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[§1.01]
Introduction
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[§1.02]
CLE Resources
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Buying and Selling a Business

[§2.01]
Introduction
2

The key question in buying and selling a busines is the structure of the deal: aseets sale, share sale, or amalgimation (this chapter deals with asset v. share).

[§2.02]
Overview of the Stages in a Typical Transaction
2

1. Investigation (Due Diligence)



There is a list of items to be considered on Pg 2-3.
2


2.
Negotiating and Deciding on the Structure
3



Advise client on pros and cons of arrangement even if clients have worked out the deal already.


3.
Drafting and Signing the Agreement
3



Note that there are considered to be two phases here, the first is the letter of intent phase, the second is the formal deal.  To ensure that the letter is not binding, make sure that it contimplates that it will be followed by a more formal agreement.


4.
Preparing for Closing
4



This is essentially a list of what needs to be done before closing.  One of these is the preparation of the closing agenda.


5.
Closing
4



Includes discussion of date for closing and that it should be in the agreement, and what closing is, closing is really where the parties insure that all the conditions to the deal are satisfied.


6.
Post-Closing
4



Lists what must be done.

[§2.03]
Use of Checklists
4


They are important, the section is not.

[§2.04]
Basic Structure
4


1.
Subject Matter of the Purchase and Sale
4



Discusses the three possibilities for the deal (Asset, share, amalgimation), on page 4 it compares and contrasts asset and share sales (in terms of what they are only); it also lists the main considerations in deciding between them from page 5-6.  These are:



a.
Taxes –need to look at facts although note that sales taxes apply more to asset.



b.                Undisclosed liabilities and encumberances-in asset only those attached to property, in share, all of company.



c.                 Agents commissions-more on assets



d.                 Conveyancing Costs-more costs for assets



e.                 Partial Sales-can only do with assets unless buy shares and do spin off



f.                  Consents to transfer-this is talking about consents for leases, licenses etc.  Always need for assets, will need for certain things for shaers.



g.                  Minority interests- with assets need a special resolution, but with shares generally need everyone for a small company



h.                  Goodwill-more difficlut to get with an asset sale

i. Employee considerations-share sale buyer inherits, although may be able to mitigate effect by advising employees; asset there is probably successorship with a CA.


2.
Who Will Be the Buyer?
6



Is it an individual or company?


3.
Financing
7



3 ways buyer obtains financing include deferring part of the payment, borrowing from a third party, equity financing.


4.
Seller Financing
7



Discusses what seller financing is (where they do not get full payment right away, and this delay is part of the financing off the deal), that the buyer may want it against possible misrepresetations; and the part of the deal.  The parts of the deal are listed from page 7-8 and include the payment clause (discusses the LARGE TRANSFER SYSTEM), interest, an acceleration clause, security (both assets for asset sale and escrow for share sale), guarantees (personal), covenants (these are to protect the seller’s security interest), and default.  Not that if protecting buyer through the deferral, then you probably need some sort of setoff description in the deal)


5.
Borrowing from Third Parties
8



self expanlitory


6.
Equity Financing
9



self expanitory

[§2.05]
Searches
9


These are listed from page 9 to page 10.

[§2.06]
Three General Drafting Considerations
10


1.
Identification of the Parties
10


2.
Defined Terms
10


3.
Purchased Assets or Shares
10

[§2.07]
Contents of Asset Purchase Agreement
10


1.
Introduction
10



Discusses when one should consider assets versus shares, generally it is said to be tax based, although it may also be based on a belief of significant undisclosed liabilities, and where the buyer will be able to persuade ¾ (for BCCA) or 2/3 for CBCA to sell, but not all shareholders.  Watch however, the higher legal and accounting costs, and the sales tax obligations.  PR LAWYERS need to examine material contracts, leases, and other rights in order to assess consents.


2.
Description of Assets
10



Need description in deal so that it can be the same one in the documents of transfer.  Buyer must also purchase benefits of any contracts etc. that it wants to carry.


3.
Exclusions
11



Because description of assets is generally inclusive, it is necessary to exclude assets not being purchased.


