablefor management to reject the
Levesgue position. Further, arush to accept Levesque stermswith aview to
an October offering was not indicated by the climate Westminer’ s alegations

had created for Cavalier in the markets and with the regulators. Asregardsthe
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markets, | refer to Wood Gundy’s own reasons for withdrawal and its
recommendation that Cavalier stay out of the markets for the time being. As
regards the regulators, | am invited by the defendants to find that approval
would have to come swiftly if Mr. Coughlan and the board had accepted the
suggestion of anon-voting trust and if Mr. Coughlan had resigned as an officer
but remained as financial consultant. | refer to my discussion of Cavalier's
dealingswith theregulatorsin 1988 and 1989 and to my discussion of decisions
made by the Cavalier board, and | find that regulatory approval was uncertain
and board decisions were businesslike at the material times. | find the
plaintiffs did not act unreasonably in failing to attempt to have management
accept the Levesgue terms and attempt a public offering in 1988.

| also find that the plaintiffs acted reasonably in choosing to convert Cavalier's
liabilities to them into investments in Cavalier. Two of the plaintiffs, Dr.
Collinsand Mr. Coyle, had chosen in July 1988 to put up cash in exchange for
promissory notes rather than to continue the letters of credit. They clearly had
rights of action against Cavalier as of October 1988. However, | do not seea
substantial difference betweentheir positionsand therest asregardsthe present
issue. The others clearly had rights of indemnification against Cavalier

whenever the National Bank called upon their banks and their banks, in turn,
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called upon them. The situation was known to al by October 1988 and
generally they choose further investment over demand. | agree with Dr.
Coallins. To do otherwise would have been foolisn. Without the |PO, Cavalier
was facing $15 million in senior debt secured against its assets. On itsterms,
the senior debt instrument would fall into default just asthe IPO failed. For a
significant number of unsecured creditors to have taken action would have
risked a liquidation of the Cavalier assets at forced sale prices. The risk of
forced salewould have been substantial. Therisk that forced sale priceswould
produce little or nothing for junior creditors would also have been substantial.
To try to make ago of the company, even asit was disabled from pursuing the
plan that had attracted the investors, may well have been prudent. It was
certainly not unreasonable. It is true that some investors, including some
plaintiffs, were able to get some relief from Cavalier. The dollars were not
large compared with the total claims of the core group and the reasons were
various. The fact that some relief was sought and received does not indicate
that sizeable demands from moreinvestorswould have been honoured. Onthe
contrary, had the core group not generally stuck together and remained as
investors, the odds for forced sale would have been very high. A more subtle

argument ismadeto the effect that, instead of turning to remedies, the plaintiffs
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could have influenced the board to cause an orderly liquidation of Cavalier's
assets, which might haveavoided forced saleprices. It will beremembered that
the $30 million contemplated by Wood Gundy, Levesque and Cavalier was
premised on assessments that included high appraisals of management as it
would have been seen in the 1988 markets. | do not take Mr. Scott and Mr.
Byrneto have disagreed with the defendant’ s expert, Mr. White, that the value
of hard assetswent down significantly after the purchase price was established,
in light of the declinein ail prices and the July 1988 Coles report. Even Mr.
White established that Cavalier was worth more as a going concern than in
liquidation. I refer to my discussion of those subjectsand find that the decision
to try to make a go of Cavalier was a business decision made in light of
conditions known at the time. The duty to mitigate does not demand
clairvoyance and compliance with the duty is not measured according to what
would have been a second guess at the time. | find that neither the choice
against turning to remedies nor the disinclination to influence Cavalier towards
liguidation constituted afailureto mitigate. That |leavesthe questionsof cutting
losses by taking better advantage of the tax laws.

