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Section 116 of the ITA and Non-Residents

Abbreviations
CCPC = Canadian controlled private corporation

CDA = capital dividend account

CCA = capital cost allowance

ITA = Income Tax Act

note:  assumed that shares are capital property the seller

Introduction

· Scope of Chapter:  how to analyze tax considerations for the buyer or seller and how should approach negotiations.

· Focus is on INCOME TAX mostly.

· General options of negotiating where taxes consequences are onerous

· Seller:

· obtain more favorable payment terms (e.g. more cash upfront); and

· relieved from providing onerous and non-tax related covenants.

· Buyer:

· look to the seller for lower purchase price;

· favorable financing terms; and

· or certain representations and warranties as compensation.

Common Client Situations
· Situation A – what’s your advice?:

· Seller:

· is sole owner of shared of a CCPC;

· wants to sell business and dispose of its assets; and

· may be willing to sell shares in corporation as means of selling the business.

· Buyer:

· wants to acquire a business but is uncertain whether to buy assets or shares.

Assets or Shares – General “Non-Tax” Reasons

· these are covered in chapter on selling and buying a business

Methodology for the Required Tax Analysis by Each Party
· First Step – determine tax impact and net after-tax yield (or cost) of selling (or buying) assets or shares.

Role of Accountants
· Initial work – focus around the financial statements and the seller’s tax returns;

· consultation with the seller’s auditors, accountants, tax lawyer and do

· comparative analysis of tax consequences of a share versus an asset deal.

· role of lawyer:

· not normally perform calculation unless retained to do so; and

· understand the legal basis underlying computation, important for:

· preparing the purchase agreement and the various warranties, covenants, representation and indemnities contained within it;

· acquiring an understanding of the nature and reasons for the type of transaction as well as permutations; and

· negotiating the price.

The Seller’s Position – Assets vs. Shares
· Two tiers of income tax (corporate & personal) in an asset deal

· Liabilities arise:

· corporation selling its assets:

· may pay:

· provincial retail sales tax (SST) and GST; and

· prov and fed income tax; 

· pay income tax on capital cost allowance (CCA) (recapture of depreciation) on disposition of assets;

· after-tax proceeds are taxed again when the proceeds are distributed to seller shareholders.

· function of:

· particular assets sold;

· manner in which the distribution is affected; and

· individual characteristics of seller (e.g. residential status, income bracket).

· Share Sale – One Tier of Tax

· incorporated business can be transferred or sold through sale of shares (thus, only one asset to transfer)

· Seller must consider:

· any taxable gain;

· any tax on the taxable gain; and

· compare the net yield from the sale with the after-tax amount remaining after the two level of taxation.

· General Anti-Avoidance Rule (GAAR)

· seller may design the transaction to increase the net after-tax proceeds or the buyer may reduce the effective purchase price of the buyer.

· may be subject to GAAR

· Rule:  

· the transaction must be reasonably characterized as undertaken for bona fid purposes; or 

· if it does not directly or indirectly result in an “abuse or misuse” of the ITA.

· Computing the Seller’s After-Tax Proceeds from an Asset Deal vs. a Share Deal

· STEP 1 – Review Income Tax Status of Assets

· Restating:  review each asset restating it accounting basis into equivalent income tax “cost amounts”

· relevant cost amounts for tax are a function of market value on Dec. 31, 1971 (V-day), undepreciated capital cost (UCC), written-down costs etc.

· following assets not require because will yield the same gain both for tax and accounting purposes:

· cash;

· account receivable;

· inventory

· prepaid expenses;

· current liabilities;

· long-term debt.

· assets requiring special attention:

· non-depreciable capital property (e.g. land);

· depreciable capital property (e.g. buildings and equipment)

· eligible capital property (e.g. goodwill)

· Review “tax free accounts”

· these are gains that accrued on capital properties before V-day;

· effect:  

· tax-free to the corporation on disposition; 

· tax-reduced distributions to the seller shareholder on a winding-up of the corporation;

· gains accruing past V-day subject to tax at ordinary corporate rate and the remaining ½ will be tax-free on disposition (from CDA); 

· may be a balance refundable dividend tax on hand account available for distribution as a taxable dividend; and

· paid up capital can be returned to the shareholders on a tax-free basis.

