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COMMERCIAL

Buying and Selling a Business as a Going Concern
[§2.01]
Introduction:  Forms of transactions: 1) transfer of assets; 2) transfer of shares; 3) amalgamation of the buyer and the seller if both are coroprations; 4) corporate arrangement 5) takeover bids
[§2.02]
Stages in a Typical Transaction
2


1.
Investigation (due diligence by the BUYER)
2



(a) Review audited statements no older than 120 days



(b) Exercise caution when >50% of sales are with less than 4 customers (ensure that Ks will continue)



(c) Document V’s initial promises about business (sales, profit) (entire agreement clause may preclude enforcement of these promises)



(d) Consider whether part of the transaction or purchase price should be conditional on profits 



(e) Clarify profit and sales definitions early on



(f) Get familiar with business (physical plant, accountants, bankers, other advisors)




(g) Check whether Investment Canada has to approve transaction 



(h) Express doubts early



(i) Ensure consent of bankers, auditors, directors, controlling SH



(j) Ensure consent of governmental authorities 



(k) Look at important employment Ks



(l) Consider w/t the Proceeds of Crime Act legislation imposes any obligation you, your client, or any other person 


2.
Negotiating and deciding on the structure:  even if the parties have an initial arrangement, advise on best option
3 


3.
Drafting and signing the agreement-
3



( Bs lawyer will draft an outline of essential elements of transaction (w/t you act for B or V- try and control the documents)




( Might get non-binding “option to purchase” or letter stating parties’ intentions (if want binding agreement make sure it is)



( B wants as many reps, warranties, covenants, indemnities as it can get; V wants opposite- to limit liability after sale

4.
Preparing for closing
4



( B will complete investigation, ensure conditions satisfied, complete financing etc.



( V will ensure compliance with all covenants, hold directors’ and SHs’ meetings, get all necessary consents 



( Lawyers will prepare closing agenda, all necessary corporate documents, and conduct searches 


5.
Closing
4



( Set date and place.  If closing date is to happen a certain number of days after a specific event, it may be a good idea to fix an outside date by which time the transaction must have occurred, failing which the transaction will terminate. 



( At closing the property will be transferred to the B and the purchase price will be paid to the V. 


6.
Post-Closing
4
( B’s lawyer will register conveyancing documents and complete financial arrangements.  Both parties will have numerous covenants that must be completed (ie:  filing security docs, notifying of closing, etc.


N: Use of Checklists important
4

[§2.04]
Basic Structure
4
( Asset transaction:  parties choose the assets and the obligations; Share transaction:  B takes all, including liabilities

1.
Subject Matter of Sale 

Share Sale (V wants)

Asset Sale (B wants)
 4



(a) Taxes 
No Sales Tax payable by B
B has to pay SST and GST
5



(c) Undisclosed liabilities (solutions)
Review audited F/ST etc.
B- search title  (want free/clear).  If there are 




Watch for unknown liabilities
encumbrances get a holdback or a guarantee




(c) Commissions 
Usually none (unless broker)
Payable- so the return to the S is reduced




(d) Conveyance costs
Little
Lots




(e) Partial sales 
Acquire all assets/liab. indirectly
Get to pick and choose




(f) Consents to transfer
May need consent of 3rd parties 
May need consent of 3rd parties
6



(g) Minority interests 
B may have to buy out minority
V needs special resolution of the SHs 



(h) Goodwill
May have to pay more for G
Allocate $ to G; may be hard to trans’r name




(i) Employee considerations
Get workforce and obligations 
May not be able to pick and choose workers 



2.
Who will be the Buyer?
6



( Individual  or Corp- usually dictated by income tax considerations


3.
Financing
7



( Purchase price payable by  (i) cash, (ii) assumption of debt, or (iii) by B giving other property to the V



( Usually B obtains payment by either: (i) seller financing, (ii) borrowing from third party, (iii) equity financing 


4.
Seller financing
7



(a) Payment clause 



(b) Interest - issues of whether interest will be fixed or based on prime rate of bank; or should be low with increase upon default.  Note: a higher rate of interest can’t be taken on principal which is in arrears.



( In an asset sale, if payments to the V secured by a mortgage of real estate are to be based on a sinking fund plan or on a blended payment of principal plus interest, the rate of interest calculated yearly or half yearly and not in advance must be set out in a stmt contained in the mortgage- otherwise no interest can be charged on the principal 



(c) Acceleration clause – in case of default V can make the balance due immediately 



(d) Security – the V will usually want to secure the unpaid amounts in some way. It is common for B to mortgage back to V what was just acquired.  In an asset transaction, the security agm’t will often charge the land, major equipment, and other assets of the co. In a share transaction, the security will often take the form of a mortgage of shares by way of escrow agm’t



(e) Guarantees – by B’s principal SH, parent co or another party; may be given as whole security or w/mortgage 



(f) Covenants – it is important for the V to get covenants from the B wrt how it will rum the biz until the purchase price is paid in full.  Positive Covenants: what B will do with business; Negative Covenants: what B will not do.



(g) Default:  the property that was sold may have to be reconveyed to the V on default- agm’t should provide for this
:8


5.
Borrowing from 3rd parties ( On same security as could be given to the S- see chp. 3
8


6.
Equity financing
8



( B might be able to get additional investors who want to buy shares.  See chp. 6 in Company Law

[§2.05]
Searches by Buyer’s Lawyer-  major ones listed here
8

[§2.06]
Three General Drafting Considerations
9


1.
ID parties in enough detail
9


2.
Use defined terms


3.
ID assets or shares in sufficient detail 


[§2.07]
Asset Purchase Agreement-  **see p.164 for pros and cons to asset and share purchase**
9


1.
Advantages:  tax advantages (see p.164), don’t have to take all liabilities, good when the B is doubtful that it will be able to persuade minority SHs of the V’ co to sell their shares; B only has to deal with one V rather than many SHs personally



Disadvantages:  requires more docs; higher legal and accounting costs; will create sales tax, property transfer tax and registration fee obligations on B, more third party consents likely required
10


2.
Describe assets in sufficient detail:  best accomplished w/schedules; B must specifically purchase the benefits of any Ks, agm’t or leases of the V 


3.
Exclusions 
10



( Must expressly exclude assets not being purchased. These typically include: life insurance policies, leased vehicles for executives who will not be employed by the B, surplus funds held in the form of cash, deposits or marketable securities, etc.


