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ARBITRATOR’S DECISION 

1. The parties have submitted to arbitration issues of interpretation arising under a 

Chip Supply Agreement, made by their respective predecessors. 

2. Up until January, 1996 Fletcher Challenge Canada Limited (“FCC”) operated 

both a sawmill and pulp mill at Mackenzie.  On January 19, 1996 FCC sold the sawmill to 

Timbernorth Forest Products Limited (“Timbernorth”).  FCC and Timbernorth entered into the 

Chip Supply Agreement pursuant to which Timbernorth committed to sell and FCC committed 

to buy all of the chips produced by the sawmill. 
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3. Canadian Forest Products Limited (“Canfor”) acquired the Mackenzie sawmill in 

2004 and is the successor to Timbernorth’s position under the Chip Supply Agreement.  Pope & 

Talbot Limited (“P & T”) acquired the Mackenzie pulp mill in 2001 and is the successor to FCC 

under the same agreement.  The Chip Supply Agreement governs the relationship between 

Canfor and P & T in respect to the supply of chips from the Mackenzie sawmill to the Mackenzie 

pulp mill. 

4. P & T and Canfor amended the Chip Supply Agreement in a letter agreement 

made as of April 25, 2005.  I will refer to the 1996 Chip Supply Agreement, as amended in 2005, 

as “the Contract”.   

5. The sawmill and pulp mill have a symbiotic relationship.  The sawmill produces 

chips largely as a by-product of lumber, although it can also do so by sending pulplogs to a 

whole log chipper.  The sawmill must have a source to dispose of the chips.  The pulp mill 

requires a source of chips to manufacture paper.  A conveyor belt runs directly from the sawmill 

to the pulp mill at Mackenzie.  For many years all chips produced by the sawmill have been 

automatically and continuously conveyed to the pulp mill and consumed there. 

6. For practical purposes, the Contract operates indefinitely.  The intent is that so 

long as the sawmill and pulp mill both exist as viable businesses, they will continue their 

symbiotic relationship.
1
 

7. Under Article 2.1 of the Contract the sawmill is committed to sell, and the pulp 

mill is committed to purchase, all of the chips produced by the sawmill.  The Contract contains 

provisions to assure the pulp mill that it is entitled to acquire every chip produced by the 

sawmill, from any source.  Up until 2005 the Contract operated as envisioned.  

                                                 
1
 Pursuant to Article 17 Canfor may terminate the agreement on two years notice if the sawmill is no longer 

economically viable on a long-term basis and the material adverse effect of continuing the agreement would be 

significantly more severe than has otherwise been experienced to the forest industry generally by other similar 

companies.  In such case P & T is entitled to purchase the sawmill for $1.  The right arises only after fifteen years.  

The severely constricted right of termination confirms that the parties intended the Chip Supply Agreement to 

operate indefinitely.  The pulp mill can terminate the agreement on 24 months notice, pursuant to clause 2.10, but it 

seems inconceivable the pulp mill would terminate the agreement unless it was shutting down. 
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8. But economic circumstances have changed.  In recent years the Mountain Pine 

Beetle has progressively devastated large sections of the forests of British Columbia.  The 

government has increased the cut to try and utilize as many trees as possible before they are 

inevitably killed by the beetle.  Thus the volume of trees delivered to sawmills generally, and to 

Canfor’s Mackenzie sawmill in particular, has significantly increased.  The problems created by 

this phenomenon were described in a letter from Canfor to P & T dated July 21, 2005.  The letter 

was actually sent in connection with Canfor’s pulp mill in Fort St. James, where Canfor and P & 

T have the reverse relationship, that is, Canfor operates the pulp mill and P & T the sawmill.  In 

the letter Canfor stated: 

Over the past few weeks we have been discussing the issue of the significant chip 

surplus in this region, the growing inventory of chips at the pulp mills in this 

area, and the significant change in chip pricing as a result of this very serious 

over-supplied environment.  This environment is one that has the potential to be 

with us for quite a few years if the chip supply picture of the future continues to 

reflect the operating rates of the sawmill industry resulting from the Mountain 

Pine Beetle epidemic. 

Canfor and its chip suppliers must find solutions to the huge chip surplus – 

currently estimated at 600,000 ODt in this area and growing.  Opportunities to 

direct chips to other consuming regions exist.  The economics of those 

opportunities are impacted by the freight component and the purchase price.  It is 

the intention of Canfor to reduce the possibility of delivery curtailments to 

Canfor pulp mills by selling surplus chips to non-traditional buyers.  Canfor will 

also be optimizing the supply basket from which chips are drawn to supply the 

Canfor pulp mills.  As we know, the capacity of the pulp mills is finite and not 

changing.  The supply basket on the other hand is growing very rapidly.  In order 

to balance this situation, chips must be removed from the region, or alternate end 

uses for the fibre will be required. 

9. In summary, a greatly increased volume of chips has been created by the 

Mountain Pine Beetle epidemic.  P & T cannot currently utilize the volume of chips being 

produced by Canfor at Mackenzie.  In 2005 P & T sought to restrict the delivery of chips.  P & T 

has no direct physical control over deliveries – deliveries are in the sole control of the sawmill 

via the conveyor.  P & T sought to invoke provisions of the Contract which P & T says entitles it 

to limit deliveries to a defined maximum volume.  P & T claims to have no obligation to pay for 

deliveries beyond the Contract maximum volume.  There is also a disagreement over the pricing 

formula.  The parties have submitted these issues to arbitration pursuant to Article 16.2 of the 

Contract.   
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10. I will first address the chip volume issues. 

THE CHIP VOLUME ISSUES 

11. In Article 2.4 the Contract provides that if at any time during a five year period it 

appears that the aggregate volume of chips produced will exceed the “Maximum Five Year 

Commitment”, P & T “will be entitled to waive its right and obligation to purchase all or part of 

the excess.”  Essentially this means that P & T can refuse to purchase chips beyond a maximum 

volume, as defined in the Contract, according to complex formulae. 

12. The first issue in this Arbitration is whether the sawmill’s delivery of chips to the 

pulp mill is exceeding the maximum. 

13. The current dispute was initiated by P & T requesting Canfor to calculate the 

maximum volume under the Contract.  Canfor prepared a calculation and delivered it to P & T at 

a meeting on August 19.  That calculation is at tab 5 of the agreed documents.  The calculation 

performed by Canfor indicated that for the five year period from January 1, 2003 to December 

31, 2007 Canfor would produce, for the balance of the five years, at current delivery rates, excess 

volume of 140,557 BDUs.   