Mr. Richard G. Ormston, C.A. is of the opinion that about a half dozen of the

twenty-four plaintiffs could have paid lesstax by treating their Cavalier losses
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differently or by investinginflow-through sharesrather than paying their banks
directly. Mr. Ormston testified asan expert for the defendants, and | accept his
opinionsasto theavailability of better treatmentsand thetax saving inthe case
of two plaintiffswho might haveinvested in flow-through shares. Mr. Ormston
and hisfirm engaged in avery extensive study of the plaintiffs' calculations of
losses, which led to numerous agreements right up to the time argument was
made. Outstanding issuesdo not reflect the extent of thework done. Asfor the
guestions | am now concerned with, the most common adjustments were

summarized in Mr. Ormston’ s report as follows:

» if adeduction such asaloss carryover or a Canadian exploration expense could
have been used in another year against income in a higher tax bracket, this was
done;

+ if aPlaintiff did not claim the full amount of the loss, this was done;

» if acapital losswas claimed and a greater benefit could have been enjoyed
through BIL treatment, the latter was used;

* intwo cases where a cash payment was made to settle a Plaintiff’s obligation
under the letter of credit versus the purchase of flow-through shares for alike
amount, the latter isincluded in the analysis as the more reasonable option.
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Asfor adjustments of the kind described in thefirst three sections, | do not agree that
these errors or failures in judgment amount to a breach of the duty to mitigate. The
returns were filed years ago. In each applicable case, the return was prepared by an
accountant upon whom the plaintiff relied for tax advice. | am asked by the
defendants to infer that the plaintiff in each of these instances must have failed to
provide hisor her accountant with pertinent information. If Mr. Ormston and hisfirm
recognized that aloss carryover could have better been used in adifferent tax year, or
that thelosswasnot fully cal cul ated, or that businessinvestment losswould have been
better treatment where a capital 1oss was claimed, then the plaintiff’s accountant
would have recognized the same unless the client failed to provide relevant
information to the professional. | do not make the suggested inference. | conceive
that atax professional questions and challenges the client. On the facts, the client’s
faillure to provide relevant information, a difference in judgment between the
professional and Mr. Ormston, or alapse on the part of the professional are equally
possible. The onusison the defendants and it has not been met.
[274] Mr. Ormston’s fourth point concerns the argument that three plaintiffs
unreasonably failed to mitigate their damages by carrying a balance on their
liability to their banks on account of the letters of credit issued for them. As

earlier stated, thebalance of Mr. Dand'’ sletter of credit was extended at various
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timesuntil $98,400 waspaidtothebank in 1991. Similarly, Mr. Peterspaid his
balance of $50,000 to the bank in 1991. Dr. Cook paid $33,334 although he
might have had his last investment applied to wipe out the liability. The
defendants submit that these balances should have been invested in flow-
through shares, in which case the balances would have been offset. Mr.
Ormston has recalculated these plaintiffs' losses by assuming flow-through
shares were purchased in 1988 and by showing the consequential effects on
cash flow in ensuing years. Mr. Peters, for example, would have stood to gain
$5794 had he purchased $50,000 in additional flow-through shares in 1988
rather than paying the $50,000 in cash in 1991. The argument that the failure
to purchase flow-through shares amounted to a failure to mitigate must be
addressed from the perspective of these plaintiffs positionsas at 1988, rather
than with the hindsight of 1991 or yearslater. None of these plaintiffswasable
to offer much by way of explanation as to why they choose to continue
extendingtheir lettersof credit rather than toinvest and take thetax advantages.
They had thefinancial ability to maketheinvestment. Obviously, each decided
to keep their options open. In Mr. Dand’ s case that approach did not pay. In
Mr. Peter’ scaseit probably did pay. It must be kept inmind that Mr. Petersgot

hisletter of credit liability reduced by $25,000 by investing that much under the
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December 1988 offering memorandum and that, sometime afterwards, hewas
ableto negotiate apayment by Cavalier of another $25,000 against hisletter of
credit liability. Mr. Ormston’s calculation would have Mr. Peters investing
only an additional $50,000 in 1988, in effect charging him with foresight that
he could negotiate $25,000 out of Cavalier, no moreand no less. Thisrequires
too much foresight to support afinding of afalure to mitigate. If Mr. Peters
had not kept his options open he would have invested $100,000, not $75,000,
and he would have enjoyed the tax benefits of $100,000 invested under the
December 1988 offering memorandum, but his overall loss would have been
much greater. Although these plaintiffs were unable to offer detail, their
choices were made in light of however they assessed their financial
circumstances and the prospects for Cavalier at the time choices were made.
It has not been established that their particular choicesto partially maintain the
status quo were unreasonable and, in Mr. Peter’s case, the choice appears to
have kept the losses down. The defendants have not met the onus of
establishing a failure on the part of Mr. Dand or Mr. Peters in their duties to
mitigate their losses. Dr. Cook on the other hand made further investments