4.
Allocation of the purchase price
10



( The parties may agree to allocate the purchase price to certain assets.  Critical in terms of tax consequences




( CCRA will accept reasonable allocation by arm’s length parties 


5.
Assumption of liabilities/Assumed Indebtedness
10



( Assumed indebtedness is not same as liabilities.  The assumption of these (ie: accounts payable) are credits against pprice 


6.
Release of the Vendor of liabilities 
11



( The V will want to be released from all “assumed indebtedness”- done through Assumption Agreement 


7.
Determination of the purchase price (net)
11



( Purchase price = all assets – assumed indebtedness.  Valuation of accounts receivable and inventories can be contentious.  An “effective date” can be chosen as of which all price determinations are made 


8.
Representations and warranties of the Vendor
11



(a) Authority to sell: V must get special resolution of the SHs, evidenced by certified extract of a director’s resolution 



(b) Default Provisions: V must represent that the sale will not result in default under any agreement etc.




(c) Contributory benefits plan:  V should have to give at closing a cert’ from an actuary certifying that the plan is fully funded 



(d) Canadian residence: if the V is not then the B may have to withhold tax 


9.
Environmental matters
12



( There is joint and several liability on those who have or had an interest in land (so be careful).  B should get reps about historical and present use of the subject assets and require an environmental audit of the land .


10.
Covenants of the Seller 
12



(a) To carry on business in the normal course from the date of the agm’t to the time of closing



(b) To change its name immediately after closing if selling goodwill



(c) To exercise best efforts to acquire necessary consents to effectively assign contractual rights.



(d) To terminate employment of those not required and to be solely responsible for any claims of the remaining employees.



(e) To indemnify against unassumed liabilities, misreps, etc.  There is the risk that the V will become a “shell” with no assets after the sale- so it is a good idea to get indemnity from the principal SH


11.
Representations and warranties of the Buyer
13



( Usually limited to B’s capacity and authority to purchase 


12.
Covenants of the Buyer
13



(a) To offer employment to V’s employees 



(b) To post security for payment of the SSTax until the B can deliver a clearance OR the V can collect and remit the tax



(c) To assist in obtaining consents 



(d) To assume and pay the liabilities agreed to be assumed and to indemnify the V against those liabilities. VERY IMP’tant



(e) To continue the business if the V is providing financing 


13.
Survival of Representations, Warranties and Covenants
13



( B wants V’s reps, warranties, and covenants to survive closing 



( V wants to negotiate a limit and duration of liabilities and wants B’s covenant to assume and discharge liabilities and material Ks  to survive closing and remain in force for the duration of those liabilities


14.
Conditions Precedent to Closing
14
( Usually has to do with truth of the reps & warranties BUT both parties will also want a condition in their favour that all necessary consents to assign the assets have been procured.  Must exercise best efforts to obtain consents 


15.
Documents to be Delivered at Closing
14
( If the B purchased assets, a # of docs need to be delivered.  Usually the solicitors agree to perform the necessary filings and registrations in accordance with normal conveyancing practices.  

[§2.08]
Share Purchase Agreement
14


1.
Identification of the Parties
14



( Ensure that V is owner of shares OR has capacity to enter into agreement to sell shares (ex. agent, executor, trustee)


2.
Schedules
14



( Schedules that are normally attached to the agm’t: F/ST, description of Ks, agm’ts and insurance policies, leases, etc.


3.
Purchased Shares
14



( Describe in sufficient detail;  the V may agree to cause the sale of the shares owned by minority shareholders


4.
Sale Price
14



( Usually a fixed dollar amount although some transactions adjust the price at or after closing 



( Forms of payment – cash, promissory notes, assumption of liabilities, issuance of shares, exchange of prop, any combo



( If the purchase price is not paid in full, V will usually take security, such as escrow of the purchased shares, mortgage of land and/or chattels; promissory note, letter of credit, guarantee of a co or individual, security on assets of guarantor, etc.



( B wants to give as little security and to spread payment over as long a period as possible (but will have to pay interest)


5.
Representations and Warranties of the Seller
15
In addition to all the reps and warranties listed the B should be sure to get an audited financial stmt before closing


6.
Survival of Representations, Warranties and Covenants
16



( B wants reps, etc. to survive closing indefinitely and will try to ensure no monetary limit on what B may recover from V



( V wants to limit survival 


7.
Indemnity Clauses
16



( Gives B recourse if there was misrep; might want indemnity agreement from other sources as well such as principal SH


8.
Conditions:  there is a long list of what the V must have done in  order to complete the sale
16
( The B usually has the right to rescind the agm’t if a condition is not satisfied or to waive a condition w/o prejudicing his or her right to rescind the agm’t if any other conditions are not satisfied.
[§2.09]
Restrictive Covenants on the Sale of a Business (Non-Competition Agreements) 
17


1.
Introduction
17
( The B will usually want the V to enter into a covenant not to become involved in another biz in competition with the biz.  Such a covenant can be enforced by way of injunction and/or damages and is presumed to be assignable. 


2.
The Doctrine of Restraint of Trade
17
( The doctrine says that all interference with liberty of action in trading, if there is n/t else, are contrary to ppolicy and void.  To determine enforceability of a restrictive covenant the crt will consider 3 questions: 1) is the covenant a restraint of trade?; 2) if it is, is it reasonable as b/w the parties and is it injurious to the public?; 3) if the portion is offending, can it be severed?

3.
To What Covenants Does the Doctrine Apply?:  applies equally to share purchase and asset purchase transactions
17


4.
Guiding Principles
17
( A covenant in restraint of trade will be upheld only if it is reasonable b/w the parties and is not injurious to the public interest.  Three areas of concern are that the scoop of trade, the area of trade or the time of the restraint is too broad.