14. P & T accepted Canfor’s calculation.  On September 6, 2005 P & T sought to 

exercise its right under Clause 2.4 of the Contract to limit deliveries.  Given the excess deliveries 

that had already taken place, P & T advised Canfor that the deliveries in September should be 

restricted to 10,021 BDUs.  This was slightly more than half of the approximate monthly 

deliveries actually being delivered at the time. 

15. Such a restriction would create a significant problem for Canfor.  It has no other 

immediate source to dispose of the volume of chips that P & T does not want to accept.  Of 

course, P & T can not use the excess volume and will be equally disadvantaged if it is required to 

accept and pay for the excess volume, which can only be stockpiled.  

16. After receiving P & T’s September 6 letter Canfor revised its calculations of the 

maximum volume it could impose on P & T.  In a letter dated September 13 Canfor advised P & 
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T that its new calculations of the maximum volume it is entitled to deliver under the Contract 

shows that Canfor was not exceeding the Contract maximum.  The revised calculations are based 

on a different interpretation of the Contract. 

17. The parties debated their contrary interpretations of how the maximum volume 

under the Contract should be calculated.  They were unable to resolve the issue, and, hence, this 

arbitration ensued. 

18. I note that the interpretation advanced by P & T in this arbitration concerning the 

correct calculation of the Contract maximum is the interpretation Canfor itself adopted when it 

performed its initial calculation.  This does add credibility to P & T’s position but is not, of 

course, conclusive. 

19. Despite the able assistance of counsel, who have submitted an agreed statement of 

facts, an agreed book of documents and cogent arguments, I have found the task of interpreting 

the Contract to be one of extraordinary difficulty.   

20. The agreed statement of facts is attached hereto. 

21. The Contract provides definitions as follows: 

(b) ‘Average Annual Commitment’ means, for any Contract Year: 

 (i) in respect of Residual Chips, the volume of Residual Chips for 

 the Contract Year, described in Schedule A as AVG (Residual 

 Chips); 

 (ii) in respect of Pulpwood Chips, the volume of Pulpwood Chips 

 for the Contract Year described in Schedule A as AVG 

 (Pulpwood Chips); 

 and, in respect of Residual Chips and Pulpwood Chips collectively, the 

aggregate of those volumes; 

(x) ‘Maximum Annual Commitment’ means, for any Contract Year: 

 (i) in respect of Residual Chips, the volume equal to 125% of the 

 Average Annual Commitment of Residual Chips for the Contract 

 Year; 
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 (ii) in respect of Pulpwood Chips, the volume equal to 125% of the 

 Average Annual Commitment of Pulpwood Chips for the 

 Contract Year; and 

 and, in respect of Residual Chips and Pulpwood Chips collectively, the 

aggregate of those volumes; 

(y) ‘Maximum Five Year Commitment’ means, for any Five Year Period, 

a volume equal to 117% of the aggregate Average Annual Commitments 

of Residual Chips and Pulpwood Chips for the Contract Years in the Five 

Year Period; 

(z) ‘Minimum Annual Volume’ means, for any Contract Year: 

 (i) in respect of Residual Chips, a volume equal to 75% (except in 

 respect of the Contract Years commencing January 1, 1996 and 

 January 1, 1997 where the percentage will be 90%) of the 

 Average Annual Commitment of Residual Chips for the Contract 

 Year; 

 (ii) in respect of Pulpwood Chips, a volume equal to 75% (except in 

 respect of the Contract Years commencing January 1, 1996 and 

 January 1, 1997 where the percentage will be 90%) of the 

 Average Annual Commitment of Pulpwood Chips for the 

 Contract Year; and 

 in respect of Residual Chips and Pulpwood Chips collectively, the 

aggregate of those volumes 

22. Thus the Contract is based on an average annual commitment, as defined in 

Schedule A.  The average actual minimum and maximum deliveries can vary in any year 

between 75% and 125%.  Over a five year period the variation cannot be less than 95%, nor 

more than 117% of the aggregate of the five average annual commitments. 

23. P & T’s claim is that Canfor, for the current five year period from January 1, 2003 

to December 31, 2007, must significantly curtail monthly deliveries because otherwise the 

maximum five year commitment will be exceeded. 

24. The parties disagree on the interpretation of the formulae in Schedule A, which 

deals with the “volume calculations”.  I have attached Schedule A to these reasons. 

25. The disagreements focus on three components of the formulae in Schedule A: 

a) Annual allowable cut; 
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b) The value attributable to “P”; 

c) The value attributable to “PRF”. 

a) Value Attributable to Annual Allowable Cut (“AAC”) 

26. Under the subheading “description of variables”, the AAC is described in 

Schedule A as follows: 

Annual allowable cut in effect for the replaceable forest licences and other 

replaceable licences associated with the Mackenzie operation for the applicable 

Contract Year. 

27. The AAC in effect from 2003 through 2005 was 1,412,250 m³.   

28. Pursuant to the Forest Revitalization Act , the AAC was reduced to 1,127,295 m³ 

in 2006 and 1,082,904 m³ in 2007. 

29. This was the result of a reduction in AAC imposed generally by the Ministry of 

Forests and Ranges on all or substantially all licences in the applicable timber supply area.  

Essentially the Ministry of Forests and Ranges has pursued a policy of reducing the annual 

allowable cuts of the major forest tenure holders (for which I understand substantial 

compensation was paid), with the objective of redirecting portions of the cut to aboriginal bands 

and small businesses.  The Ministry of Forests and Ranges implements this by firstly reassigning 

a portion of the annual allowable cut to British Columbia Timber Services (“BCTS”), a 

government entity.  BCTS is licensed to log the area, but does not in fact do so.  BCTS puts up 

its quota for auction.  BCTS’ quota is sold to the highest bidder.  (A side benefit of this is to 

establish a “market price”, to demonstrate to the Americans that lumber in British Columbia is 

not subsidized.)   