4.
Allocation of the Purchase Price
11



This is the MAJOR TAX ISSUE.  It sets who gets the tax benefits of the asset sale due to recapture v. new historical cost.


5.
Assumption of Liabilities
11



This is negotiable and self explanitory.


6.
Release of the Seller
11



Make sure to release seller from any assumed indebtedness, either by gerting creditors to do so, or by an indemnity from the buyer.


7.
Determination of the Purchase Price
11



Something that needs to be done, can be done by formula.


8.
Representations and Warranties of the Seller
12



These include authority to sell (SR), default provisions, contributory benefit plan (ie pensions), and Canadian residence (tax implications and holdbacks).


9.
Environmental Matters
12



Important for both assets and shares, must be satisfied with seller’s compliance with environmental regulations, and the magnitude of the liabilities being assumed (note this is because some of these follow the assets).Often does environmental audit.


10.
Covenants of the Seller
13



Include: conduct of business; change of name; consents to assignment; termination of employees; covenant of indemnity. 


11.
Representations and Warranties of the Buyer
13



Generally limited to buyers authority and capacity to purchase.


12.
Covenants of the Buyer
14



Include any offers of employement; social services tax payments; consents; assumption of liabilities; covenenats with respect to the continuation of the business.


13.
Survival of Representations, Warranties and Covenants
14



This section deals with deadlines for expiry of representations.  


14.
Conditions Precedent to Closing
14



Will want one on truth of representations, the performance of covenants, and in addition, one that all necessary cosents for transfer (ie lease) have been procured.


15.
Documents to be Delivered at Closing
14



Usually according to normal conveyancing procedures.

[§2.08]
Share Purchase Agreement
15


1.
Identification of the Parties
15


2.
Schedules
15


3.
Purchased Shares
15


4.
Sale Price
15



List of how the price is paid at 15, list of forms of delayed payment at 15.


5.
Representations and Warranties
16



These are generally given by the seller rather than the buyer.  Note the list of typical representations in blue on page 16.


6.
Survival of Representations, Warranties and Covenants
16



Buyer will want long deadlines, seller will want them to be short.


7.
Indemnity Clauses
16



To deal with obvious misrepresetations with respect to the business, consider who this must be against so as to be useful practically.


8.
Conditions
17



A list of typical ones is at 17.

[§2.09]
Restrictive Covenants on the Sale of a Business
17


1.
Introduction
17



Generally discussing non-competition clauses.


2.
The Doctrine of Restraint of Trade
18



Public interest in people being able to carry on their trade freely v. private interest of protection of reasonable interests.


3.
To What Covenants Does the Doctrine Apply?
18



Generally the doctorine applies to employment and sale of business contracts although it does apply to contracts that are not in either category but have similar characteristics.


4.
Guiding Principles
18



Only upheld if reasonable between the parties which essentially means that it must not go further than is necessary to protect the legitimate proprietary interest in business activity, geography, or time.


5.
Drafting a Restrictive Covenant
18



A telescoping clause is one that has a variety of less and less stringent gfeographical and/or temporal limitations, (ie. will not do X for 9 years, 0r 5 years, or 2 years, or (perhaps to end it) whatever the court thinks is reasonable.  The court will simply use the outside marker, and not enforce the contract.  You have to figure oit out yourself.

[§2.10]
Impact of the Investment Canada Act
19


This act regulates forieng investment.  The level of review is 5 mil for assets and 50 mil for share sale unless the foreigner is from a WTO country (there are 140 of them so it is unlikely he would be from elsewhere) where the limit for assets is 223 milion.  The review tests are the effect of the investment on level and nature of economic activity in Canada, and the degree of participation by Canadians in the business.  Notice needs to be filed within 30 days for all traqnsactions related to Canada’s cuiltural heritage and national identity.

[§2.12]
Impact of the Family Relations Act
20


Becomes involved through the definition of family assets, two ways to deal with it on pg 20 in Blue.

[§2.13]
Impact of the Indian Act
20


Important for businesses situated on Reserves.

[§2.16]
Closing Procedures
21


List of closing procedures on page 21.