5.
Drafting a Restrictive Covenant
18
( Should go no further than what is reasonable necessary to adequately protect to business sold.  Telescoping alternative restrictions (so that crt decides which one needs to be severed) is not appropriate b/c parties should agree on what is reas’ble
[§2.10]
Impact of the Investment Canada Act
19
( Regulates foreign investment – sets out when acquisitions have to be reviewed by Investment Canada- when the value of the acquisition exceeds $5,000,000 in assets for a direct acquisition and $50,000,000 in assets for an indirect acquisition.  The value is much higher for WTO investors.
( In order for a reviewable transaction to be approved it must result in a “net benefit” to Cda – see the factors
( Investments by non-Cdns in new biz are subject only to req’mt to file with the feds a simple form of notice of the investment
( If the B is a non-Cdn, approval of the Director will be req’d.  Completion should be subject to that approval.

[§2.12]
Impact of the Family Relations Act
20
( In order for a B to protect itself, it should get a covenant from the V to deliver:  
(1) a stat dec of the on closing that he is not married or that none of the triggering events has taken place or that the marriage was dissolved and all property matters b/w the parties have been finally resolved;
(2) a stat dec identifying any person to whom he has been married and form whom he has not been lawfully divorced and a covenant to deliver a release by that person of interest in the assets.
[§2.13]
Impact of the Indian Act
20
 ( Consider the IA if business is located on reserve- the interest of the V will be leasehold and assignments will be subject to consent of Her Majesty and possibly the Band. 
( Only reserve lands which have been leased by the MIA may be subject to a valid interest in favor of a non Status-Indian.

[§2.16]
Closing Procedures:  see the list 
21

Security in Commercial Transactions 

[§3.01]
Introduction:  security is s/t the creditor can sell or s/o the creditor can call upon if the $ is not paid.  BUT NOTE A GUARANTEE IS NOT A SECURITY.  A promissory note IS NOT security- it is simply evidence of a debt.

[§3.02]
Purchase of Assets
37


1.
Is there authority to convey (or purchase) assets?
37



(This question is most relevant to a corporate B or V- review the co’s constating documents 


2.
Can the V convey clear title to assets?
37



( Do searches (don’t rely on them totally- the B must seek other protections to ensure conveyance of title to assets)



( Get reps and warranties from V regarding authority to convey and the nature of the title 



( Consider holding back part of the purchase price until B is assured all third party claims are extinguished



( Consider holding shares in escrow pending resolution of third party claims
( Final comfort is solicitor’s opinion as to corporate standing of V, title of assets etc.


3.
What security will V take? [throughout whole chapter] 
37

4.
Power to grant security?  review constating docs; consider BCCA financial assist provisions if co is acting as guar’tor
38

5.
How is the security documented?:  beware of PPSA provisions
38


6.
Where is the security registered? What is the effect of registration?
38



[§3.03]
Power to Give Security 
38
( If the borrower or guarantor is an individual there is no problem.  But if a co, the answer requires a review of the following:

1.
Common Law
38



( Corp has power to do anything necessary to permit it to carry on its business within its constating documents 



( Usually can’t give guarantees unless money is used for corp’s purposes, or corp in business of giving guarantees 


2.
Company Act
38



( Corp has all powers of natural person 



( Can’t give guarantees if insolvent (s.102) 



( For all transactions involving BC corp, the person receiving the guarantee or indemnity should get a certified copy of the resolution of directors or a certificate saying directors think giving guarantee or indemnity is in best interest of corp 


3.
Memorandum and articles
38



( It is unusual for a co to have restrictions in these but they must be reviewed to ensure the co is acting w/I its powers
( NOTE:  most articles have provisions dealing with the power to borrow, guarantee and give security 


4.
Canada Business Corporations Act (CBCA)
39



( See ss. 15, 16 and 44 of the CBCA 


5.
Who has the right to decide?
39



( Usually specified in the articles (usually directors); need SR if disposing of all or substantially all of the assets- but this doesn’t apply when a mortgage is being given.  B will normally require a certified copy of a d’ors res’l approving borrowing.


6.
Other Contracts
39



( Should make sure there are no other Ks that limit the B’s ability to borrow and give securities or guarantees

[§3.04]
Kinds of Security
39
( PPSA provides 1 legal structure for all comm./consumer financing transactions that involve taking of security over personal prop

[§3.05]
Manufactured (Mobile) Homes
39


1.
Introduction
39



( Can be either a chattel or fixture depending upon the CL principles governing fixtures (i.e. affixation) 


2.
PPSA Registration
39
( Comes within definition of “good” – so PPSA is applicable
( If the mobile home is affixed, s.49 of the PPSA provides that notice can be filed in the LTO
( S.38 of the PPSA dealing with accessions is also relevant.  Accessions are defined as goods that are installed in or affixed to other goods.  If the security interest in the goods attaches before or at the time the goods becomes an accession, it has priority over a claim to the goods as an accession made by a person with an interest in the whole.

[§3.06]
Debentures and Trust Deeds
40
( The main difference b/w these instruments and other security instruments is that usually only debentures and trust deeds: 1) purport to create floating charges; and 2) provide for the appt of a receiver or receiver manager to sell or manage the biz on default.

1.
What is a Floating Charge?:  It is a charge that hovers over the undertaking, property and assets of a biz w/o attaching to any of them until there is default.  Under the PPSA, a floating charge becomes essentially a fixed charge.


2.
What is a Debenture? :  An instrument, secured or unsecured, issued by co as evidence of debt that it owes.  They are often deposited or pledged to a bank as continuing security for any advances and readvances of $ by the bank to the co.


3.
What is a Trust Indenture? ( A document under which a corp issues or guarantees a debenture and under which a trustee is appointed for the holder of the debenture.  The type of debenture issues under a trust deed is usually called a bond.  A trsut indenture is used mainly when there is more than one lender taking the same security- in this situation it is good to have a trustee appointed to look after the interests of the lenders as a group.
40


4.
Receivers and Receiver-Managers ( R or RM may be appt under an instrument providing for such appt or under a crt order.  A R realizes on security while a RM has much wider powers to manage a biz
40

[§3.07]
Other Security Instruments
41


1.
Land Mortgages
41



( Covered in RE 


2.
Bank Act Security
41



( Permits a corp. to charge its inventory to a bank.  It constitutes a legal assignment of presently owned goods and an equit assignment of future goods.