30. A primary objective of the Contract is to require Canfor to produce sufficient 

volumes of chips to satisfy the pulp mill.  Thus the Contract does not permit Canfor to 

automatically curtail its delivery obligations to P & T merely because of a decrease in Canfor’s 

AAC.  Schedule A, in paragraph 4, imposes obligations on Canfor to acquire the wood diverted 

from its license, on these terms: 
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If a change in AAC is the result of a reduction in the annual allowable cut that is 

applicable to all or substantially all replaceable licences in the applicable timber 

supply area and the aggregate reduction in annual allowable cut is re-allocated to 

holders of and new applicants for timber sale licences or other timber harvesting 

rights within the timber supply area, a volume shall be added to AAC for the 

purpose of calculating the Average Annual Commitment which is equal to the 

volume that Seller is able, acting reasonably and without being economically 

disadvantaged, to replace through purchases from persons acquiring the timber 

sales licences or other timber harvesting rights within the timber supply area as a 

result of the re-allocation of annual allowable cut in that timber supply area. 

31. The purpose of this provision is to require Canfor, in the event its AAC is 

reduced, to attempt to acquire the volumes from those parties who acquired the right to log 

portions of what originally had been included in Canfor’s AAC. 

32. The intent of this provision is to require Canfor to make up for a reduced AAC, in 

order to keep the pulp mill supplied with all available chips.  In the face of a change in the AAC 

“a volume shall be added to AAC.”  In my opinion this provision was not drafted with the 

current circumstances in mind, where it is the sawmill which is attempting to invoke this clause 

to force the pulp mill to accept chips the pulp mill cannot use and does not want.  In part, this is 

what creates the difficulties in interpretation. 

33. The parties agree that there are three conditions that have to be met before 

Canfor’s obligations are triggered under this clause. 

34. First, the change in the AAC must be “the result of a reduction in the annual 

allowable cut that is applicable to all or substantially all replaceable licences in the applicable 

timber supply area.”  The parties are in agreement that this condition is met. 

35. Second, the aggregate reduction in annual allowable cut must be “reallocated to 

holders of and new applicants for timber sale licenses or other timber harvesting rights within the 

timber supply area.” 

36. The parties disagree on whether this condition has been achieved.  Canfor says 

that, in effect, this condition is met by allocation of the reduction to BCTS.  Because BCTS has 

the licence to harvest and sell logs, Canfor says that its reduced cut has been reallocated, that is, 

BCTS is now the “holder” of the reduction in Canfor’s allowable cut. 
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37. P & T argues that this condition has not yet been satisfied.  P & T points out that 

BCTS will not itself log and sell the timber, but rather will put its quota up for auction.  Thus P 

& T argues the “ reallocation to holders of … timber sale licenses” has not yet occurred and will 

not occur until the auction has taken place and the timber is acquired by the parties who will 

actually log and sell the timber. 

38. I cannot accept P & T’s submissions on this point.  The whole purpose of the  

Ministry’s reduction in Canfor’s AAC was to reassign it, through the medium of BCTS.  Since 

BCTS is a licensee, this condition is triggered by the reallocation to BCTS.  The reduction of 

Canfor’s AAC has not led to the wood becoming unavailable.  It is clear Canfor’s reduction is 

now in the control of BCTS, which will be putting it up for auction.  I find the second condition 

has been met. 

39. The third condition is that Canfor must acquire the volume of its AAC which was 

acquired by other licensees if it “is able, acting reasonably and without being economically 

disadvantaged”, to do so. 

40. As I understand the evidence, Canfor is not entitled to bid directly at BCTS’s 

auction, except for “three sales”.  The practice is that Canfor will approach some of its logging 

contractors, requesting that they bid for the quotas which will be auctioned by BCTS.  If 

Canfor’s loggers are successful at the auction they will then commit to deliver the logs to Canfor.  

The loggers are licensed for the purpose of acquiring timber harvesting rights. 

41. Canfor’s obligation to replace its reduced AAC is subject to it not being 

“economically disadvantaged.”  If the auction price is too high, such that Canfor would, by 

acquiring the diverted volume, pay such high prices that the logs, when produced into lumber 

and chips, would result in an economic disadvantage, Canfor has no obligation to make up the 

lost volumes. 

42. A concomitant provision in the Contract is Article 4.  If Canfor has the obligation 

to make up for lost AAC, and fails to do so, P & T can in certain circumstances acquire the chips 

elsewhere and pass on any extra cost to Canfor. 
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43. Canfor argues that the intention of the adjustment formula is prospective.  Canfor 

says it does not  matter if Canfor actually goes out and acquires volumes to make up for its 

reduced AAC.  The question is whether Canfor is “able” to do so.  So long as it is able to do so, 

acting reasonably and without being economically disadvantaged, the adjustment formula 

operates so as to add a volume back to Canfor’s commitment to P & T.   

44. P & T argues that at this point in time Canfor has not acquired any volumes.  P & 

T contends that the third condition can only be fulfilled when Canfor actually replaces the 

reduced AAC. 

45. Mr. Morland, the Woods Manager for Canfor, testified that Canfor’s sawmill 

requires 1.8 million cubic feet of wood annually.  It is his responsibility to ensure that this 

quantity is provided.  Canfor itself can bid at BCTS’s auctions but is limited to “three sales”.  A 

sale is a right to remove logs from a cut block.  No one can hold more than three sales at a time.  

Canfor thus approaches logging contractors to make bids on Canfor’s behalf.  Mr. Morland said 

that in 2006 Canfor will acquire between 500,000 to 700,000 cubic metres pursuant to this 

process.   

46. Mr. Morland also said that there is a five year time limit on removing permissible 

volumes from any license area.  If the permitted volumes are not removed, the right to remove is 

lost.  Mr. Morland testified that because Canfor’s AAC has dropped, he would be purchasing 

more wood to keep the sawmill working. 

47. Mr. Morland also testified that Canfor enjoyed substantial advantages in bidding 

at any auction.  Canfor has a built-in infrastructure in these remote areas.  A newcomer would 

incur substantial start up costs.  Given this cost advantage he was confident that Canfor would be 

successful, through logging contractors, in acquiring the wood necessary to make up its AAC. 

48. In cross-examination Mr. Morland admitted that BCTS has not yet placed any of 

the timber acquired from Canfor up for auction.  BCTS is doing layouts and will auction the 

timber at some point.  He asserted confidence that that would happen this year. 
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49. In a letter dated September 30, 2005, Canfor made the following commitment to P 

& T: 

The purpose of [the clause quoted supra at para. 30] was to ensure a supply of 

chips to Pope & Talbot’s Pulp Mill where the AAC was reduced yet the timber 

was still available to Canfor.  The test is whether Canfor is ‘able, acting 

reasonably’ to purchase the reallocated wood, not whether it actually purchases 

that wood.  We anticipate that timber lost to Canfor through the Forest 

Revitalization Act will be available for purchase and we will purchase it.  