PRECEDENTS (not examinable)

Precedent 1 – Asset Purchase Agreement
22


Precedent 2 – Share Purchase Agreement
30


Precedent 3 – Restrictive Covenant Agreement
36

Security in Commercial Transactions – Part 1 (See the Cans)

[§3.01]
Introduction
37

[§3.02]
Purchase of Assets
37


1.
Is There Authority to Convey (or Purchase) Assets?
37


2.
Can the Seller Convey Clear Title to the Assets?
37


3.
What Security will the Seller Take?
37


4.
Does the Party Granting the Security have Authority to Grant that Security?
38


5.
How is the Security Documented?
38


6.
Where is the Security Registered? What is the Effect of Registration?
38



[§3.03]
Power to Give Security
38


1.
Common Law
38


2.
Company Act
38


3.
Memorandum and Articles
38


4.
Canada Business Corporations Act (CBCA)
39


5.
Who Has the Right to Decide?
39


6.
Other Contracts
39

[§3.04]
Kinds of Security
39

[§3.05]
Manufactured (Mobile) Homes
39


1.
Introduction
39


2.
PPSA Registration
39

[§3.06]
Debentures and Trust Deeds
40


1.
What is a Floating Charge?
40


2.
What is a Debenture?
40


3.
What is a Trust Indenture?
40


4.
Receivers and Receiver-Managers
40

[§3.07]
Other Security Instruments
41


1.
Land Mortgages
41


2.
Bank Act Security
41

[§3.08]
Searches
41

[§3.09]
Guarantees
41


1.
Definitions
41


2.
When is a Guarantee Used?
41


3.
Guarantee vs. Indemnity
41


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


5.
Preparing a Guarantee
42


6.
Enforcement of a Guarantee
42


7.
Defences to the Creditor's Claim
43


8.
Assignment of Collateral Security and Liability
43


9.
Surety’s Right against Principal Debtor
43

Appendices


Appendix 1  – Letter of Guarantee
45


Appendix 2  – Deleted


Security in Commercial Transactions – Part 2

[§4.01]
Overview of the Personal Property Security Act
48

[§4.02]
Interpretation and Scope of the PPSA
48


1.
Interpretation
48


2.
Scope of PPSA
50

[§4.03]
Attachment
51


1.
Introduction
51


2.
Time of Attachment – General Rule
51


3.
Floating Charge
52


4.
After-Acquired Property
52


5.
Future Advances
53

[§4.04]
Perfection
53


1.
Introduction
53


2.
Methods of Perfection
53

[§4.05]
Priorities
55


1.
Introduction
55


2.
Residual Priority Rule
56


3.
Special Priority Rules
56

[§4.06]
Registration
60


1.
Notice Filing System
60


2.
Early Registration
61


3.
One Financing Statement – Multiple Registrations
61


4.
Certainty Over Fairness
61


5.
Registration Not Notice
62


6.
Registration and Searching Online
62

[§4.07]
Rights and Remedies on Default
62


1.
Introduction
62


2.
Collection of Payments Under Intangibles, Instruments or Chattel Paper
63


3.
Rights of Seizure or Repossession
63


4.
Disposition of Collateral
63


5.
Distribution of Amounts Realized from Disposition of Collateral
64


6.
Voluntary Foreclosure
64


7.
Rights of Redemption and Reinstatement
64


8.
Applications to Court
65


9.
Receiverships
65


10.
Rights and Remedies: Consumer Goods
65


11.
Law Applicable – Substance and Procedure
66

Appendices


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

Introduction to Financial Accounting and Financial Statements

[§6.01]
Introduction
142

[§6.02]
Financial Statements - Generally Accepted Accounting Principles and Assumptions
142


1.
Generally Accepted Accounting Principles
142



Assumptions and principles are listed in Blue on 142.


2.
The Going Concern Assumption
142



Assumption that the entity will continue to operate for a period of time sufficient to carry out its existing obligations.  Note that this will be dispensed with if the entity is going into liquidation.


3.
The Stable Unit of Measure Assumption
143



the unit of account does not change.