( Bank’s rights are void against creditors, BFP, mortgagees UNLESS notice of intention is filed with the Bank of Canada before security is granted (but not more than 3 yrs before the security is granted)
[§3.08]
Searches (done by lawyers representing borrower or lender to ensure no other charges) 
41

[§3.09]
Guarantees
41


1.
Definitions
41



( Guarantee: promise to pay if the debtor does not.  It is not a security. 



( Indemnity: an agreement to indemnify the lender if the debtor does not pay 


2.
When is a Guarantee Used?
41
( As long as there is other P who is willing to be at risk for obligations of borrower – usually given by principal SH (lets lender get around limited liability of SHs) or parent co.  Guarantor may be req’d to give security collateral to the guarantee. 

3.
Guarantee vs. Indemnity
41



( Guarantee is a collateral agreement 



( Indemnity is an independent obligation and does not depend on the relationship between principal debtor and creditor 


4.
Co-Guarantors/Sureties  (Joint and Several Liability)
41



( Several: arises when 2 or more persons make separate promises to another – payment by one doesn’t discharge the other
( Joint: arises when 2 persons make 1 promise to do same thing—payment by one discharges the other



( Joint & Several: arises when 2 persons make 1 promise to same thing and separate promises to do same thing 



( Distinction is important b/c a crt can stay proceedings where relief is claimed against a party who is only jointly liable until the other parties who may be liable are joined.  A joint debtor is entitled to an equitable right of contrib. from other JD’s



( Where each co-guarantor is equally liable with respect to same obligation, then each of them is liable to the other co-guarantors collectively for the sum of the total obligation divided by the number of solvent co-sureties. 


5.
Preparing a Guarantee
42



( Company Act: Corp cannot give guarantee if insolvent (s.102 Company Act)



( Corp cannot give guarantee unless there are reasonable grounds for believing that giving guarantee is in best interest of corp (s.103 Company Act)



( BF lender, without notice, may enforce a K made in contravention of ss. 102 or 103 Company Act 



( Opinion: Get an opinion from lawyer on ability and authority of the corporate guarantor and the individual guarantor



( Certificate of Independent Legal Advice: If guarantor naïve or under influence of borrower get Certificate 


6.
Enforcement of a Guarantee
42



( If borrower defaults, the lender can demand payment from the guarantor- doesn’t have to go after borrower first.  If lender has taken collateral security from the guarantor in form of a mortgage, it may foreclose rather than sue.


7.
Defences by Guarantors to the Creditor's Claim
43



(a) Release of the guarantor by variation of the principal K



(b) Alteration of the guarantee instrument itself



(c) Release of the guarantor by giving time to the principal debtor 



(d) Release of the guarantor by impairment of the security 



   
( partial release if creditor entered agreement to give time to debtor to pay (the guarantor is only discharged pro tanto to the extent that it demonstrates that its interests have been prejudiced by creditor’s dealings with the security)



( released as a result of “seize or sue” provisions in PPSA s.67 with respect to consumer goods




( released as a result of creditor foreclosing and obtaining an order absolute 



(e) No valid K b/c of conduct vitiating the formation (e.g. misrepresentation, non est factum, fraud, mistake) 



8.
Assignment of collateral security and liability
43



( Guarantor can get transfer or assignment of the security the debtor gave to the lender if pay the entire amount of debt 



( When guarantor has given the creditor security and the liability of the G is fully discharged, the G is entitled to a reconveyance of reassignment of his collateral security.  



( When one joint G pays the entire indebtedness and obtains gets the collateral security back, the G may enforce that security against his joint Gs who have not paid their full share of the liability.



( Where there are two or more SEVERAL Gs, the G who made the payment has NO RIGHT of action against the other Gs. 


9.
Guarantor’s right against  principal debtor
43



( If the G paid anything, the G has an immediate rgt of action against the debtor BUT the debt must be due- can’t accelerate



( If there is more than 1 guarantor, each may maintain his action for amount he paid
( If an action has been brought against a G, the G may be able to get indemnification from the debtor before a/t has been paid under the guarantee by issuing a third party notice against the debtor.

PPSA

[§4.02]
Interpretation and Scope of the PPSA
48

1.
Definitions-   VERY IMPORTANT TO KNOW
48


2.
Scope of the PPSA
50

( The PPSA applies to every transaction that creates a “security interest,” w/o regard to its form or who has title to the collateral.

( A “security interest” is an interest in collateral that secures payment or performance of an obligation and the following under s. 3

a. transfer of an account

b. transfer of chattel paper (ex. purchase of a conditional sales agmt of a retail seller by finance company)

c. commercial consignment (both parties must be in the business of dealing in such goods)

d. lease for a term of >1 yr

NOTE:  Part 5 of the PPSA dealing with rights and remedies on default of the debtor doesn’t apply to these

NOTE:  If lease does secure payment (as in a financing lease with a right to purchase at the end) it will fall under s.2 not s.3

( The PPSA does NOT apply to (s. 4):
51

a. statutory liens

b. security agm’t governed by any federal statute (ie: Bank Act s. 427 security)

c. transfers of interests or claims under insurance Ks (annuity or policies)

d. transfers of present or future wages, salary, commission

e. transfer of unearned right to payment under a contract

f. interest in land, including a lease

g. interest in right to payment arising in connection with an interest in land (ex. rent, sale proceeds, mortgage pmts)

h. sale of accounts or chattel paper as part of a sale of a business UNLESS vendor remains in apparent control of business after sale

i. transfer of accounts for collection purposes

j. transfer of right to damages in tort

k. assignments in bankruptcy

l. mineral claims

[§4.03]
Attachment, s. 12  (i.e. when security interest created or comes into existence)
51

1.
Why is attachment important?
52



( If not attached, then SP has no rights + debtor can transfer to a 3rd party

2.
When does attachment occur?  
51



(a)   value is given (includes a prior debt or liability), and



(b)   debtor has rights in collateral (owns or possesses under lease/consignment)


                   ( If crops- when become growing crops; animals- when conceived; minerals- when extracted; trees- when severed.


     NOTE:  the security interest created by the debtor can’t give the SP any greater rights to the collateral than the debtor has.

