FRAUDULENT CONVEYANCE ISSUES

“Persons must be just before they are generous, and debts must be paid before gifis can be made.”
- Lord Hatherley, Freeman v. Pope (1870), L.R. 5 Ch App 538 at 540.

INTRODUCTION

The Courts have been tasked with undoing fraudulent conveyances for centuries. In fact, the
Fraudulent Conveyance Act (the “FCA”)! is so ancient and concise that it is nearly impossible to
analyze whether a given transfer of property is a fraudulent conveyance without having regard to
the extensive pre-existing jurisprudence. As the Law Reform Commission of British Columbia
facetiously quipped in its 1988 Report on Fraudulent Conveyances and Preferences, “The law in
British Columbia governing fraudulent conveyances is more accurately stated without paying too

close attention to the provisions of the Fraudulent Conveyance Act.”?

Fraudulent conveyance issues frequently arise in the income tax context. Transactions
undertaken for tax reasons may nonetheless be voided under the FCA. The recent case of
Abakhan & Associates Inc. v. Braydon Investments Ltd. (“Abakhan”)® confirms that a tax-
motivated transfer undertaken for legitimate commercial reasons may still constitute a fraudulent

conveyance.

This paper is intended to equip practitioners with the tools necessary to identify potential
fraudulent conveyance issues. Recourse to the words of the FCA alone is insufficient to
accomplish that goal. As such, a basic knowledge of the guiding jurisprudence is necessary to

ensure that one recognizes the fraudulent conveyance issues that arise in everyday transactions.

THE FRAUDULENT CONVEYANCE ACT

The FCA itself consists of only two sections:

Fraudulent conveyance to avoid debt or duty of others
1. If made to delay, hinder or defraud creditors and others of their just and lawful remedies
(a) a disposition of property, by writing or otherwise,
(b) a bond,

1 R.S.B.C. 1996, c. 163.

2 Law Reform Commission of British Columbia, Report on Fraudulent Conveyances and Preferences (Vancouver, B.C.:
Ministry of the Attorney General, 1988) (“Report on Fraudulent Conveyances™) at 11.

32009 BCCA 521, aff’g 2008 BCSC 1547; leave to appeal refused 2010 CanLII 34795 (SCC)



(c) a proceeding, or
(d) an order

is void and of no effect against a person or the person's assignee or personal representative whose
rights and obligations are or might be disturbed, hindered, delayed or defrauded, despite a pretence
or other matter to the contrary.

Application of Act

2. This Act does not apply to a disposition of property for good consideration and in good faith
lawfully transferred to a person who, at the time of the transfer, has no notice or knowledge of
collusion or fraud.

The precursor to the FCA was the Statute of Elizabeth, 13 Eliz. 1, ¢.5 (U.K.), which was enacted
by the English Parliament in 1571. The language within that statute formed the foundation of the
FCA all the way until 1979, and the FCA is largely just a modern restatement of the Statute of
Elizabeth.

WHAT IS A FRAUDULENT CONVEYANCE?

Generally speaking, a fraudulent conveyance is a disposition* of property made with the intent to
delay, hinder, or defraud creditors or others of their just and lawful remedies.

Put another way, a transaction involving the disposition of property which is made with the
intention, and which has the effect, of impairing a person’s ability to satisfy their legal or
equitable claim by execution is a fraudulent conveyance. Any transaction which is found to be a
fraudulent conveyance is valid as between the parties to the transaction but void against the

prejudiced claimant.
Disposition of Property

The first prerequisite of a fraudulent conveyance is that there must be a disposition of property. It
is important to bear in mind that the concepts “disposition” and “property” carry highly similar,
but nonetheless distinct, meanings in the context of the FCA compared with the Income Tax Act
(the “ITA”).> For example, while both those terms are given specific meanings by subsection
248(1) of the ITA, section 29 of the Interpretation Act (B.C.) (the “BCIA”)® defines the word

4 Or a bond, proceeding, or order, though transactions in these forms have rarely been subject to judicial proceedings. According
to the Law Commission, the purpose for their inclusion is to ensure that, “legal process may not be used to authorize a
transaction intended to prejudice creditors” (Report on Fraudulent Conveyances, at 15).

5R.S.C. 1985, c. 1 (5th Supp.), as amended.

6R.S.B.C. 1996, c. 238.