Certainly we have no intention of reducing production at our pulp mills and will 

make up any lost volume. 

50. On the basis of this letter and of Mr. Morland’s evidence it seems clear that 

Canfor can and will replace its reduced AAC, by way of purchases from persons acquiring the 

harvesting rights, namely its own contract loggers.  It must do so to keep its sawmill fully 

productive. 

51. Given the evidence I have heard and the terms of the Contract, if the pulp mill 

was in need of maximum chip volumes, P& T would be entitled to demand that Canfor make up 

the current reduction in the AAC.  The interpretation of the Contract cannot change because the 

unforeseen event of an excess of chips now exists. 

52. I agree with Canfor’s argument that the intention of the adjustment formula is 

prospective.  The test is whether Canfor is “able, acting reasonably”, to purchase the reallocated 

wood, not whether it actually purchases that wood.  I find that Canfor is able, acting reasonably, 

to purchase the reallocated wood.  The third condition is met. 

53. Therefore, the reduction in the AAC for the 2006 and 2007 years is irrelevant to 

the determination of the obligations of P & T to accept delivery of chips. 

b) Value Attributable to Variable “P” for 2003 through 2007 

54. Schedule A sets out two formulae in respect of the calculation of the average 

annual commitment, one for residual chips and one for pulpwood chips.  Those terms are defined 

as follows: 

(ff) ‘Pulpwood Chips’ means all Chips, other than Residual Chips, produced 

from the chipping of Pulplogs harvested from the Forest Tenures and log 
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yard waste and other wood waste generated internally from the Seller’s 

operations in connection with the Mackenzie Wood Products Facilities; 

(jj) ‘Residual Chips’ means all Chips produced from the Mackenzie Wood 

Products Facilities as a by-product of wood manufacturing; 

55. At the time the Chip Supply Agreement was made, pulplogs were harvested from 

forest tenures and sometimes delivered to a whole log chipper.  This practice ceased in 1998.
2
  

Since that time the sawmill has processed all logs harvested from its forest tenures through its 

Mackenzie sawmill to produce lumber.  No logs have been sent to the whole log chipper.  P & T 

alleges this change in practice is fundamental to the operation of the formula for pulpwood chips 

in Schedule A, producing a result which means that the maximum volume is being exceeded.  

Canfor takes the contrary view. 

56. The pulp mill is indifferent to the source of chips.  To the pulp mill, a chip is a 

chip.
3
 

57. P & T’s argument is that the fortuitous discontinuance of the practice of chipping 

pulplogs has a profound impact upon its obligations in respect of maximum deliveries it is 

required to accept under the Contract.  In particular, P & T argues that the variable “P” should be 

determined to be zero, for purposes of utilizing the pulpwood chip formula in Schedule A, which 

is as follows: 

AVG (Pulpwood Chips) = AAC (P & PAAC) 

    PRF 

58. Given that the parties agree that PAAC is zero, if P is also zero, the above formula 

produces a zero commitment in respect to P & T’s maximum obligation to accept delivery of 

                                                 
2
 The parties, in responding to a question I posed following the hearing, have advanced conflicting propositions on 

who was responsible for the decision in 1998 to cease chipping pulplogs.  The factual issue is not relevant to my 

determination of the issues and I do not find it necessary to reconvene the hearing to resolve that factual issue. 

3
 There is however a price differential arising from the fact that it costs the seller more to produce and deliver chips 

from a whole log chipper.  Chips from the chipper must be hauled by truck to the pulp mill.  Residual chips flow on 

the conveyor belt.  The trucking cost thus increases the cost per unit of pulpwood chips.  Under Article 2.5 of the 

Contract, the pulp mill may waive its obligation to purchase pulpwood chips if the price exceeds the residual chip 

prices. 
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pulpwood chips.  In contrast, Canfor’s revised calculation of the maximum volumes (Tab 10) 

includes a maximum volume for pulpwood logs of 77,782 BDU over the 5 year period. 

59. The starting point is the definition of “P” in Schedule A: 

Proportion of total log harvest of the Mackenzie operation which is not 

charged to AAC.  For the Formula Pricing period commencing January 1, 1996, 

P = 6.0%. 

60. This definition refers to logs of such poor quality that they are not charged to the 

AAC.  The parties have referred to those logs as “off-quota logs”.  Although in 1996 off-quota 

logs may have been chipped, there is nothing in the definition which requires such logs to be 

chipped in order to be included in “P”. 

61. After the practice of chipping whole pulplogs was discontinued in 1998, all logs 

harvested by Canfor, including off-quota logs, have been put through the sawmill.  This does not 

derogate from Canfor’s obligation and right to produce chips from the off-quota logs and sell 

them to P & T. 

62. P & T’s argument on the interpretation of the formulae is to the effect that the 

sawmill’s commitment in respect to residual chips is calculated on the basis of available volumes 

of sawlogs, whether chips are produced or not, whereas the commitment for pulpwood chips is 

calculated on the basis of volumes of pulplogs that are actually chipped, not on whether such 

logs are available.  In my opinion the formulae were not intended to be dependent on whether the 

sawmill chipped off-quota logs or not.  They were intended to operate in respect of the total 

volume of logs available for harvest.  Canfor had an obligation to P & T to harvest all available 

logs, including off- quota logs.  The formulae are intended to operate on that assumption and to 

take into account all off-quota logs, whether chipped or not.  In my opinion it was not the 

intention of the Contract to significantly alter the maximum and minimum commitments simply 

because a fortuitous decision was made to process off-quota pulplogs through the sawmill, rather 

than the chipper. 

63. P & T’s argument to the contrary does find support in some of the definitions.  As 

P & T points out, the variable “P” is relevant only to the calculation of the volume of pulpwood 
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chips.  Pulpwood chips is defined to mean all chips, other than the residual chips, produced from 

the chipping of pulplogs.  P & T therefore argues that in order to be included in the volume 

calculation for purposes of the formula for pulpwood chips, chips must have been “produced 

from the chipping of pulplogs.” 

