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The Transaction – First Try
The transaction was originally structured as a share purchase agreement and we were
engaged in September 2021.

The Buyer was a US search fund and this was to be their first, or one of their first,
acquisitions.

Unfortunately, the LOI had already been signed when we were engaged. This became
important with respect to the drafting and negotiation of the stock purchase agreement.

The Purchaser provided the form of share purchase agreement in November. Unfortunately, it
was a US stock purchase agreement where they had basically just changed the names.

Our client asked us to redraft the agreement with an explanation added to the agreement for
every change that we made to the originally sent version.

It took us three weeks to revise it and complete the schedules, etc.

Once both parties had reviewed the revised agreement it was clear that there were many
outstanding issues that hadn’t been considered when the LOI was entered into.
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Issues
Materiality Scrape
A “materiality scrape” is a provision contained in a purchase agreement that
effectively eliminates, for indemnification purposes, any materiality qualifiers in a
representation and warranty when determining whether a breach of the representation and
warranty has occurred.

“All representations and warranties made herein will be deemed to have been made without
any references as to materiality or “material adverse effect” for purposes of determining (a)
whether there has been a breach requiring indemnification and (b) the Losses with respect
thereto.”

For example, if a purchase agreement contains a materiality scrape, a representation
and warranty that states “the Seller company is not party to any material litigation” would be
read, in determining whether a breach of that representation and warranty has occurred
for indemnification purposes, as “the target company is not party to any litigation.”

In other words, the statement is read as if the word material was never included in the first
place – the materiality qualifier otherwise applicable to the representation is “scraped” away.
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Materiality Scrape (cont’d)
A materiality scrape provision can be a single or double scrape. A double materiality scrape
applies to determining both: (a) whether or not a breach has occurred and (b) the amount of
indemnified losses resulting from that breach. A single scrape applies the materiality scrape
to the determination of losses resulting from a breach, but not as to whether or not the breach
occurred.

This clause is not common in Canada in transactions under $20 million dollars, but in the US,
it has become standard for almost all M&A transactions over the last 15 years.

Solution
1. materiality scrape does not apply to determine if a breach has occurred, it does
apply to calculate damages.
2. Indemnity basket – a large aggregate threshold was set prior to the Buyer being
able to bring an indemnity claim.
3. Limited time period on survival of the representations and warranties (other than
fundamental representations and warranties) and indemnification cap equal to
purchase price
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Sole Remedy
The Purchaser wanted Indemnification and the ability to use all other remedies available at
law – i.e., sue and unlimited damages. We negotiated so that the indemnification provisions
were the sole remedy.
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Fundamental Representations and Warranties
Fundamental representations are that “fundamental” to the bargains or deal. For example:

- I own the shares or the company owns the assets being sold;

- Seller is duly organized, validly existing and in good standing;

- Seller has power and authority to own its assets and enter the agreement;

In our transaction, Seller tried to add in representations as fundamental – i.e. on IT systems,
I.P. environmental matters, sufficiency of inventory - that are not fundamental
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Black Hat
Representation Buyer asked for (and wanted to be fundamental)

Without limiting the generality of the foregoing, Company has not, and is not currently,
engaged in black hat techniques including but not limited to SEO practices, as well as
paid for reviews, keyword stuffing, cloaking or using private link networks.
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Contingent Consideration
This issue is the one that ultimately led to the share purchase transaction not proceeding.
Under the terms of the transaction, a large portion of the purchase price was contingent and
consisted of a performance bonus, a revenue share and payment for the inventory.

The inventory payment was unsecured, didn’t begin for four months and was paid out over 24
months. The parties were ultimately not able to come to agreement on the inventory payment
portion of the purchase price as the Sellers were not comfortable “giving away” their inventory
to be paid over two years when they were no longer in control of the business.

We had some protections built in (for example, if contingent consideration isn’t paid, non-
compete is null and void). Further repayment of the inventory amount was subordinated to the
Buyer’s credit facility and subject to the Buyer being in compliance with the terms of the credit
facility at all times.

The Sellers decided not to proceed with the transaction in February, 2022.
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The Transaction – Take Two
The transaction was resurrected as an asset purchase agreement in March, 2022 with the
parties agreeing that rather than buying all of the assets, the Buyer would buy the assets of
one division of the Company.