“dispose” as “to transfer by any method and includes assign, give, sell, grant, charge, convey,

bequeath, devise, lease, divest, release and agree to do any of those things.”

Certain transactions which are deemed to be a “disposition” for purposes of the ITA may not be
a disposition for purposes of the FCA, and vice versa. The word “property” is also defined under
the BCIA as including “any right, title interest, estate or claim to or in property.”’ Accordingly, a

large array of acts will constitute a disposition of property for purposes of the FCA.
Fraudulent Intent

The primary difference between an ordinary disposition of property and a fraudulent conveyance
is that the latter requires an element of fraudulent intent on the part of the transferor. A
fraudulent conveyance only arises if the person disposing of the impugned property had the
intent to delay, hinder, or defraud a creditor or other. The meaning of the phrase “creditor or

other” is discussed later in this paper.

Proving that a transferor had the requisite fraudulent intent is a difficult task. In the vast majority
of cases, the intent to delay, hinder, or defraud can only be inferred from the circumstances
surrounding the disposition. As such, the jurisprudence has developed a list of circumstances or
“badges of fraud”® which, if found, tend to indicate that the requisite intent was met. This list

includes circumstances in which:
o the transferred property comprises everything the transferor owned,;

o the transferor continues in possession of the property, uses the property as their own, or

takes advantage of the item transferred;
¢ the transfer was made secretly or with undue haste; or
e the transferee gave inadequate consideration.®

Critically, what is not required is any sort of moral blameworthiness, dishonesty, or mala fides.
A transferor can dispose of property for legitimate commercial reasons without any deceitful

intent and still commit a fraudulent conveyance.

7BCIA, section 29.
8 This concept originated in Twyne’s Case (1601), 3 Co. Rep. 80b, 76 E.R. 809.
9 For a more complete list of the badges of fraud, see Report on Fraudulent Conveyances at 26-27.



This principle was the subject of appeal in the seminal case of Abakhan. The facts in that case

are significant, especially for income tax practitioners:

Mr. Botham was the directing mind of Botham Holdings Ltd. (“BHL”).

In 2004, BHL sold a substantial real estate asset at a profit, and thereby realized a large

capital gain.

In 2005, BHL and a friend of Mr. Botham’s established a partnership in order to carry on
a car leasing business. That business was expected to generate capital cost allowance
(“CCA”) which BHL could, provided it was a general partner of the partnership,

carryback to its 2004 year and obtain a refund of the capital gains tax previously paid.

Two months after commencing the leasing business, BHL undertook a complex series of
transactions®® which resulted in all of its assets, except for its partnership interest, being

transferred to Braydon Investments Ltd. (“BIL”).

Mr. Botham admitted that the reason he undertook those transactions was to protect

BHL’s assets from the partnership’s creditors.

The leasing business subsequently failed and BHL’s trustee in bankruptcy subsequently

brought an action against BIL on the basis that a fraudulent conveyance had occurred.

At the time of the decision, the post-amble to section 1 of the FCA included the following

underlined phrase:

is void and of no effect against a person or the person's assignee or personal representative whose
rights and obligations by collusion, quile, malice, or fraud are or might be disturbed, hindered,
delayed or defrauded, despite a pretence or other matter to the contrary.

The BCSC accepted that Mr. Botham had no “dishonest intent” or desire to “defraud” his

creditors in causing BHL’s assets to be transferred to BIL. However, the Court nevertheless

found that a fraudulent conveyance had occurred.

10 Commonly referred to as a “butterfly” transaction whereby assets were transferred on a tax-deferred basis through the use of
share redemptions and transfers under subsection 85(1) of the ITA.



On appeal, the sole issue before the BCCA was:

Whether a transfer of property made with a view to protecting assets from creditors, present or future,
if made honestly, without moral blameworthiness, and for other legitimate business purposes, is
prohibited by the Fraudulent Conveyance Act.!*

The Court of Appeal answered that question in the affirmative. The Court concluded that a
dishonest or fraudulent state of mind is not required to establish the occurrence of a fraudulent

conveyance:

[73] The only intent now necessary to avoid a transaction under the modern version of the
Act is the intent to “put one’s assets out of the reach of one’s creditors” (per RBC v. Clarke). No
further dishonest or morally blameworthy intent is required.