64. However, “P” is a defined term.  “P” means “the proportion of the total log 

harvest of the Mackenzie operation which is not charged to AAC”.  This refers to all off-quota 

logs.  Off-quota logs are, by definition, included in “P”, however Canfor elects to process those 

logs. 

65. P & T attempts to overcome the consequences of the definition of “P” by arguing 

that the definition must be qualified by reference to the “Adjustments” clause in Schedule A.  P 

& T relies on the following: 

Adjustments 

Variables P and PAAC are to be adjusted for each Formula Pricing Period after 

the initial Formula Pricing Period.  The calculation of the adjusted P and PAAC 

is to reflect the previous  Formula Pricing Period and is to be made having 

regard to the initial calculation of those variables and, in addition, is to take 

into account the reasonable and good faith expectation of such variables in the 

Formula Pricing Period,…” 

66. P & T submits that the requirement to have regard to “the initial calculation of 

those variables” invokes the “basis of initial calculation” in Schedule A.  The initial calculation 

of “P” was based on logs “which were processed as pulplogs”.  From this P & T submits that “P” 

was always intended to be restricted to logs which were processed as pulplogs.   

67. I cannot accept this submission.  In my opinion the intention of this Contract is to 

govern maximum and minimum commitments by the total harvest that is available.  It cannot be 

affected by production decisions of Canfor.  The definition of “P” is consistent with this.  The 

adjustment clause was not intended to alter the definition of “P”, nor detract from the obligation 

of Canfor to harvest off-quota logs and sell the chips (whether produced by the sawmill or the 

chipper) to P & T. 
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68. I find that the purpose of the formulae is to determine the potential volume of 

chips.  In the case of the pulpwood chips formula, the purpose is to determine the potential 

volume of chips that can be produced by off-quota wood.  The fact that the off-quota wood is put 

through the sawmill rather than the chipper is irrelevant to the operation of the Contract in 

respect of maximum and minimum commitments. 

69. The reason that there are two formulae in Schedule A is that different quantities of 

chips are produced from the two different production modes.  If a log is sawn, the volume of 

chips as of January 1, 1996 was 0.135 units of chips for every cubic metre of wood sawn (the 

chip recovery factor).  Where a log was chipped, the recovery is expressed in terms of how many 

cubic metres of wood are needed to produce one unit of chips.  On January 1, 1996 it took 2.76 

cubic meters to produce one BDU of chips (the pulp recovery factor).   

70. Because poor quality wood was, in 1996, being chipped, the poor quality wood 

would produce more chips per cubic metre of wood.  The formula was intended to provide for 

realistic targets from the two possible production modes.  The intention of the formula for 

determining the AAC for pulpwood chips was to determine the volume of pulpwood chips that 

could be produced from off-quota logs.  It is true that the formula will be somewhat inaccurate if 

those logs are processed through the sawmill, rather than chipped.  That however does not mean 

that the volume of pulpwood chips calculated by the formula becomes zero.  The Contract, in 

defining the average annual commitment, did not intend to completely disregard off-quota logs 

merely because those logs were processed through the sawmill.  The buyer clearly wanted the 

seller to be obligated to produce chips from off-quota logs.  The interpretation of the formula 

advanced by Canfor achieves that purpose. 

71. Canfor makes the following submission: 

So, to calculate the Maximum Five Year Commitment it is necessary to calculate 

the Average Annual Commitment for both categories of Chips, add each year’s 

commitments together, and add up five years’ aggregate commitments.  

Otherwise, it would not be a ‘117% of the aggregate Average Annual 

Commitments of Residual Chips and Pulpwood Chips for the Contract Years in 

the Five Year Period. 
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72. Mr. Tourigny does not dispute this argument but says on the true construction of 

the agreement, “P” is zero.   

73. I cannot agree that the intention of this Contract was to significantly alter the 

average annual commitments simply because of the  decision to process off-quota wood through 

the sawmill. 

74. In conclusion on the “P” issue, I accept Mr. Davies’ submission at paragraph 45: 

These two volumes, of saw wood and chip wood, should roughly equal the total 

volume of wood harvested.  As already noted, that total volume is not equal to 

the AAC, which is only a partial measure of how much timber is available for 

harvest.  The Agreement takes this into account and addresses wood that is not 

charged to AAC.  This is the purpose of the variable P, which is designed to 

bring into the estimate (and thus the obligation) any wood that is available for 

harvest in addition to the AAC.  It is added to PAAC, and the Pulpwood 

Recovery Factor (PRF) is applied to it. 

c) Pulpwood Recovery Factor (“PRF”) 

75. Since I have found that “P” is not zero, it is necessary to address the issue of the 

pulpwood recovery factor (“PRF”), as factored into the formula for pulpwood chips in Schedule 

A. 

76. Schedule A defines PRF as follows: 

PRF: Pulplog recovery factor for the applicable Formula Pricing Period.  For the 

Formula Pricing Period commencing January 1, 1996 PRF = 2.76 m³/BDU. 

77. Article 4.10 of the Contact provides as follows: 

Adjustments to Variables 

The parties will review and, if appropriate, adjust the variables referred to in 

Schedule A as ‘CRF’, ‘PAAC’, ‘P’ and ‘PRF’ for each Formula Pricing Period 

concurrently with the review and determination of the Base Residual Chip Price 

applicable to the Formula Pricing Period pursuant to Section 5.3.  If the parties 

disagree on any adjustment to such variables, the disagreement will be settled by 

dispute resolution under Article 16. 

78. In the adjustments clause of Schedule A the following appears: 
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‘Variable PRF is to be adjusted for each Formula Pricing Period after the initial 

Formula Pricing Period to reflect the average pulplog recovery factor over the 

four years preceding the Formula Pricing Period. 

79. P & T argues that this language requires the PRF to be adjusted to take into 

account the actual results over the four years preceding the formula pricing period and that, 

because no pulpwood chips had been produced from the chipping of pulplogs in the four years 

immediately preceding the formula pricing period now in effect, the PRF must necessarily be 

zero. 

80. For the reasons above concerning the meaning of “P”, in my opinion it was not 

intended that PRF would ever be zero.  It does not become zero simply because the practice of 

chipping pulplogs was discontinued in 1998.  If off-quota logs are to be included in the 

calculation of maximum commitments, there must be some basis to determine the volume of 

chips from such logs. 