without having hisliability reduced and | find the defendants have made out a
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case to offset the tax benefits that could have been realized had he required
Cavalier to reduce his bank liability by $33,334.

[275] All plaintiffswho invested beyond the amount of their liabilities on account of
letters of credit seek to recover their losses on the additional liabilities on the
basis that the additional investments were efforts to mitigate the losses on the
initial investment. The second and third principles stated in McGregor on

Damages as quoted in Collins Barrow read:

(b) A corollary of thefirst ruleisthat where aplaintiff does take reasonable stepsto
mitigate the loss, he can recover for loss sustained in so doing.

(c) Where aplaintiff does take steps to mitigate the loss, the defendant is entitled to
the benefit accruing from such action and is liable only for the loss as |essened.

The plaintiffsrely on the second of these principles. The decisionin Collins Barrow
was concerned with thethird principle (para. 80). Mr. Shannon had relied on audited
financial statements prepared by accountants, Collins Barrow, when purchasing a
company. The auditors had been negligent, and the statements much overstated the
financial health of the company. Rather than to cut hislosses early and ascertain the
amount, Mr. Shannon worked hard for a number of years to make the company into

something profitable. It would have been reasonable for him to have liquidated the
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company, but he went on with it because of pride and reputation (para. 93). He
succeeded, and Collins Barrow sought an offset of the profits. Chipman J.A., for the
court, discussed the second principletaken from McGregor at para. 81t091. At para.

90, he concluded that discussion:

It is clear from these passages that while the rule is easy to state and difficult to
apply, it isleft to a court in making the judgment call whether subsequent profit
earned by aplaintiff is“completely collateral” to the defendant’ s wrongdoing.

Therule appearsto bethat the defendant must establish the stepstaken by the plaintiff
were not completely collateral to the wrong (para. 83). The difficulties in applying
such arule may be alleviated by the observation that “ The subsequent transaction ...
must be one arising out of the consequences of the breach and in the ordinary course
of business’ (see quotation and authoritiesreferred to at para. 88) and by referenceto
a test sometimes employed: “whether the plaintiff could, even in the absence of
wrong, have made the disputed profit” (see para. 89). Inthe case of Mr. Shannon, the
successful turnaround was acollateral event and, at that, an event outside the chain of
causation arising from the accountant’ s negligence.

[276] Of course, the plaintiffs’ claim on the basis of the second principle set out in

McGregor, that a plaintiff who takes reasonable steps to mitigate the loss
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recovers for loss sustained in doing so. Counsel for the defendants refer to a

passage in Collins Barrow to help frame their argument on this point:

Had Shannon gone on to incur more extensive losses in his attempt to turn the
company around, it is unlikely that the expenses so incurred could fall within the
second rule of mitigation. Collins Barrow could probably be heard to say that he
should have cut hislosses when he saw the situation shortly after October 31, 19809.
[para. 94]

At theend of thispassage, Justice Chipman refersthereader to Haida Inn Partnership

et al. v. Touche Ross& Co. et al. (1989), 64 D.L.R. (4™ 305 (B.C.S.C.), wherethere

was no recovery for losses following a decision to continue a business after an
accountant’ s negligence had been discovered.