Accordingly, the BCCA held that the words “by collusion, guile, malice or fraud” should be
struck from the FCA because they were obsolete, consistently disregarded by the judiciary, and
illogical.*? The B.C. Legislature subsequently amended the FCA to remove that phrase in March
2012.

Some practitioners view Abakhan as a watershed case, while others believe it merely reaffirmed
longstanding principles. In any event, Abakhan makes it explicitly clear that a dishonest intent is
not a prerequisite to finding a fraudulent conveyance, and thus transfers done for entirely

legitimate business reasons may still be voided under the FCA.

There are two further takeaways from the Abakhan case. First, the Court said that simply because
the provisions of the ITA were complied with does not “provide a license to engage in
transactions which are counter to the Fraudulent Conveyance Act.”*® Considering the non-tax

aspects to a tax-driven transaction is thus essential.

Second, the BCCA opined that if Mr. Botham had incorporated a new company to carry on the
auto leasing business, no fraudulent conveyance would have occurred. As such, Mr. Botham’s
desire to have BHL shelter its capital gain with CCA allocated from the partnership proved to be
his undoing. This fact serves as a stark reminder that transactions undertaken for tax purposes

may give rise to unexpected fraudulent conveyance issues.

11 Abakhan at para. 14.
12 Abakhan at para. 72.
13 Abakhan & Associates Inc. v. Braydon Investments Ltd., 2008 BCSC 1547 at para. 79.



Effect of Delaying, Hindering, or Defrauding

A fraudulent conveyance can occur only if a creditor or other has been delayed, hindered, or
defrauded of their just and lawful remedies. A disposition of property, even if made with
fraudulent intent, for fair market value consideration may not have the effect of prejudicing a

creditor’s rights to collect.

A transfer of property will likely have the effect of delaying, hindering, or defrauding creditors

where the consideration given for it:
- represents less than the fair market value of the property;*
- consists of payments over a period of time or is deferred until a particular time;* or

- is either unavailable to a creditor or difficult to seize (for example, the property may be

located in another jurisdiction).®

If a disposition is made for nominal consideration (referred to as a “voluntary conveyance”), the
claimant seeking to void the transaction need only show that the transferor had fraudulent intent.
That is, the law presumes that a voluntary conveyance has the effect of delaying, hindering, or

defrauding the conveyor’s creditors.!’

If all of the above criteria are met, a fraudulent conveyance has occurred unless the exception

found in section 2 of the FCA applies.
TRANSFERS FOR GOOD CONSIDERATION AND IN GOOD FAITH

Section 2 of the FCA reads as follows:

2. This Act does not apply to a disposition of property for good consideration and in good faith
lawfully transferred to a person who, at the time of the transfer, has no notice or knowledge of
collusion or fraud.

14 See, e.g., T.D. Bank v. Michael (1972), 32 D.L.R. (3d) 498; Watts v. Klaemt, 2010 BCSC 1122.

15 See, e.g., Lawton v. Tarratt (1858), 9 N.B.R. 1; Salna v. Hie (2007), 88 O.R. (3d) 202 (ONSC); Robins v. Robins Estate, 2003
CanLlIl 2225 (Ont. S.C.J.).

16 See, e.g., Bernard v. Weiss, [1986] B.C.D. Civ. 544-07.

7 Chan v. Stanwood, 2002 BCCA 474 at para. 20; Sutton v. Oshaway, 2011 BCCA 245 at para. 4.



Case law has interpreted that section to mean something quite different than how it reads. In
effect, section 2 of the FCA provides that a disposition of property for valuable consideration,

which is not a sham transaction, is valid unless the transferee actively participated in the fraud.
Good Consideration

“Good consideration” is referred to in the case law as “valuable consideration.”'® Consideration
sufficient to establish a binding contract does not automatically constitute good consideration.
For example, a promise to discharge the encumbrances on real property would constitute good

consideration under contract law, but would not prevent a finding of fraudulent conveyance.

Valuable consideration generally means consideration which is “not merely nominal or entirely
inadequate.”® As that quote suggests, a significant degree of inadequacy — such as “gross
inadequacy” or inadequacy “so palpable that it must be taken to have been a fraudulent
contrivance” — is required to show that good consideration was not given.?® As the Law
Commission stated: “...the policy is clear. To bring a transaction within section 4 [now 2], it is
unnecessary to show that there exists a one-to-one correspondence between the market value of

the property transferred and the consideration supplied.”?