81. Further, Article 4.10 does not require an adjustment.  It simply provides that the 

parties will review and “if appropriate” adjust, inter alia, the PRF, for each formula pricing 

period.  If no adjustment is appropriate no change is necessary.  In the absence of a variation 

under the adjustment formula, the PRF continues to be 2.76 m³/BDU.   

82. Paragraph 18 of the agreed statement of facts indicates that Canfor has in fact 

achieved a PRF of 2.72 m³/BDU at its whole log chipper at its Prince George facility in the years 

2001 to 2004.  In paragraph 19 of the agreed statement of facts it is stated that P & T has chipped 

logs at various times since January 1, 2002 and has achieved a PRF of 2.9 m³/BDU.  This 

provides objective evidence that the original PRF of 2.76 established by the parties in 1996 may 

still have validity.   

83. Unless and until one of the parties invokes the opportunity to adjust the PRF 

pursuant to Article 4.10 of the Contract (which permits arbitration if the parties can’t agree) I 

find that under the Contract the PRF remains at 2.76 m³/BDU.  But if an adjustment is required, 

Article 4.10 provides the means by which the adjustment can be determined. 

84. In conclusion, I resolve the Chip Volume Issues in Canfor’s favour. 
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THE PRICING ISSUES 

85. To some extent P & T’s argument on the pricing issues flows from the situation at 

Fort St. James, where P & T produces and sells chips to Canfor. 

86. In the Fort St. James contract Article 4.3 provides the parties will negotiate in 

good faith and shall use all commercially reasonable best efforts to agree upon a basis for 

determining the Base Price from time to time, “with the intention that the Base Price per ODt of 

Chips payable by [Canfor to P & T] under the Agreement will reflect the then current market 

price applicable generally to Chips being purchased by [Canfor] from producers other than [P & 

T]. 

87. A similar term is found in the April 25, 2005 amendment to the Mackenzie 

Contract. 

88. As of April 25, 2005 the Base Residual Chip Price was $80.00 per BDU
4
.  At that 

price the bonus provisions of the two contracts operate to produce the same overall price. 

89. As of July 1, 2005, the parties agreed that  the Base Price for chips charged by P 

& T to Canfor at Fort St. James would be reduced from $80 to $40/BDU.  No doubt this was 

caused by the surfeit of chips in the market, created by the beetle epidemic. 

90. The April 25, 2005 letter agreement specifically amended the Contract to provide 

that the Base Residual Chip Price paid by P & T at Mackenzie would be the same base price as 

payable to P & T at Fort St. James.  Thus the Base Price at Mackenzie was also reduced to $40.   

The Bonus Provisions Under the Contracts 

91. In the Mackenzie Contract, Chip Value Index (“CVI”) is defined as “the chip 

value index system described in Schedule D and any replacement or substitute for that 

system which is consistent with the Chip Specifications.” 

                                                 
4
 The “unit” is expressed as either a bone dry unit (“BDU”), as per the Contract, or oven dry ton (“ODt”) as per the 

Fort St. James contract.  A BDU is 2040 pounds.  An ODt is converted to a BDU by a factor of 1.0886.  The parties 

have converted all figures to BDUs for the purpose of this arbitration. 
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92. The purpose of the CVI is described in Schedule D as follows: 

The Chip Value Index has been developed in order to establish a price for wood 

chips which represents the value of the wood chips that are supplied to 

Mackenzie Pulp. 

Bonuses will be paid for the most desirable fractions but penalties will be 

charged for excess bark or fines.  The maximum bonus or penalty in each case 

will be $10.00/BDU. 

The basis of the index is that wood chips that are usable in the pulping process 

will be purchased as wood chips subject to the CVI calculation but wood chips 

that are not usable for that purpose will be rejected or treated as hog fuel.  If the 

less desirable, though still useable, fractions exceed certain thresholds the price 

will be adjusted to reflect a portion of the extra costs incurred in handling and 

processing such material in the pulping process. 

93. The purpose of the bonuses was to encourage the sawmill to produce the highest 

quality of wood chips for use at the pulp mill, e.g. to minimize bark and to optimize the 

geometry of the chips. 

94. The pricing issue arises from the provision of Schedule D of the Contract which 

defines the bonus: 

CALCULATION OF CHIP PRICE PAYABLE 

The price for the volume of wood chips represented by the sample will be the 

price per BDU determined under the Agreement to which this Schedule is 

attached (determined without reference to CVI) plus or minus, as the case may 

be, a bonus or penalty per BDU, equal to $1.00 per percentage point (or 

partial percentage point) that the CVI is over (bonus) or under (penalty) 100% 

to a maximum bonus or penalty is each case of $10.00/BDU. 

95. In contrast the Fort St. James agreement defines the bonus in accordance with the 

“Chip Quality Index” (“CQI”), under which the bonus (or penalty) provisions are based upon 

each percentage point that the CQI is over or under 100%. 

96. Thus, at Mackenzie a bonus of $1 is earned by the sawmill for each 1% that the 

CVI is over or under 100%, up to a maximum of $10 per ton.  In contrast, at Fort St. James, the 

sawmill earns a bonus of only 1% that the CQI is over or under 100%.  At a base price of $40, a 

bonus of 1% amounts to $0.40.  At Mackenzie the Contract produces a bonus of $1.00 in the 

same circumstances.   
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97. Mr. Hovey tendered an exhibit comparing how the bonus provisions of the two 

contracts impact on prices for chips.  The exhibit shows the significant and increasing disparity 

between the prices which Canfor is receiving for chips under the Mackenzie contract, compared 

to what it is paying under the Fort St. James contract.  At the Base Chip Price of $40.47 

applicable in December, the difference is $4.92 per ton. 

98. There can be no question that, in the present economic circumstances of an 

oversupply of chips and a much reduced base price, the result is unfair to P & T.  There was no 

evidence adduced by Canfor which could explain or justify the existence for this price 

difference. 

99. P & T says that the April 25, 2005 amending agreement was intended to effect 

“price parity” between the prices for chips charged under the Fort St. James and Mackenzie 

agreements.  Parity has been lost as a result of the large reduction in the base price combined 

with differing bonus provisions in the two contracts.  There was no amendment to the Mackenzie 

bonus provisions in the April 25 letter agreement. 