   
When does attachment occur against a 3rd party? (i.e. enforceable against unsecured parties) 
52


(a)   SP has possession, OR


(b)   debtor has signed agreement that describes collateral in accordance with s. 10 


3. 
Floating charges (essentially can’t have floating charge)
52



( Under PPSA for floating charge to work have to set out specifically in agreement that crystallization occurs later- in which case the security interest will attach at the time specified in the agm’t.



( If a later date is not specified, then PPSA sees crystallization as immediate because of s.12 PPSA.

4.
After-acquired property

52


( Parties must have intention to attach AAP (so should get APPAP clause)



( S.13 PPSA provides that security in AAP attaches to property in accordance with the security agreement 



( Restrictions to attachment: (i)  A security interest can’t attach to AAP that is a crop that becomes a growing crop more than 1 yr after security agmt has been made:  (ii) If AAP is consumer goods, no attachment occurs unless the security interest is a PMSI or a security interest in replacement collateral.


5.
Future advances:  Security agreement can provide for future advances
53
[§4.04]
Perfection, s.19:    Ensures priority position of SP in relation to 3rd Ps
53


1. Introduction

53

( Unperfected security interests are subordinate to unsecured creditors who have seized, sheriff who has seized, trustee in bankruptcy, BFPFV without knowledge

( A SI is perfected when attached and when all steps req’d for perfection have been completed, regardless of order of occurrence
2. Methods of perfection
53

(a) Perfection by possession (s.24):  the possession must not be the result seizure or repossession and it must be visible.
(b) Perfection by registration of financing stmt (s.25):  available for all collateral but won’t prevent D from transferring to 3rd p 
(c) Temporary perfection (ss.5, 7, 26, 29(4) and 78):

     ( Temporary perfection- s.26:  if SP has perfected by possession but must release the collateral to the D for one of the purposes under s.26, the SP will remain perfected for 15 days- this will protect the SP from creditors, etc., but not from BFPFV w/o K

     ( Returned or repossessed goods- s.29:  If the goods (generally inventory) are sold or leased by the D but the D later repossesses the goods or the goods are returned to the D, the original security interest will reattach to the goods.

S.29(3) says that if the sale or lease gives rise to an account or chattel paper which are transferred to the SP and then the D gets the goods back, the SI in the account or chattel paper will attach to the goods and will be temporarily perfected for 15 d after the return

     ( Goods moved in and out of B.C.:  For goods moved in, the SI will be perfected in BC only if it is perfected by the earliest of.. BUT BFP w/o K takes clear.  If goods are moved out of BC w/I 30 days after the SI attached, the law of the other jur’n will govern.  The laws of the jur’n where the D is located at the time of attachment governs the validity and perfection of a SI in a # of things.

     ( Transitional Rules:  all the transition provisions from the prior law have now expired.
(d) Special Rules.
54

     ( Goods in hands of bailee:  there are 5 methods to perfect a security interest in goods in the hands of a bailee

     ( Proceeds:  where the collateral is dealt with so that it gives rise to proceeds, then a perfected security interest in the collateral will continue in both the collateral and the proceeds unless the SP authorized the dealing.  If a financing stmt describing the proceeds in accordance with s.28(2) has been registered, n/t further need be done to perfect the security interest against the proceeds.  H/w, if the proceeds have been perfected some other way, then the secured party has only a temporary perfection against the proceeds for 15 days after the collateral has been dealt with.
[§4.05]
Priorities
55


                          1. Introduction
55






( In determining priorities, the person who has title is irrelevant and notice of a prior security interest usually will not affect priorities.

                            2. Residual priority rule:    applies only if one of the 14 special rules don’t apply
56


Rule 1: Between two unperfected security interests priority goes to first to attach (s.35(1)(c))


Rule 2: Between perfected and unperfected security interest priority goes to perfected (s.35(1)(b)) 


Rule 3: Between two perfected security interest priority goes to party who is first to perfect by any means  


3. Special priority rules
56



Rule 1: Priority for BFPFV without knowledge—unless buyer/lessee has knowledge that the sale/lease is a breach of security agmt The protection of s.30(2) does not extend to security interests created by any person other than the sellor or lessor.


Rule 2: Subordination by agreement- where a SP subordinates his SI to another SI- is effective even if not registered


Rule 3: Lienholders get priority—for repairers and warehousemen – but must be lien on goods, materials or services must have been provided and in the ordinary course of business, legislation can’t reverse the priority
                            Rule 4: PMSI

57

( Type of security created to allow SP, who provides goods or funding to acquire goods, to have priority interest over anyone (includes a conditional sales K)   NOTE: there are different rules depending on w/t collateral is inventory, intangibles, goods



         ( Inventory: the SP must perfect and give notice to all other SPs who have perfected a SI in the D’s inventory by registrat’n
( Intangibles:  the SP must perfect no later than 15 days after the day the SI attaches.




( Other Collateral:  the SP must perfect no later than 15 days after the D obtains possession of the collateral.



( Owner vs Lender:  hen there is an owner that has a PMSI and a lender that has a PMSI, the owner will take priority.



( Proceeds PMSI vs. Non-Proceeds PMSI:  Non-proceeds PMSI has priority in spite of a later perfection date.


 Rule 5: Account Financier vs. PMSI in inventory and proceeds (accounts):  Priority is given to the account financier if he: 1)    gives new value to the D; 2) registers a financing stmt before the PMSI is registered. 
58

                            Rule 6: Agricultural and aquacultural inputs:  If a SI was given while the crops were growing or during the immediately proceeding six months and the SP perfects, they will have priority over anyone else.  



A financier of food, drugs, etc. to be placed in animals or fish has priority over any other SI EXCEPT a perfected PMSI.

                            Rule 7: Transferees of negotiable and quasi-negotiable (ie: $) collateral:  A holder of these who either 1) gave value OR  2) acquired it w/o knowledge has priority over a perfected security interest

                            Rule 8: Transferees of chattel paper:  A buyer of chattel paper who takes possession will have priority if the buyer 1) has given new value, 2) acquired the chattel paper in the ordinary course of biz and 3) does not know of the prior security interest.



Where the original collateral is inventory, the buyer’s knowledge of a prior security interest is irrelevant.