[277] In my assessment, the additional investmentswere not intended to be and were
not in fact steps taken to mitigate the losses occasioned by Westminer. Some
plaintiffs referred to adesire to assist the company with exploration expenses
and replenishing reserves. | have accepted their testimony, and accept that
those who spokethat way had such adesire among their motives. However, an
interest in assisting a company in which one already has an investment is not
necessarily an indication of an effort to overcome damage caused to the
company or the investment by others. On the contrary, these were investment

decisions. A prominent motive for all was to take advantage of very sizeable
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tax benefits. Other factors had to include the faith the investors had in Mr.
Coughlan, the upbeat reports he was able to make despite the difficulties in
going public, and the optimism that Cavalier would eventually launch an I PO.
And, for those who invested after 1988, the rebound in oil prices must have
been a consideration. Further, as discussed in reference to Westminer’s
allegation of abuse of process, the plaintiffs did not fully appreciate their loss
until 1994 and only in 1994 did they serioudly turn their minds to the
proposition that they had been actionably wronged by Westminer. The
Investment decisionsinvolved considerationsother than any attempt to achieve
liquidity, which was the subject at the heart of the loss caused to the plaintiffs
by any wrong that may have been committed by Westminer. By analogy to the
rule that applies in application of the third principle in McGregor, these
Investment decisions were completely collateral to the conduct of Westminer.
They were not directed at, nor did they have for their purpose, alleviation of

harm caused by Westminer.
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[278] The plaintiffs claim for losses on account of their having to honour

[279]

commitments to their banks in respect of the letters of credit or, in the case of
the Coughlans, losses on account of the callson their guarantees, or, inthe case
of Dr. Collinsand Mr. Coyle, their losses on account of Cavalier’ sinability to
pay on the promissory notesissued to them. Theselosses have been cal culated
by taking the amounts actually invested by each plaintiff in Cavalier to enable
it to retire the National Bank loan that was backed by the letters of credit,
adding any amounts paid directly to banks and subtracting the tax benefits
realized to date, interest paid by Cavalier on the convertible debentures and
settlements recel ved when trust funds arising from the compul sory acquisition
were distributed. In general, the defendants have accepted that method of
calculating damages. | have already dealt with most issues raised by the
defendantsthat touch upon the calculations. The remaining issues are whether
to discount the losses for a negative contingency that the investors would have
suffered aloss in any case, whether to make provision for the balance of l1oss
carryovers someinvestors may be ableto claimif they declare capital gainsin
futureyears, and whether and how to recognize tax consequences of the award.
In addition, the plaintiffs claim the after-tax value of losses in respect of the

common sharesissued to them in exchange for the letters of credit they caused
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to be put up as security for the $10 million National Bank loan. The defendants
submit that thisis not an appropriate head of recovery. Also, the questions of
anegative contingency, loss carryoversand recogni zing tax conseguences may
affect the calculation of an award of damages on account of the bonus shares.
Further, the plaintiffs claim punitive and exemplary damages, Mr. Fraser and
Mr. Mundle claim general damages in connection with their service on the
Cavalier board of directors, and al plaintiffs except the estates claim general
damages in connection with their efforts to deal with liabilities respecting the
letters of credit and to deal with their deteriorating investments by attending
meetings of Cavalier.

Of course, the purpose in compensating the plaintiffs for their losses in
connection with theletters of credit isto return them to the position they would
have been in had they not been wronged, and the defendants cannot be
burdened with putting them in a better position than would have been the case.
Establishing loss according to the position a party would have occupied often
involves the court in answering hypothetical questions, which take us outside
theusual civil standard and into an assessment of relativelikelihoods, such that
“A future or hypothetical possibility will betakeninto consideration aslong as

it is a real and substantial possibility and not mere speculation”: Athey v.



[282]

Page: 399

Leonati, [1996], 3 S.C.R. 458 at para. 27. All agree that Cavalier was a
speculative investment. Except in one respect, it would only be speculation to
concludethat the plaintiffswould have realized profits on theinvestmentsthey
intended to make in Cavalier or that the plaintiffs were bound to experience
losses.