100. The legal issue is whether P & T can achieve price parity under the Contract.  

101. P & T advances an argument that it has the unilateral right under the Contract to 

substitute or replace the financial terms of the Chip Value Index (“CVI”) attached as Schedule D 

to the Contract.  Alternatively it pleads that the Contract should be subject to an implied term. 

Unilateral Change to Pricing Formula by P & T 

102. P & T’s first argument is that it has the right to unilaterally substitute or replace 

the financial terms of the CVI, attached as Schedule D to the Contract, in the circumstances that 

have arisen.  This argument starts with the definition of the CVI, which I repeat for ready 

reference: 

 …the chip value index system described in Schedule D and any 

replacement or substitute for that system which is consistent with the 

Chip Specifications. 
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103. P & T next relies on the defined purpose of the CVI – to establish a price which 

reflects the value of the wood chips. 

104. I believe that the price now being paid to Canfor under the Contract for the chips 

exceeds “the value” of the wood chips.  There is no reason why the “value” of chips should 

differ between Fort St. James and Mackenzie.  

105. P & T says that this language contemplates a replacement or substitute for the 

CVI where the existing price does not reflect the value of the wood chips.  P & T contends that 

the reference to a replacement for CVI cannot simply contemplate an agreement between the 

parties to replace the index, because that is something that can always happen under a contract 

and if that is all the words mean the language is redundant. 

106. However, there is nothing in the language of the Contract which gives P & T the 

unilateral right to change the pricing system. 

107. Mr. Davies has made a forceful submission on the proper interpretation of these 

clauses in the Contract.  He points out that the words – “which is consistent with the Chip 

Specification” – are intended to limit the “replacement or substitute”.  He says any change in the 

CVI system can only happen if there is a change in the Chip Specification.  He points out that  P 

& T can unilaterally change the Chip Specification, pursuant to Article 6.6 of the Contract.  He 

argues that any change in the CVI must be consequential to a change in the Chip Specification.  

He argues that any change to the Chip Specification cannot affect the provision in the CVI that a 

bonus or penalty is calculated at the rate of $1.00 per percentage point. 

108. Mr. Davies may well be correct in his argument. 

109. As discussed above, the Contract was intended to operate in perpetuity.
5
  There 

should be provision within the Contract to adjust prices to reflect commercial reality.  

Unfortunately P & T has been unable to rely on any contract interpretation argument to achieve 

                                                 
5
 Canfor points to P & T’s right to terminate the Contract on 2 years notice.  That is not a realistic solution to the 

pricing problem, as Mr. Hovey said. 
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this result, other than the argument that it can unilaterally replace or substitute the financial terms 

of the CVI.   

110. The Contract contains no express term allowing P & T to unilaterally impose the 

adjustment or substitute CVI.  In the absence of an express term I find that such an extraordinary 

right does not exist. 

111. I turn to P & T’s implied term argument. 

Implied Term 

112. P & T’s alternative argument is that a term should be implied into the Contract as 

follows: 

Where application of the current CVI bonus/penalty payment provisions result in 

payments that are not representative of the market value to the Mackenzie Pulp 

Mill of the wood Chips supplied by the Seller, then either party may require the 

other to enter into good faith negotiations to replace or substitute the financial 

terms of the CVI such that the replacement or substituted financial terms of the 

CVI will operate to represent the market value to the Mackenzie Pulp Mill of the 

wood Chips supplied by the Seller.  If the parties are unable to agree as to the 

replacement or substituted financial terms of the CVI, then the dispute may be 

referred to arbitration to determine the appropriate financial terms of the CVI in 

accordance with this provision and under Article 16 of the Agreement. 

113. The suggested implied term tracks closely the language the parties actually used 

in respect to adjustment of the Base Residual Chip Price. 

114. The parties agree that the principles for implying a term into a contract are as set 

out by Lambert J.A. in the B.C. Court of Appeal in London Drugs v. Kuehne and Nagel 

International (1990), 70 D.L.R. (4
th

) 51 at p. 47 (aff’d on other grounds 97 D.L.R. (4
th

) 261).  

Those principles are as follows: 

For a term to be implied [into a contract], the following conditions must be 

satisfied: 

(1) It must be reasonable and equitable; 

(2) It must be necessary to give business efficacy to the contract, so that no 

term will be implied if the contract is effective without it; 
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(3) It must be so obvious that ‘it goes without saying’; 

(4) It must be capable of clear expression; and 

(5) It must not contradict any express term of the contract. 

115. The classic test for implication of a term into a contract is the officious bystander 

test, as enunciated in Posluns v. Toronto Stock Exchange and Gardiner (1964), 2 O.R. 547, aff’d 

[1966] 1 O.R. 285, aff’d [1960] S.C.R. 330.  Gale J. said at p. 42 of the trial judgment: 

Prima facie that which in any contract is left to be implied and need not be expressed is 

something so obvious that it goes without saying; so that, if, while the parties were 

making their bargain, an officious bystander were to suggest some express provision for 

it in their argument, they would testily suppress him with a common: ‘Yes of course!’. 

116. In my opinion the implication of the term meets the above tests. 

117. First, the current pricing structure is clearly unfair.  Canfor claims that P & T 

must pay a price for Canfor chips, which, at the current base price, is significantly higher than 

the price Canfor pays for P & T’s chips at Fort St. James.  This is neither reasonable nor 

equitable.  P & T’s implied term is reasonable and equitable in achieving price parity. 

118. Canfor argues that the only reason the Contract is unfair is because of the current 

economic circumstances in respect to chips.  It argues that when chips were in short supply P & 

T didn’t complain that they weren’t paying enough and that the $10 cap should be deleted.  

Canfor says it is not fair and reasonable that given a change in the marketplace for chips the 

Contract should all of a sudden be subject to an implied term which no one proposed earlier.  But 

this argument wholly ignores the disparity between Fort St. John and Mackenzie which exists 

today.  Further, there is no reason why the $10 cap would increase merely because of a shortage 

of chips.  It is the base price which varies in accordance with market conditions. 