· STEP 2 – Allocation of Purchase Price – among the various assets (not that important)

· non-arm’s length situations:  CCRA may attempt to reallocate the price in accordance with what it concludes is commercially reasonable;

· arm’s length transactions:  CCRA not attempt as long as the agreement is not a “sham or subterfuge”

· STEP 3 – Asset-by-Asset Tax Calculation

· Each Asset to be sold:  resulting capital gains and recaptured income or loss must be computed for each asset to be sold by comparing 

· the restated (tax) cost of the asset with the allocated portion of the purchase price; and 

· taking into account the existence of any tax-free accounts available for each asset.

· STEP 4 – Net After-Tax Yield Corporation

· net after-tax proceeds to the corporation are calculated by: 

· deducting the total tax payable on the capital gain; and 

· recapture (less deductible losses) on the sale of the assets from the proposed or assumed selling price.

· result of calculation is the net distributable proceeds.

· STEP 5 – Net After-Tax Yield Following a Distribution to Seller

· calculate the net after-tax yield to the seller:

· determine best way to effect the distribution of net proceeds from the corporation to the seller:

· considerations:

· existence of tax-free accounts available for distribution to the seller shareholder free of tax;

· timing of dividends to obtain a payout over time (tax deferral advantage and overall tax savings?);

· possibility of winding-up the corporation and distributing the proceeds; and

· exigibility of withholding taxes if seller is non-resident.

· then calculate the total income tax liability and net yield to the seller (the effective overall tax cost of the asset deal).

· STEP 6 – Tax Effect of Share Deal

· compare the net yield to the seller from asset deal with the yield from a share deal

· calculate income tax effect of share deal:

· proceeds of disposition – cost = capital gain;

· capital gain + (cost – tax liability) = net after-tax yield

· capital gain / 2 = taxable capital gain

· may increase if the seller is a Canadian resident individual other than a trust resulting from

· the use of capital gain exemptions for disposition of qualified small business corporation shares available to offset $500,000 (capital gains exemption) of capital gains ($250,000 of taxable capital gains).

· qualified small business corporation shares is a share of the capital stock of a CCPC that meets the following tests:

· FMV test:  at the time of sale of the shares, 

· 90% of the fmv of corporate assets are used in an active business carried on primarily (50%) in Canada; and/or 

· shares or debt of “connected” corporations that carry on an active business primarily in Canada.

· Holding Period Test

· share must have been held by the seller, or a person or partnership related to the seller, throughout the 24 months preceding the sale (“holding period”).

· Asset Use Test

· during the holding period, <than 50% of the fmv of assets of the corporation must be used in an active business carried on primarily in Canada by the corporation or a related corporation and/or shares or debt of “connected” corporations; 

· if corporation is a holding company for an operating company, during the holding period <50% of the fmv of the assets of both companies and 90% or more of the assets of either company must have been used in an active business carried on primarily in Canada and/or shares or debt of “connected corporations that carry on an active business primarily in Canada.

· capital gain exemption

· can only be claimed by the seller to the extent that net taxable gains of the seller exceed the balance of the seller’s cumulative net investment losses account (aggregate of the seller’s investment for a year and years prior to 1987 – aggregate of investment income for such years) at the end of the year.

· Seller of proprietorship or partnership business may take ad of exemption by:  

· transferring the business to corporation; and

· selling the corporation’s shares.

· may be complicated by capital gain stripping rules and GAAR.

· seller should consider the alternative minimum tax (AMT) which

· is a deduction on the exemption of $40,000 x remainder by 17%

· if AMT exceeds income tax payable, the difference may be forwarded for 7 years and refunded.

· seller should plan to minimize any tax otherwise exigible on the share sale.

The Buyer’s Position – Assets vs. Shares
· Asset transaction

· advantages:

· not inherit seller’s tax problems;

· including distribution of net after-tax proceeds out of the corporation;

· can write off any goodwill inherent in the purchase price;

· can offset or add to the profits or losses of the buyer, the profits or losses of the new business;

· can be selective in choosing assets to acquire; and

· write up the assets to fmv, giving a higher depreciable base.

· disadvantages:

· because the advantages increase the SELLER’s payable taxes, the seller may

· ask for a higher price as compensation;

· but, the buyer may be willing to pay more for assets than shares to obtain a higher costs base to claim a CCA.