In my opinion, the assessment of these damages cannot stop at the calculation
of the after-tax amounts paid to extinguish liability in connection with aletter
of credit. The putting up of a letter of credit was inextricably tied to an
intentionto invest for alonger term. For onething, investment by the plaintiffs
and their fellow “core group” members was essential to the success of the
public offering by which the loan secured by the letters of credit was to be
extinguished. Asagroup, they had to purchase shares and debentures at avery
substantial level, $10 million was approximated. Further, each of the plaintiffs
didintendtoinvestinthe public offering that would relievetheir liabilities, and
many had decided to invest at the exact same level as the letter of credit.
Furthermore, they had followed Mr. Coughlan’s lead and, like him, most
intended to remain for the longer term. In these circumstances, a real and
substantial possibility of aloss on account of the intended investment should

lead to a reduction in damages calculated according to the actual loss on the
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actual liability. | am referring, of course, to the deficiencies in operational
management that inhered in Cavalier, asubject | have discussedin referenceto
the causes of Cavalier’ sfailure. Those deficiencieswere unknown to anyone,
including the markets, in 1988, as discussed in connection with the price at
whichthe Cavalier shareswould havetraded. However, Mr. McGrath had been
selected before the loss arose and, while he may have preformed better in a
healthy Cavalier, the company wasto be served by him and by staff he sel ected.
Cavalier was in for serious interna difficulties where it was served by
operational management who could permit the kinds of failures discussed
earlier. | think it probablethat liabilitiesin connection with theletters of credit
and corporate liability on the promissory notes of Dr. Collins and Mr. Coyle
and liability on the guarantees of the Coughlans would have been converted
into units of shares and debentures on the public offering. | think it less
probable, but still more than speculation, that debentures would have been
converted to shares. Itisprobablethat deficienciesin operational management
would have manifest themselves in such away as to substantially reduce the
trading value of Cavalier shares. | cannot state a precise amount, but it would
have to have been substantial for atime. Taking all of that into account and

allowing that the drop in value could have been temporary, | would apply a
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20% reduction except where it cannot be said that an investor would have
continued to invest at the level of the letter of credit, note or guarantee.

| find that those who indicated on the July 1988 subscriptions that they would
invest in the public offering at the same level as their letter of credit, note or
guarantee would have done so. Given their attitudes towards Cavalier and the
positions of the plaintiffs as a whole on the value of Cavalier but for the
Westminer allegations, | am satisfied, with one exception, that those who took
no position in July 1988 would have invested at the level of their letters of
credit in October 1988. The exception is Mr. Hartling, and, based on his
testimony, | find it ismost likely he would have invested $100,000. Although
the late Mr. Prest wrote that he would invest only $5000, he was unable to
explain when hetestified and | believe the figure does not reflect what he must
have intended. It was probably a mistake. Although Mr. Dand and Mr.
Kitchen made reference to their bonus shares in connection with the round
figure that was stated on their July 1988 agreements, | think they would have
been persuaded to invest the round figure. Mr. Hardman had made a decision
toinvest $50,000 and had stated that asa” minimum” . Hissituationistherefore
different from those who indicated no position in July 1988 and, inlight of his

testimony, | cannot say he would have invested more. The exceptional
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plaintiffsand the negative contingenciesapplicabletothemare: Mr. Hardman’'s
Bryman Enterprises (5%), Dr. Cook (11%), Mr. Dand (11%), Mr. Edwards
(4%), Mr. Fraser (15%), Mr. Hartling (7%) and Mr. Kitchen (16%).

Asfor those plaintiffswith loss carryovers still available to them, | accept the
argument made by Mr. James. That is, | do not have sufficient evidence for a
finding that these plaintiffs will ever have an opportunity to use the loss
carryovers. Further, even if | could determine that these plaintiffs will
experience gains and when, | am not satisfied that they could continueto carry
the losses after a party was ordered to pay the loss. In view of the later
consideration, | declinethedefendants submission for anegative contingency.
Asfor recognizing the tax consequences of the award, the claim advanced by
the plaintiffs became complicated when counsel was unable to submit how
Revenue might treat the award. It appears more probable that Revenue would
accept that theaward would not betaxable. Counsel for the plaintiffssuggested
that | might make an order subject to revision after the plaintiffs deal with
Revenue. | have some discomfort doing that unless all parties agree because
the caseisclosed and | doubt that the law permits damagesto bere-assessed in
future. Sincethisisahypothetical assessment, my determination of thisissue

may not matter greatly. If it matters and if counsel wish to supply either
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authorities on ordering damages subject to re-assessment or detailed references
to the Income Tax Act, | am prepared to give supplementary reasons before an
order istaken out.