                            Rule 9: Fixtures (deemed to be personal property for the purposes of the PPSA:  



( A SI in goods, which attaches before or at the time the goods become fixtures, has priority to the goods over a claim to the goods by a person with an interest in land.  Notice in LTO will protect against subsequent m’ees/owners of land.
( Where a security interest in goods attaches after the goods became fixtures, priority over an interest in the land can be obtained if the person with an interest in the land consents to the SI in goods, disclaims any interest in the goods, or agm’t

                            Rule 10: Crops:  same rules as for fixtures- priority if interest is obtained before they start growing
59

                            Rule 11: Accessions:  good attached to other goods are treated the same as fixtures except no additional req’mt for reg in the LTO


                            Rule 12: Processed or commingled goods:  the SPs lose their security interest in the original goods but are given a prorated statutory security interest in the end product.

                            Rule 13: Returned and repossessed goods- Transferee of Chattel Paper vs. Inventory Financier vs. Accts Financier:  Transferee of Chattel Paper takes priority if acquired: 1) in the ordinary course of biz; 2) for new value.  Then Inventory F, then Acct F: 

[§4.06]
Features of Registration System
60


1. Notice Filing System- Only register financing statements and financing change stmts

                            ( SP has 10 days to reply to demand for information  

2. Early registration
61


                            ( A financing stmt can and should be registered before security agmt is made and before attachment


3. One financing statement can relate to More than 1 security agmt with the same Debtor


4. Certainty over fairness



                            (a) Accuracy-  seriously misleading error will render registration invalid

         
( Seriously misleading error in a debtor name or in a serial number will render registration invalid 



( Serial number goods (i.e. vehicles ) if not registered by serial number not perfected.  SO MAKE SURE WHEN YOU GET AN APAPP AND A D LATER GETS A CAR, YOU REGISTER A NEW FINANCING STMT.



(b) Inaccurate or incomplete info-  may invalidate registration if seriously misleading



(c) Perpetual registration-  can get 25 years or perpetual registration ($500)



(d) Transfer by secured party:  the transferee should (but doesn’t have to) register a financing change stmt disclosing its name and address so that the transferee gets the notices- otherwise the transferee can be adversely effected.



(e) Transfer by debtor:

62

                            ( If SP knows & consents, must file a financing change stmt changing name of D within 15 days of transfer.


                            ( If SP does not know of transfer, 15 day grace period runs from when SP acquires sufficient info about transferee.  (see s.1(2))


5. Registration is not notice of a financing stmt or its contents, nor the contents of any security agm’t to any person

6. Registration and searching online- all initial registrations, renewals, discharges, changes MUST BE completed electronically

[§4.07]
Rights and Remedies on Default (Part 5)
62


1. Introduction:  A SP is permitted to exercise the rgts/remedies in the security agm’t, under Part 5, those available to a SP in 



possession.  Certain rights of the D and obligations of the SP can’t be changed by agm’t- see p.62.


( Overriding Req’mt:  All obligations will be exercised/ discharged in good faith and in commercially reasonable manner

( Part 5 doesn’t apply to transfer of accts, consignment, lease under 1 yr, UNLESS the SI secures payment/part performance



( All rgts are cumulative except wrt consumer goods.  If SI covers both real and personal property, the SP may proceed under real property law wrt respect to both but than Part 5 will not apply.



( The SP can’t accelerate payment unless the security agm’t provides this right.


2. Collection of Payments Under Intangibles, Instruments or Chattel Paper ( On default (and at any time if in agm’t)
63


3. Rights of Seizure or Repossession ( Can’t seize CONSUMER GOODS if the D paid more than 2/3 of total amount 



4. Disposition of Collateral ( 20 days’ notice of disposition must be given to debtor and SPs and …see p.64.  BFPFV takes clear

5. Distribution of Amounts Realized from Disposition of Collateral
64


6. Voluntary Foreclosure:  allows SP to irrevocably retain the collateral in satisfaction of oblig if after notice no obj w/I 15 days



7. Rights of Redemption and Reinstatement:  D can redeem by tendering $- also special rgts if collateral is consumer goods



8. Applications to Court:  D, SP, creditor of D, and sheriff can apply to crt for various orders
65


9. Receiverships ( Includes receiver-manager- available against an unincorporated biz or individual or a company



10. Rights and Remedies: Consumer Goods
65

                          ( Must elect – either seize or sue- can’t do both unless one of the six exceptions to the rules apply (ie: PMSI in consumer goods)


11. Law Applicable – Substance (law of the K) and Procedure (where the collateral is located unless an intangible) 
66


Appendix 3  – Practical Overview of a Transaction
67
Appendix 4  – PPSA Conceptual Schematic
73

Financial Accounting and Financial Statements

[§6.01]
Introduction
142

[§6.02]
GAAP
142


1.
Generally Accepted Accounting Assumptions and Principles



2.
The Going Concern Assumption



( Assumption that entity will continue to operate for a period of time sufficient to carry out its existing commitments



3.
The Stable Unit of Measure Assumption
143



( Assumption that money is the basic unit and is stable (BUT clear that money changes value—so could be misleading) 


4.
The Periodicity Assumption ( An indefinite life is assumed


5.
The (Historical) Cost Principle




( Assets are recorded at cost at time of purchase with no change over time.  The cost represents the FMV


6.
The Revenue Principle



( Revenue means $ company gets for providing goods or services 



( Revenue recognized when it is earned not when cash is received 


7.
The Matching Principle [ACCRUAL BASIS OF ACCOUNTING]
144



( Expenses and costs directly associated with earning revenues should be recorded in the same period.  The matching principle together with the revenue principle produce the accrual model- which requires that income be measured in terms of revenues earned (though not necessarily collected) less the expenses incurred (though not necessarily paid)


8.
The Objectivity Principle




( Accountants should try to be objective (not entirely possible) and use objective evidence (ie: invoices, contracts, etc.)


9.
The Consistency Principle




( Accounting methods once adopted will not be changed.  [When comparing FSs make sure the same method was used]



10.
The Conservatism Principle




( Assets, revenues and gains are not overstated and liabilities, expenses and losses are not understated.