Furthermore, the concept of “good consideration” under the FCA may be quite different than
under the ITA. In Abakhan, the transactions were structured the way they were in order to avoid
the immediate recognition of tax. If BHL had simply redeemed its preferred shares, it would
have been in almost the exact same position save for the tax payable. As such, Abakhan suggests
that amounts paid on a share redemption may not, in all circumstances, be for “good

consideration.”
Good Faith and Without Notice or Knowledge

A plain reading of section 2 of the FCA suggests that the exception outlined therein is not

available if the transferee had notice or knowledge of the transferor’s fraudulent intent. However,

18 See, e.g., Abakhan at para. 63.

19 Meeker Cedar Products Ltd. v. Edge et al. (1968) 68 D.L.R. (2d) 294 (BCCA) (“Meeker Cedar”) at para. 8.

20 Worthington, May on Fraudulent Conveyances (2d ed., 1887) at 250; see also Meeker Cedar at para. 7, and Sutton v. Oshaway,
2010 BCSC 1440 at para. 35.

21 Report on Fraudulent Conveyances at 21.



that is not the law in British Columbia; rather, there must be active participation by the transferee

in the fraud for section 2 of the FCA to be inapplicable.

This rule was established in Meeker Cedar, wherein the Court of Appeal held that mere notice or

knowledge of the transferor’s fraudulent intent is insufficient to render the transaction void:

10 I think it is clear as a matter of interpretation of the statute as a whole and upon authority that
where a sale is made for good and valuable consideration the transaction will not be void by
reason of the purchaser's having notice or knowledge of the vendor's intent to delay, hinder, or
defraud creditors and others unless it be proved that the purchaser was actually privy to the fraud,
i.e., a party to carrying out the fraudulent intention and purpose. The Fraudulent Conveyances Act,
to the extent to which it is not ultra vires, is a part of the law of this Province by reason of the
introduction here of the Statute of Elizabeth, 13 Eliz., c. 5 (see English Law Act, R.S.B.C. 1960, c.
129), and subsequent inclusion of parts thereof in revisions of the provincial statutes. The earlier
authorities are collected conveniently and discussed in May, Law of Fraudulent and Voluntary
Conveyances, 3rd ed., pp. 53 to 69. | think it unnecessary to discuss any of them because the
principle has been adopted and approved by the Supreme Court of Canada dealing with an Ontario
statute, indistinguishable in relevant aspects, in Perkins Electric Co. v. Orpen (1922), 70 D.L.R.
397.22 [emphasis added]

This “concurrent intent” test requires that the transferee take a more active participation in the
fraud than mere notice of the transferor’s fraudulent intent. Only if the transferee facilitated the
transferor in carrying out that fraudulent intent will the concurrent test be met and section 2 of
the FCA unavailable.

Another requirement for exoneration under section 2 is that the disposition of property be made
in “good faith.” Clearly this requirement will not be met if the transferee actively participated in
the fraud. That requirement will also not be met if there is a sham. In the context of a fraudulent
conveyance, a sham occurs when the transfer is disingenuous and not intended to be legally
effective. In this regard, the Supreme Court of Canada held in Stubart Investments Ltd. v. The
Queen, [1984] 1 S.C.R. 536, that deceit is the “heart and core of a sham.”

STANDING UNDER THE FCA

As noted above, a transfer of property is only a fraudulent conveyance if it delays, hinders, or
defrauds a creditor or other of their just and lawful remedies. Whether a person is a “creditor or
other” has been the subject of considerable judicial debate and is a prime example of how the

FCA lacks clarity and precision.

22 Meeker Cedar at para. 10; see also Liu v. Wang, 2009 BCSC 1792 and Sutton v. Oshaway, 2011 BCCA 245.



The term “creditor,” as a term of art, refers only to those with liquidated or ascertained monetary
claims.?® The inclusion of the term “others” extends standing under the FCA to anyone with any

type of legal or equitable claim, whether liquidated or not.?