· Assessing the seller’s asking price consider:

· the present value of future CCA claims for assets being purchased;

· Shares

· Assessment more difficult than asset purchase because both liability and assets of the corporation.

· Overview:  buyer must:

· assess each of the corporation’s underlying assets;

· review of appraisal must be done of: 

· each of the tax-free accounts;

· loss carry forwards; and 

· tax status (e.g. CCPC).

· STEP 1 – Tax Status of Assets

· review market value of underlying assets to be purchased the loss of a increase in cost base and obtain a step-up

· failure to do so will:

· result in lower deductions for the company (e.g. in depreciable property and eligible capital property);

· if asset is a depreciable property, result in a CCA previously claimed by the seller to be recaptured and included in the income of the company when ultimately the assets are disposed of (may result in capital gains being realized).

· Attribute some of the cost of the corporation’s shares to underlying non-depreciable property (e.g. land) if:

· the buyer is a taxable Canadian corporation that

· acquires at least 90% of the outstanding shares of each class of the corporation;

· the underlying assets are distributed on a rollover basis at tax values to the buyer on a winding up of the corporation.

· STEP 2 – Review Tax Accounts

· review and appraise the corporation’s:

· “tax-free accounts”;

· loss carryforward balances, and

· tax credit caryforward balances;

· the buyer’s ability to use these benfits.

· STEP 3 – Small Business Deduction

· analyze corporation’s entitlement to small business deduction and ability to pay corporate tax in BC

· must be a CCPC actively carrying on business in Canada

· if so rate of 17.62% on first $200,000 of annual income;

· next $100,000 subject to 26.62% tax rate; and

· remaining income subject to 35.62%.

· situations where entitlement to the deduction is lost:  

· if the buyer is a public corporation or non-resident, then CCPC status and the deduction is lost once:

· the shares of the target corporation have been acquired; and 

· control has passed to the buyer.

· if the CCPC’s taxable capital employed in Canada in the preceding year exceeds $10 million.

· the $200,000 limit must be shared among associated corporations

· assoc means corporations that are directly or indirectly controlled by the same entity(ies);

· control may mean de facto or economic

· STEP 4 – Loss Carryforwards

· losses or credits may “fall of the table” if the corporation has been acquired by purchase of shares.

· Non-capital losses 

· can be carried back 3 taxation years;

· can be carried forward 7 taxation years; and

· are deductible against any income sources.

· Net capital losses

· can be carried back 3 taxation years; and 

· can be carried forward indefinitely 

· only deductible against taxable capital gains and, in some cases farm losses.

· A sale (esp. where acquisition of control), from one corporation to an unrelated corporation, of:

· unusable carryforwards;

· scientific research deductions; and

· investment tax credits, is

· prevented.

· Concequences upon acquisition of control of the corporation:

· taxation year is deemed to end immediately before change in control and a new taxation year commences.

· relieving provision:  corporation can elect in its tax return to extend its taxation year so it ends before acquisition of control if it has

· a taxation year; that

· ends within 7 days of the change of control.

· consequence of short taxation year:

· requirement to file tax return and pay due taxes

· may result in 

· acceleration in payment of taxes;

· acceleration in poration of certain deductions; and

· abbreviation of time otherwise available.

· depreciable property 

· acquired by the corporation within 12 months preceding the change in control; and 

· which has not been used, or acquired to use, by the corporation, in a business carried on before that period, is treated as not having been acquired by the corporation until immediately after the change in control.

· net capital losses of the corporation expire and there is a deemed realization of all unrealized losses on all non-depreciable capital property owned by the corporation.

· company may elect to deemed to have disposed of some or all of its capital property so capital gains are realized by the election to offset these capital losses.

· non-capital losses may be carried forward by the buyer to subsequent taxation year only 

· if the business is carried on by the buyer throughout the year; and 

· only to the extent of the income from that business or a similar business but

· the buyer cannot deduct this against taxable capital gains for taxation years ending after the change in control, nor forward or back losses from property as non-capital losses.

· the undeducted scientific research and experimental development expenditures is reduced to nil but

· will be reinstated to the extent of the buyer’s income for the year from the business if

· business by which the expenditures relate is carried on with a reasonable expectation of profit in the subsequent year.

· restrictions on buyer’s ability to use any of the corporation’s unused investment tax credits.