4.
The Periodicity Assumption
143



Assumptions are made as to the ultimate outcome of incomplete transactions.


5.
The (Historical) Cost Principle
143



Assets are initially recorded at what they cost.  This is not adjusted except to allocate the expense of the asset over its life.


6.
The Revenue Principle
143



Revenue is what is earned by provision of goods or services, and is counted when earned rather than when money is received.


7.
The Matching Principle
144



Expenses or cost directly associated with earning revenue are recorded in the same period that the revenue is earned.  Together the revenue principle and the matching principles form the basis of the accrual method of accounting.


8.
The Objectivity Principle
144



Measurements should be made according to the most objective information available.


9.
The Consistency Principle
144



once an accounting method is adopted it should not be changed.


10.
The Conservatism Principle
144



When estimates made and uncertainty exists, revenues and gains should not be overstated, and expenses and losses should not be understated.

[§6.03]
Financial Statements
144

(see 6 components in Blue on 144.)


1.
The Balance Sheet
145



Records the assets that are owned (assets) and how they are financed (liabilities and equity) at a particular point in time.  Assets should equal liabilities plus equity.  The current/non-current dichotomy is discussed (in Blue) on 145.  Current assets are cash and inflows to be received in the next year, current liabilities are debts maturing within a year.  Equity is non-current.


2.
The Statement of Income and Retained Earnings
146



Income statement presents the accumulation of income producing transactions over the past year.  (R-e)  Discussion of income and accrual accounting and how these are seen in the income statement at 146 column 1 bottom in Blue.  Retained earnings refers to income that the entity has generated and retained since its inception.  (It does not include that income paid out in dividendss as they are paid out of the RE.  RE is the owners residual interest.


3.
The Cash Flow Statement
146



Starts with a bit about direct v. indirect preperation.  Now direct is used.  Documents the change in the cash position of the company.  It includes three sections (operating activities, investing activites, and financing activities).  What they are should be self expanitory but if not, is on pg 147-8 under the respective headings.  The use of the cash flow statement is in the last two paras of the first column on page 148.


4.
Comparative Balances
148



There should be the balances from previous years statements in the financial statements for comparison purposes.  The use of these is given in Blue on 148.


5.
Notes to Financial Statements
149



These are explinations attached to financial statements.  Sort of like footnotes.  What the information should do (4 things) is in a-d on 149.

[§6.04]
Accountants’ and Auditors’ Communications
149


Three types of reports by accountants (Auditors report, Review Engagement Report, and a Note to Reader).  They represent a decreasing assurance from the acocuntant as to the accuracy of the statements.  Reporting and distrubuting companies have to have an auditors report.  Private can avoid if all shareholders waive.  Notices are just for internal magmt decisions.  What an auditor does is at bottom of 149-top 150, what review engage has done is near bottom of first column on 150, notice to reader is at top of second coloumn of 150.  (samples on the next page.


[§6.05]
Financial Statement Analysis
151

See index 11 at 159-160 for a list of the ratios and what they analyse.


1.
Ratio Analysis
151



Usually expressed in percent terms so that analysis can be seperated from the size of the company.  Ratios are used to measure liquidity, solvency, and profitablility. (what these things are in brief is at 151-152.


2.
Liquidity Analysis
152



Measures the ability of the company to pay its short term debt.  Uses the current ratio and acid test (which is the same thing, by a different name, then the quick ratio) to measure this ability.  Turnover or acivity ratios measure whether the assets are being used efficiently (ie. not sitting around unprofitably simply to make the current and quick ratios look better.)(include a/r and inventory turnover)  The current ratio is a way to evaluate working captial (current ass-current lia).  It takes the magnitude of working capital.  It is current assets divided by current liabilities.  It should be 2:1.  The closer it is to 1 the more likely the company will have problems.  The acid test/quick ratio are the same thing except that inventory is removed from current assets because it is the most difficult to turn to cash. Generally you want a quick ratio of 1:1 or better.


3.
Solvency Analysis
153



Measures ability of company to pay long term debt.  Ratios include the debt ratio, the times interest ratio (pre interest payments and tax payment earning over interest payments-if less then 1 they are going broke fast).  There is a risk v. reward implicit in these so it is not always better to have ‘better ‘ ratios because while such ratios are safer, they so a company that is foregoing the benefits of leverage.