[§6.03]
Financial Statements-  properly prepared FSs have 6 components:
144


1.
The Balance Sheet:  (a snapshot of the biz at a specific point in time)
145



( Shows assets and how they are financed (liabilities- $ lent by non-owners;  equity- $ provided by owners [capital stock] or the enterprise [retained earnings] and is the residual interest which SHs have in the enterprise).  Assets = liabilities + equity


( Indicates the liquidity of biz- if assets exceed liabilities than the entity is liquid- can pay its liabilities as they come due


2.
The Statement of Income and Retained Earnings:  (like a movie camera showing what happened over a yr)
146



( Statement of income represents accumulation of income-producing transactions for a particular year (revenues – expenses) 



( usually divided up into categories that portray major activities of the business 



( Retained Earnings is the income which business has generated since inception less distributed dividends



( Opening retained earnings for the period + Net Income – Dividends = Closing Retained Earnings for the Period

3.
The Cash Flow Statement-  s/t not provided for simple stmts.  They report on PAST cash flows



( While the income/ retained earnings stmt shows the changes that occurred in the balance sheet’s retained earnings, the CFS reports on the changes that occurred in the other accounts (ie: asset, liability, equity accounts).   



( Classified into three major categories: operating activities, investing activities, and financing activities 




(a) Operating activities 
147




( i.e. cash in from customers against cash out for operating expenses 




(b) Investing activities 




( i.e. cash in from sale of assets and cash  out to buy assets or loaned




(c) Financing activities 




( i.e. cash received from issuing stocks and cash out to repay debt 



( NOTE: paying cash to settle such obligations as accounts payable, wages, income tax are operating activ’s not financing



( The CFS tells you the cash position of company (note more cash means more “financial flexibility”) 


4.
Comparative Balances
148



( Gives chance to understand how company is doing over time- these are essential 


5.
Notes to Financial Statements:  very important – they clarify the info in the other stmts
149

[§6.04]
Accountants’ and Auditors’ Communications:  tells reader nature of accountant’s involvement with the FS
149


(Three types in descending usefulness: (i) Auditor’s Report: highest level of assurance;  (ii) Review Engagement Report: provides only negative assurance; no opinion given;  (iii) Notice to Reader Report: just checks math 
( Auditors are responsible to the SHs and must report to them.  Mang’mt has ultimate responsibility for correctness of info.

[§6.05]
Financial Statement Analysis
151

1.
Ratio Analysis:  is the most powerful and common technique



(a)
Liquidity Analysis
152



( Ability to meet current obligations as they become due 




(a) Current ratio: indicates how may dollars of current assets company has for each dollar of current liability 




( so if ratio is 1.92 to 1 means company has $1.92 in assets for every $1 in liability 




( closer to 1 to 1 means company will have difficulty meeting obligations; want ratio of at least 2 to 1; not too high!




( inventory is considered the least liquid asset b/c it is the furthest from being converted into cash




(b) Acid-test ratio: current assets – inventory/ current liabilities (this done because inventory least liquid) 




( leaving inventory out is the better way to tell if company can meet liabilities 




(c) Turnover or activity ratios: indicate how efficiently management uses its assets 




( Accounts receivable turnover: how many times a year company collects receivables (used to estimate number of days required to collect a receivable) 




( Inventory turnover: how many times a year company sells its inventory (used to estimate number of days to sell inventory) 


(b)
Solvency Analysis
153



( Ability to repay non-current obligations- ie: debt (principal + interest) – as they mature. 



(  Leverage: means how much assets are laden with debt; good balance—too high business fail, too low not using advantage




(a) Debt ratio: total liabilities/ total assets = percentage of assets that are financed by debt (not equity) (0. 5 or less)




(b) Times interest earned ratio: measures how much earnings, before interest and taxes, exceed interest payments 




( if under 1 the business will fail; too high then business not using advantage of debt financing enough  (5.5 is good)


(c)
Profitability Analysis




( Ability to earn income- probably the most important to financial stmt users




(a) Return on sales: measures how much company earns on every dollar of sales 
154



(b) Return on assets: measures how much company earns on every dollar of assets 




(c) Return on equity: measures how much company earns on every dollar of equity 

[§6.06]
Conclusion:  when forensic accounting is appropriate 
154

Appendix 11 – ** HOW TO FIGURE OUT ALL THE Ratios **
159

Tax Aspects of Buying or Selling Assets or Shares

[§7.01]
Introduction
161

[§7.02]
Common Client Situation: sole SH of CCPC wants to sell biz
161

[§7.03]
Assets or Shares – General "Non-Tax" Comments (Pros and Cons) – see chp.2 as well
161

[§7.04]
Methodology for the Required Tax Analysis by Each Party
162
( If no compelling commercial or corporate reason to buy assets or shares then see which has least tax consequences

[§7.05]
Role of Accountants
162
[§7.06]
The Vendor’s Position – Assets vs. Shares
162


1.
Asset Deal- Two Tiers of Income Tax (Corporate & Personal) 
162



( If assets sold V gets taxed twice: once at corporate level- the V will realize income (such as recapture of depreciation) or capital gains- and once at the personal level- the SHs will get taxed when the funds are distributed to the SHs 


2.
Share Sale – One Tier of Tax
162



( There is only one asset to transfer so tax only paid once.  Also, the SHs can get QSBC shares exemption of $500,000 


3.
General Anti-Avoidance Rule (“GAAR”):  the transaction must be for bona fide business purposes
162


4.
Computing the Seller's After-Tax Proceeds from An Asset Deal vs. A Share Deal
162



Step 1: Review Income Tax status of assets



( For accounting purposes the assets are listed as per historical value.  For some assets (land, depreciable capital property, and goodwill) the income tax value will have to be assessed. 



( V-day (December 31, 1971)- any capital gains prior to V-day are tax free.  After V-day, half of the CG are taxable. 



Step 2: Allocation of purchase price to the various assets
163


Step 3: Asset by asset tax calculation 



( For example:  If the original cost of an asset to the V was $10 and over the yrs the V took a CCA so that now the restated cost is $1, if the allocated purchase price to the asset is $6, the V has a $5 CG or recaptured income.