The defendants argue that the losses on the bonus shares are subsumed in the
losses on account of liabilities in connection with the letters of credit. They
argue that thisis alost investment opportunity which isto be compensated by
way of preudgment interest. They point out that the value of the shares were
compared with return on investment when the subscription agreements were
first solicited, and they point out that most plaintiffsdid not treat the sharesfor
tax purposes for the 1988 tax year. They rely on Collins Barrow at para. 75.
| do not agree that thisis aclaim for lost opportunity. The damage caused to
the sharesisrelated to the fact that they would have become liquidable but for
the actions of the defendants. Nor werethe sharespaid in the nature of interest.
They werecompensation for putting one’ smoney at risk but such compensation
Isnot necessarily interest. Therightsrepresented by the sharescould have been
traded but for Westminer's conduct. | think such a loss both personal and
recoverable. The plaintiffs chooseto measurethelossby taking thefacevalue
of the shares, which is comparable to the value | have found the shares would

have had in the October 1988 markets, and discounting for tax benefits. Given
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thefailure of Cavalier and Westminer’ scontributionto that failure, | accept this
as a correct measurement of the loss on account of the shares not being
tradeable, subject, of course, to the same negative contingencies as with the
losses in connection with the letters of credit, guarantees and notes.

The clamsfor general damagesrely upon Collins Barrow. At para. 68to 71,
Justice Chipman discussed awarding Mr. Shannon compensation for the extra
effort he put into turning around the newly purchased company, which he had
been misled into purchasing by the negligently prepared financial statements.
Following Esso Petroleum Co. v. Marden, [1976] 1 Q.B. 801 (C.A.), Chipman
J.A. decided the effort should be compensated according to a“ rough and ready”
estimate. Such an award was “extremely difficult to estimate” (para. 71). In
the circumstances, an award of $50,000 was alowed “for disruption and
inconvenience”. Theplaintiffspropose $5,000 eachwith an additional $50,000
for Mr. Fraser and $35,000 for Mr. Mundle. Mr. Fraser and Mr. Mundlejoined
the Cavalier board in 1989 at a time when it was apparent that the company
needed directorsindependent from theformer Seabright directorsand distanced
fromthe Westminer allegations, in order to get regulatory approval for an | PO.
The tasks undertaken in 1989 increased unpredictably, especialy for Mr.

Fraser, as Cavalier's misfortunes mounted and as the CEO became more and
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more consumed with trial preparation in the Seabright case. Inthe case of Mr.
Shannon, the effort followed directly from the negligence and it was made by
the known shareholder. | think the efforts now under discussion too remotefor
recovery. Onein the position of the tortfeasor would not envision, evenin a
genera way, that the actions taken against Mr. Coughlan and the others would
lead some members of an undisclosed body of passive investors to become
active managers. The efforts of some plaintiffs in attending meetings and
reading correspondence do not appear to me to have been onerous compared
with what they might have expected in any case as substantial backers of a
junior oil and gas company. | think the difference too insubstantial.

Punitive and exemplary damages are very rarely ordered for negligence. A
hypothetical inquiry into these heads on my part would be very artificial given
my findingsin respect of theintentional torts. My finding isthat Westminer’s
actions were not directed towards the present plaintiffs, and, in the
circumstances, that precludes discussions of punishment or compensation for

aggravated injury. So, on that, | should say no more.

CONCLUSIONS



Page: 406

[289] | will dismisstheaction. | have provided an alternative assessment of damages
and the parties are free to address me on any subjects that may remain
outstanding. During thetria, | indicated my preference for later submissions
on prejudgment interest and costs. If an alternative opinion on prejudgment
interest isdesired, | shall provideit. And, the parties may make arrangements

to address me on costs.

Halifax, Nova Scotia
9 November 2001