4.
Profitability Analysis
153



Measures the ability of the firm to generate income.  Ratios include the return on sales (or gross margin), the return on assets, and the return on equity.  Watch because return on sales will vary from one industry to another.  Thing of groceries where the markup is low but the volume is high, versus say satellite manufacturing where they may sell one per year.

[§6.06]
Conclusion
154

Appendices


Appendix 10 – Acme’s Financial Statements
155


Appendix 11 – Acme’s Ratios
159

Some Tax Aspects of Buying or Selling Assets or Shares

[§7.01]
Introduction
162

[§7.02]
Common Client Situations
161


The problem is going to be whether to do an asset or share sale.

[§7.03]
Assets or Shares – General "Non-Tax" Comments
161


Lists non-tax considerations affecting the decision between asset and share sale (watch out though because the “tax tail wags the transaction dog.)

[§7.04]
Methodology for the Required Tax Analysis by Each Party
162


Two steps, first determine the after tax yield of both asset sale and share sale; second consider other tax factors like sales tax etc.

[§7.05]
Role of Accountants
162


Lists three reasons why we need to understand this and the financial statement garbage.

[§7.06]
The Seller's Position – Assets vs. Shares
162


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



The seller (company) will realize income through recapture (CCA) and through any capital gains on assets.  It will pay tax on these.  The person behind the company has to get his money.  This will be done through dividnends and he will be taxed on these (thus taxed twice).


2.
Share Sale – One Tier of Tax
162



Only K gain for the seller.  Note the $500,000K gain excemption for qualifying small businesses).


3.
General Anti-Avoidance Rule
162



This is anti-sham legislation that you need to be wary of when structuring deals.


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



Lists steps and what is involved.  The steps are: Review the income tax status of the assets (what depreciation class they fall into); allocate the purchase price between them; do an asset by asset tax calculation; come up with net after tax yield to the corporation; then determine the net after tax yield following a distrubition to the owner; then assess the tax effect of a share deal to compare the two.  Each of these is discussed.  Not that for the after tax effect of share there is a discussion of what you need to get the $500,000 K gains deduction.

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


1.
Assets
165



Lists 6 advantages for buyer to asset transaction on 165. 


2.
Shares
165



Tha advantages for shares need to be determined on the facts by looking at the tax status of the assets; a review of tax accounts; the small business deduction; loss carry forwards; tax liabilities; and structure and financing.

[§7.08]
Assets – Specific Considerations
167


1.
Accounts Receivable
167



See detailed description of election under ITA s. 22(1) so that buyer does not need to treat future gains or losses on a/r



S as a capital item.


2.
Inventories
168



ITA 23(1) deems sale of inventory in part of selling of business as a sale in the course of business that thus has to go into income.


3.
Prepaid Expenses
168



Deductible in year to which they relate.


4.
Non-Depreciable Fixed Assets
168



Seller will want as much of the price as possible in these because it will decrease with respect to recapture, buyer will want them to be as little as possible so that they can re calculate historical cost on depreciable items.


5.
Depreciable Fixed Assets
168



Same as 4 although note here that it also works with dep rates (the higher the dep rate the more the buyer wants allocated to it.)


6.
Goodwill
169



If buying customer lists, these can be deductible bus expense for buyer if there is no non-competition clause.


7.
Bonds, Debentures, Notes
169


8.
Existing Tax Reserves
170


9.
Payment Arrangements
170


10.
Tax-Deferred Transfers
170

[§7.09]
Goods and Services Tax ("GST")
170


1.
General Scheme
170


2.
Purchase of a Business
171

[§7.10]
Section 116 of the Income Tax Act and Non-Residents
171


1.
General
171



This is the holdback for non-residents bit. 


2.
"Taxable Canadian Property"
172



Taxable cdn property listed on 172.


3.
Tax Treaty
172



May eliminate need for holdback.

[§7.11]
Drafting Agreements and Special Tax Clauses
172