The extent to which persons may be classified as “others” for purposes of the FCA was analyzed
extensively in the recent case of Mawdsley v. Meshen (“Mawdsley”).?® Although many of the
relevant comments were made in obiter dicta, the BCCA held that the term “other” encompasses
persons with a legal or equitable claim against the debtor that arose during the debtor’s lifetime.
A purely moral claim does not give rise to standing under the FCA.2°

Legal or equitable claims can take many forms. Spouses, common-law partners, and minor or
dependent children have claims for spousal support or property division under the Family Law
Act (the “FLA”).2" As such, they have standing under the FCA provided that by the date of
disposition they have either commenced a claim under the FLA or establish an evidentiary basis

that they had a potential right or claim under the FLA (e.g., irreconcilable differences existed).?

Adult independent children generally do not have maintenance or property rights under the FLA.
As such, they generally do not have standing under the FCA,?° unless they have another legal

claim (for example, under contract) or a claim grounded in equity (such as unjust enrichment).°

Claims that arise solely on the debtor’s death are not sufficient to give the claimant standing
under the FCA.3! Any potential right which exists during the debtor’s lifetime must be asserted
prior to death such that it can be “enforced after death.”®? For example, a right that arises under
the Wills Variation Act (the “WVA”)*® does not create standing under the FCA, and thus family

2 See, e.g., Yeager v. R.J. Hastings Agencies Ltd., [1985] B.C.D. Civ. 1729-01 (BCSC).
24 Sych as unliquidated claims in tort or contract.

252012 BCCA91.

26 Sunlife Assurance Co. v. Elliot (1900), 31 S.C.R. 91 (SCC).

275.B.C. 2011, c. 25.

28 Easingwood v. Cockcroft, 2011 BCSC 1154 at para. 51.

2% Mordo v. Nitting, 2006 BCSC 1761, citing Hossay v. Newman (1998), 5 C.B.R. (4th) 198 (BCSC).
30 Antrobus v. Antrobus, 2008 BCSC 345, 2009 BCSC 1341.

31 Mawdsley at para. 90.

32 Mawdsley at para. 89.

33 R.S.B.C. 1996, c. 490.
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members with claims arising solely under the WVA are not entitled to challenge inter vivos

transfers made by the deceased.®*

A more complex issue arises with respect to whether “future” or “potential” creditors fall under
the rubric of “others.” This issue was analyzed recently in the case of Jaston & Co. Ltd. v.
McCarthy (“Jaston”).*® In Jaston, the plaintiff was a notary who was informed that there would
be a reduction in the liability insurance available to notaries public. As such, he decided to
creditor proof certain assets by transferring them to his wife. In concluding that a fraudulent
conveyance occurred, the Court held that a transfer can be voided if the transferor “foresaw
potential creditors who might be defeated by the conveyance.”*® In other words, “A conveyance
can be set aside even if there were no creditors when it was made.”%” There is also case law to
suggest that a person who was not a foreseeable creditor at the time of the impugned transfer
may nonetheless challenge it under the FCA so long as any debt was due on the date of the

transfer and it remained unpaid when the action was commenced.*
CONCLUSION

Fraudulent conveyance issues are omnipresent in modern society. Property is frequently
transferred for income tax or other reasons, and there are many legitimate motivations for doing
so. Transfers to alter ego trusts and joint spousal trusts are examples of transactions frequently
done for valid reasons.>® The FCA provides little by way of guidance as to what constitutes a
fraudulent conveyance, and as the Law Commission noted: “...in view of its antiquity, the
Fraudulent Conveyance Act is encrusted with case authority. Its meaning and the practice which
has grown up under it cannot be derived solely from the words of the enactment.”*® Having an
appreciation for how case law interprets the FCA is essential to detecting and avoiding

fraudulent conveyance issues.

34 Hossay v. Newman (1988), 22 E.T.R. (2d) 150 (BCSC); Mordo v. Nitting et al., 2006 BCSC 1761 at para. 382.

35(1996), 41 C.B.R. (3d) 212 (BCSC).

36 Jaston at para. 85.

37 Newlands Sawmills Ltd. v. Bateman (1922), 31 B.C.R. 351 (BCCA) at 354.

% Mawdsley at para. 76, citing Professor Tamara Buckwold, Reform of Fraudulent Conveyances and Preferences Law, Uniform
Law Conference of Canada (Civil Law Section, 2007) at para. 28.

39 As defined in subsection 248(1) of the ITA. It should be specifically mentioned that the general rules with respect to fraudulent
conveyances also apply to the settlement of those special types of trusts.

40 Report on Fraudulent Conveyances at 4.