With respect to contingent consideration, the cash component of the purchase price as a
percentage was increased, the Sellers agreed to take equity in the Buyer and the amount of
the inventory payment was reduced and the Sellers were allowed to continue to sell the
inventory post closing (in addition to the Buyer selling inventory) with such Seller sales
reducing the amount of the inventory promissory note.
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Tax Efficiency 
“The parties and their representatives will work together in good faith to create a hybrid
purchase and sale structure that is most tax efficient for both parties in accordance with the
transaction structure set forth in Schedule “B” hereto.”

We attempted to add this to the LOI. The Buyer’s legal counsel refused but verbally agreed to
consider it if the parties were able to come to agreement on the form of asset purchase
agreement.
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What is a Hybrid Sale?
• Share sale: Vendor use LCGE if shares qualify as QSBC.
• What if buyer insists on buying assets of the target to maximize tax pools and not inherit liabilities?
• Hybrid sale:

• Bridge the gap between two sides by enabling the vendor to access the LCGE and yet allowing 
the purchaser to acquire assets with high tax basis 

• Operating entity still has the same capital gain from selling assets, but Vendor personally claim 
LCGE to receive part of the proceeds personally.

• Hybrid relatively low risk since Geransky case in 2001. However, recent Foix c. La Reine, 2021 
TCC 52; under appeal, renewed worries about s.84(2) applying to Hybrid transactions. In our view, 
provided no part of the hybrid transaction is to indirectly extract excess cash inside target, CRA 
should not be successful to applying s.84(2).  Hopefully, the appeal decision will shed more light.
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March 18th

Moodys

Moodys

Buyer Counsel

Buyer Counsel

Negotiating to get the Hybrid agreed to
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March 21st

Moodys

Buyer
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Buyer

Seller
to all Parties
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Pre-Sale Structure
Mr. B

B Holdco

Opco
(FMV: $13,000,000)

A
Family Trust

A Holdco

Business X
FMV: $8,000,000

Business Y
FMV: $5,000,000

4 Individual 
Beneficiaries

15



Connecting people and ideas  in tax, accounting and law.

Step 1: Triggering LCGE Gains & Freeze
$900,000 CG

Mr. B

B Holdco

Opco

A
Family Trust

A Holdco

39 Class A 
Common

39 Class A 
Common

$3,600,000 CG
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Step 2: Sale of High-ACB shares to Newco
Mr. B

B Holdco

Opco

A
Family Trust

A Holdco

Newco
(AB ULC)

$4,500,000
V. P/S

High ACB
Low PUC
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Step 3: Redeem P/S of Opco held by Newco

Opco

$4,500,000
V. P/S

High ACB
Low PUC

Newco
(AB ULC)

• Ensure Newco 
and Opco are 
“connected”, and 
Newco has 
“substantiated 
interest” in Opco
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Step 4: Amalgamate Opco with another corporation

Opco Inactive Co

Amalgamate

• Deemed year end to ensure subsequent capital gain NERDTOH 
do not cause Part IV tax to Newco on Step 3
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Step 5: Sale of Newco to US Buyers’ Buyco

Mr. B

B Holdco

Opco

A
Family Trust

A Holdco

U.S.
Co

CDN
BuyCo

(AB ULC)

Newco
(AB ULC)
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Step 6: Sale of Business X to Newco U.S.
Co

Opco Cash Proceed of $3,500,000

Business X
FMV: $8,000,000

Business Y

Opco Capital Gain: $8,000,000
CDA: $4,000,000
NERDTOH: $1,226,640

CDN Buyco and 
Newco subsequently 
amalgamated and 
continued to the U.S. 
as a LLC

Newco
(AB ULC)

CDN
BuyCo

(AB ULC)

US LLC
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Importance of having accounting support on an 
M&A transaction

The Operating Statements have been prepared in accordance with practices generally
accepted in the real estate industry including in Canada, consistently applied, and are true
and accurate in every respect and fairly represent and disclose the results of the business
operations of the Property and all Material financial transactions of the Vendor.

The Financial Statements have been prepared in accordance with generally accepted
accounting principles on a compilation basis, are true, correct and complete in all Material
respects and present fairly the consolidated financial condition of the Vendor as of the dates
or year-ends of such Financial Statements.
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