· the seller is prevented from disposing of property as a series of transaction for less than fmv (ie rollover provision) to enable the buyer to offset capital gains realized upon disposition of the property with carried forward losses or other tax credits.

· STEP 5 – Tax Liabilities

· analyze corporation’s potential tax liabilities and adjust purchase price by:

· reviewing prior tax payments to make sure up to date;

· ensuring all tax returns and elections have been filed to date;

· determining contingent tax liabilities related to open years (3 years after orig assessment for CCPC, 4 years for other corporations, and w/o limitation in the event of fraud/misrepresentation) and assessments;

· ensuring unpaid amounts re: tax deduction, the corporation has previously claimed are deal with (otherwise income inclusion to corp)

· STEP 6 – Structure and Financing

· Structure:  how to acquire shares?

· e.g. through holding company

· Financing

· seller assist buyer in financing purchase price; or

· an earn out or reverse earn out arrangement (selling price dependent on future profits).

Assets – Specific Considerations
· Affecting the seller corporations, and by implication the buyer (re: tax elements)

· Accounts Receivable

· A buyer must treat a subsequent gain or loss on receivables as a capital item, if:

· the seller has sold all or substantially all the property used in carrying on the business (incl acc’t rec).

· unless a joint election is made by the seller and buyer, which:

· will allow the seller to deduct from income the difference between the face value of the receivables transferred and the sale price;

· treat the receivables as included in computing the buyer’s income for the present or previous taxation year;

· buyer have to include any bad debts written off by the seller in income.

· does not apply to taxpayer’s filing on cash basis.

· Inventories

· sale of inventory is deemed as occurring in the ordinary course of business.

· include amount received for sale in corporation’s income.

· Prepaid Expenses

· Expenditures made in regards to anything (e.g. services rendered) for a subsequent year not deductible until the year in which they relate.

· Non-depreciable fixed assets

· seller want as much of price attributed to non-depreciable fixed assets (land); buyer won’t because oth no CCA deductions will be available ot offset income in the future.

· result in income taxable only at capital gain rates to the extent that the consideration received exceeds the cost base of the assets for tax purposes.

· proceeds result in income taxable at full rates to the extent of any recaptured CCA.

· Buyer must consider property tax legislation.

· Depreciable Fixed Assets

· seller wants to minimize consideration attributable to depreciable fixed assets to minimize recaptured CCA; thus want more of consideration allocated to goodwill or non-depreciable capital property resulting in less tax payable.

· seller entitled to claim small biz deduction on recaptured CCA, may accept additional allocation of a portion of the price to depreciable property.

· buyer want to attribute a high portion of the price to depreciable at low rates.

· buyers of assets realize that CCA limited to ½ normal rate in the year an asset is required.

· left out rest of info (see materials if need be)
· Goodwill

· buyer’s cost of acquiring customer lists is deductible as a business expense, otherwise, costs generally treated as eligible capital expenditure.

· Bonds, Debentures, Notes

· Existing Tax Reserves

· detected by reviewing seller’s financial statements

· types:  for goods and services to be provided, prepaid rents, returnable container etc.

· Payment Arrangements

· Tax-Deferred Transfers

· seller may dispose of its assets on rollover basis, provided the buyer is a corporation and the seller receives shares of the buyer corporation under the sale.  Then buyer may postpone realization of gains, losses or income until later.

· rollover transaction not attractive to buyer because buyer get no increase in the cost base of the assets acquired and bear the tax liabilities inherent in the assets.

· GST

· Generally:  when a seller sells goods or provides services of carrying on a commercial activity, it will be obliged to collect and remit GST collected from the customer.  A buyer also will be required to pay GST on its purchases of most goods and services, unless exempted.  However, the buyer will be able to claim an input tax credit for the GST whit it has been required to pay, thereby passing on the GST  to its customers.

· Purchase of a business:

· Sale or transfer of shares does not trigger GST since shares are an exempt supply.

· winding up of 90% or more subsidiary of the transfer of assets is not a taxable event.

· shares - buyer concern because liable:

· GST liabilities acquired with the target company.

· e.g. unfilled returns, unremitted GST

· buyer acquires assets, the buyer and seller may elect to have the transaction exempted from GST.

· transfer of goodwill in connection with sale is exempt.
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