Step 4: Net after-tax yield to corporation = Net selling price – total tax liability 



Step 5: Net after-tax yield following a distribution to V (SHs)



Step 6: Tax effect of share deal: 
Proceeds of dispo
$500,000




Less: cost
$100,000




Capital Gain
$400,000





Taxable Capital Gain (1/2)
$200,000




Tax liability (ie: 40%)
$  80,000




Net after-tax yield
$420,000



( Remember CG exemption for dispo of QSBC shares- can offset $500,000 of CG (or $250,000 of taxable CG)- see p.164



( Remember, a V that is an individual must also consider impact of the alternative minimum tax (AMT)- after computing the total taxable income, the V must deduct the personal exemption of $40,000 and must multiply the remainder by 17% to reach the AMT.  If the AMT is higher than the income tax otherwise payable, it may be carried forward for 7 ys and refunded

[§7.07]
The Buyer's Position – Assets vs. Shares
165


1.
Assets:   V will usually require a higher purchase price
165



( See list of tax advantages to B- ie: B can write up assets to FMV giving a higher depreciable base on which to claim CCA


2.
Shares
165



( Steps involved in B’s analysis of share purchase:



Step 1: Tax status/market value of all assets- B needs to get a sufficient step-up in the cost base. If the B gets no step-up cost base of depreciables, the CCA previously claimed by the V may be recaptured and included in the income of the B when the B ultimately disposes of the assets.  Example: see $10 example above- if the allocated pp is $1 and then the B later sells for $3, then B has to pay tax on the CG (also B wants higher step up so that B can claim future CCA deductions)



( If the B acquires at least 90% of the shares, the underlying assets can be distributed on a rollover basis on winding-up



Step 2: Review tax accounts: can B use any tax benefits in V’s corp.? 



Step 3: See if the V’s can get the Small business deduction for CCPC (first $200,000 at 17.62%)
166



Step 4: Loss carry forwards—some of these will “fall off the table” because control has changed.  SEE HERE FOR CONSEQUENCES UPON AN ACQUISITION OF CONTROL OF THE CORPORATION 



Step 5: Tax liabilities – make sure that the V has taken care of all of these
167



Step 6: Structure and financing-  V may need to provide financing.  Maybe the parties can negotiate an earn-out or reverse earn-out whereby the selling price will be dependent on future profits from the biz sold. 

[§7.08]
Assets – Specific Considerations
167


1.
Accounts Receivable
167
( When a V has sold all or substantially all of the property used in carrying on biz, including accts receivable, s.22(1) applies and the parties must file a joint election.  If they don’t the B has to treat any subsequent gain of the rec’bles as a CG

2.
Inventories:   no election needed.  B will want a large portion of the purchase price to go to inventory
168


3.
Prepaid Expenses
168


4.
Non-Depreciable Fixed Assets:  S wants as much of the purchase price as possible to go to non-depreciable property such as land.  B needs to beware of property transfer tax that may need to be paid on the purchase of real property
168


5.
Depreciable Fixed Assets:  The B wants as much of the purchase price as possible to go to depreciable prop. (especially inventory b/c it is depreciable at a high rate).   



( NOTE FOR B: the ½ rate rule and the available for use rule may restrict the CCA that the B can claim for the first little while.   Also, B must remember that provincial retail tax and GST has to be paid on tangibles (BUT NOT SHARES)



(NOTE FOR S:  S will have to beware on the sale of a building that has a terminal loss and the underlying land that has a gain- the loss won’t be deductible
168


6.
Goodwill:  customer lists may be a deductible biz expense to the B
169


7.
Bonds, Debentures, Notes
169
( Amounts paid on accrued interest are deductible by the B in the yr in which the accrued interest is included in income of S

8.
Existing Tax Reserves
170
( If the assets to which the reserves apply are transferred (prepaid rent), the opening reserve is brought into income of S but the S obtains no closing reserve.  B receives no reserve b/c no amount has been included in his income is respect of those ass

9.
Payment Arrangements
170
( If the purchase price isn’t due in the year of sale or is paid with paper (ie: promissory  note), the V can get tax reserves.  BUT at a minimum, the V should receive enough cash to pay his tax.



( A 5-year reserve mechanism is available for taxable capital gains arising on the dispo of capital property. 

10.
Tax-Deferred Transfers- ROLLOVERS
170
( The V may dispose of its assets on a rollover basis if the B is a corporation and the V receives shares of the B.  
( NO GOOD FOR B b/c the B usually gets no increase in the cost base of the assets acq’d and must therefore bear the latent tax liabilities inherent in these assets.
[§7.09]
Goods and Services Tax ("GST")
170


1.
General Scheme
170
( To ensure the ultimate consumer bears the tax, the B is entitled to an input tax credit for the GST paid so that the GST is effectively passed on to its customers.  BUT see exemption below.

2.
Purchase of a Business:  SHARES ARE EXEMPT FROM GST
171
( Where all or substantially all of the assets are being acquired, the V and B can make a joint election for no GST to be paid



( NOTE:  the election isn’t available if the V is engaged in a commercial activity but the B is not. 
( Goodwill has no GST; legal and accounting fees are entitled to the input tax credit; corps that are related can elect no GST
[§7.10]
Section 116 of the Income Tax Act and Non-Residents
171


1.
General
171



( If the C is a non-resident disposing of “taxable Cdn property” and it does not prepay tax and receive a Clearance Certificate then B will have to withhold a sufficient amount from the proceeds to be paid or else the B will be on the hook 


2.
"Taxable Canadian Property"
172



(a) Real property in Canada (not mortgages)



(b) Capital interest in a trust (other than a unit trust) resident in Cda



(c) Capital property used in carrying on a business



(d) Shares of a private company



(e) Shares of a public company where, at any time during the last 5 years, 25% of issued shares belonged to the V 



(f) Interest in a partnership if, at any time during the last 12 months, FMV of taxable Canadian property held by the partnership was not less than 50% of the aggregate FMV of all property owned by the partnership.


3.
Tax Treaty
175
( A tax treaty b/w Cda and the non-resident’s country of residence may eliminate the Cdn income tax liability.
[§7.11]
Drafting Agreements and Special Tax Clauses
172
( The parties will make certain reps and warranties or they might indemnify one another in respect of certain contingent liabilities.