119. Second, insofar as the business efficacy condition is concerned, this Contract is 

virtually perpetual.  The CVI was developed “to establish a price for wood chips which 

represents the value of the wood chips that are supplied” to P & T.  The definition of CVI 

contemplates adjustments or substitutes for the CVI.  Even accepting Mr. Davies’ submissions 

(supra para. 107) as to the primary purpose for the reference to adjustments or substitutes, I think 

a fair interpretation is that the parties intended the overall price to represent the value of the 
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chips.  Even without a change in the Chip Specification, an adjustment was contemplated in the 

price if, for any reason, it no longer reflected value.  The parties overlooked inserting a 

mechanism to determine a change in the bonus clause required to reflect current value.  Canfor 

says that no change is achievable unless it agrees.  In my opinion the only way that the Contract 

can be given business efficacy, insofar as the pricing structure is concerned, is to imply P & T’s 

proposed term into it. 

120. Third, I think that if the parties who negotiated the Contract had been asked by an 

officious bystander whether, in the circumstances which now prevail (including the Fort St. 

James contract), they would agree to the implied term, they would say, “Yes, of course.  It goes 

without saying that the prices under the two contracts should be the same.” 

121. Fourth, the term proposed by P & T is clear.  It imposes the same binding 

arbitration provisions that exist in the Contract in respect to the Base Residual Chip Price: see 

para 2 of the April 25 amendment. 

122. Fifth, the proposed term not only does not contradict any express term of the 

Contract, it gives concrete meaning to the Contract’s intention that there be adjustments to reflect 

value. 

123. There is however one circumstance concerning the implied term argument which 

I find troubling.  The April 25, 1995 letter agreement amended the Contract to take into account 

the fact that a Chip Supply Agreement was being made at Fort St. James.  Paragraph 2 of the 

Amending Agreement is a clause dealing with “Base Residual Chip Price Renegotiation”.  The 

parties are required to negotiate in good faith and use all reasonable efforts to agree upon a basis 

for determining the Base Residual Chip Price with the intention that such price would reflect the 

then current market price applicable generally to chips being purchased by Canfor from 

producers other that P & T.  If the parties are unable to agree, binding arbitration is provided. 

124. Further, the April 25, 2005 amending agreement expressly provided that so long 

as the parties were dealing with each other under the two contracts, the Base Residual Chip Price 

payable by P & T under the Contract would be equal to the Base Price payable to P & T under 

the Fort St. James Chip contract. 
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125. There was clearly the opportunity to alter the bonus provisions in the two 

contracts so that they had the same provision – either 1% or $1.00.  But they did not do so. 

126. Mr. Hovey testified that the reason there was no attempt to negotiate similar 

clauses with respect to the CVI and CQI in the two contracts is that the parties didn’t want to 

delay closing.   

127. In the face of this evidence it is more difficult to imply the term into the April 25, 

2005 amending agreement which P & T seeks.  The officious bystander test assumes that the 

parties have overlooked the implied term and would have adopted it had anyone suggested it at 

the time.  In this case it appears that P & T made a conscious decision not to attempt to negotiate 

in the amending agreement any term harmonizing the CVI and CQI provisions in the two 

contracts. 

128. However, I infer that the reason the parties did not seek to negotiate 

harmonization of the CVI and CQI provisions is that there appear to be many technical 

differences, which would require elaborate discussion.  Mr. Hovey did not testify what the 

parties expressly decided to eschew any attempt to harmonize the 1% vs. the $1 bonus.  Given 

that the base price was $80.00, there was no difference between the bonuses at that time. 

129. Moreover, P & T’s argument is not that the term should be implied into the 

amending agreement.  It is rather that the term should be implied into the original Chip Supply 

Agreement, which was negotiated in 1996.  For the reasons I have expressed above, I have 

concluded that such a term should be implied, as it meets the requisite legal tests. 

130. I have not overlooked the fact there may be a degree of illogicality in applying the 

law of implied terms in these circumstances.  I am applying the officious bystander test, as of the 

date the Contract was made in 1996, in part based on the Fort St. James agreement, which only 

came into existence on April 25, 2005, and I am doing so despite the fact that when negotiating 

an amendment to the Contract in April, 2005, P & T had the opportunity but did not request a 

term that it now seeks to imply into the Contract.  I am not aware of any case law dealing with 

such a scenario. 
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131. Even if there is a degree of illogicality, it has been held that the law need not 

necessarily be perfectly logical.  In Quinn v. Leathem, [1901] AC 495 the Earl of Halsbury, L.C. 

said at p. 506: 

Such a mode of reasoning assumes the law is essentially a logical code, whereas 

every lawyer must acknowledge that the law is not always logical at all. 

132. And in Haughton v. Smith, [1973] 3 All E.R. 1109 Lord Reid said at p. 1121: 

The life blood of the law is not logic but common sense. 

133. A term may not be implied into a contract merely because it seems reasonable: 

c.f. Fridman, The Law of Contract (4
th

) at p. 508.  However, one of the grounds to imply such a 

term is to give effect to “the reasonable expectations of the parties”: Fridman, p. 514-515.  I 

believe P & T and Canfor both had a reasonable expectation there would be price parity in the 

two contracts. 

134. In all the circumstances, I find that the Contract is subject to the implied term 

proposed by P & T. 

CAN CANFOR CLAIM IN THIS ARBITRATION THE CONTRACT PRICE FOR THE 
EXCESS CHIPS TAKEN BY P & T UNDER THE AGREEMENT? 

135. P & T has paid the Contract price (as P & T interprets it) only on what P & T says 

is the maximum monthly delivery it is obliged to take under the Contract.  For a time P & T paid 

“the spot price” on the balance.  Since January, 2006 P & T has paid nothing on excess chip 

deliveries. 

136. Canfor seeks an order in this arbitration that P & T should pay the Contact price.   

137. P & T says that this is not an issue which can be arbitrated and therefore initially 

disputed my jurisdiction to decide it.  It is not clear to me whether that position was still being 

asserted at the end of the hearing. 

138. At the conclusion of the hearing the parties agreed that I would retain jurisdiction 

to deal with this issue further, if either party requested it.  I make no finding on whether I have 

jurisdiction to decide the Contract issue, if it remains an issue in view of my findings above.  
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Both my jurisdiction, and, if I have jurisdiction, the merits of the issue, must be decided after a 

further hearing. 

139. Either party may require a further hearing on this issue provided notice is served 

on the opposite party and me within 30 days of the date of this decision. 

140. There were no submissions on costs.  Success has been divided and probably no 

costs should be awarded.  However, either party may apply for an order for costs within 30 days, 

pursuant to section 11(5) of the Commercial Arbitration Act. 

May 29, 2006           

     D. Barry Kirkham, Q.C. 

     Arbitrator 


