Buying An Existing Business
(Last Revised January, 2005)

The following is intended for general information only, regarding some of the issues relating to
purchasing a business in Saskatchewan. We advise you to seek specific legal advice prior to making
any of the arrangements outlined in this article, as the particular facts of each person's situation will
vary, as will the advisability and effectiveness of any particular strategy.
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1. Introduction

Instead of starting your own company or business, you may decide to buy an existing one by
acquiring either the shares of an existing company or all of the assets of an existing company or
business.

There can be certain advantages to this; for example, the customers and suppliers already exist, you
can get advice and information from the previous owner (whom you might choose to hire as a
consultant for three to six months), and it is easier to prepare your business plan and apply for
financing because the business already has a track record.
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You may find businesses for sale through real estate or business brokers, newspapers (business
opportunities) or trade magazines, but usually it's through word of mouth. Start asking around and
see what's best for you in terms of size, price and something you think you would enjoy doing.

There are other alternatives to purchasing assets or shares, depending upon the nature of the
business. You may instead find that you are interested in purchasing a partnership interest, forming a
joint venture, purchasing a franchise interest, or making a major equity investment in a going
concern. These alternatives, however, are beyond the scope of this article.

2. Structuring the Deal

Once you've started seriously talking to a prospective seller (but before you've put pen to paper), you
will want to give some thought and get some preliminary professional advice as to what will be some
of the key issues in the negotiations. Some of the key issues to keep in mind are:

e Shares or Assets

If buying shares of an existing company, you must remember that you're buying all the
baggage that goes along with the shares. You're buying the company and you will be that
company. Any existing debts, lawsuits, environmental problems, potential or actual liabilities
will be yours unless they are cleared up before the transaction is closed. Purchasing shares
means that you will have to use extra care in your investigation of the company (called "due
diligence"), and negotiate additional rights to protect you against future liabilities.

If you buy assets, then you will not, generally speaking, be responsible for the past liabilities
of the business (an exception is environmental liabilities, where you are buying land.) You
want to make certain, however, that the seller sells you all of the assets you need for the
operation of the business, and that you will receive those assets free and clear of all claims
and encumbrances. You will also want to make certain that the assets and operation will not
be affected by the sale; for example, certain licences or contracts crucial to the operation of
the business may not be transferable, and may cease to exist upon a sale of the business.

If you already have an existing company and wish to expand, then instead of buying shares
or assets you might choose to amalgamate with the target company. Both companies then
disappear and a new company is formed. Everyone exchanges their shares in the old
company for shares in the new one. The new company could keep one of the existing
corporate names or take a new name altogether. Amalgamation has its risks (since the newly
amalgamated company will have all of the liabilities of both your company and the target
company), but it is sometimes useful where, for example, your company is able to make use
of existing tax losses or credits of the target company.

Of course, you will also have to consider the seller's position. The seller may have his or her
own reasons for wanting to sell assets or shares. If your are financing the transaction you
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should also confirm that the lender is comfortable with the proposed structure before you
proceed. If the seller is not incorporated, then it will likely be an asset purchase.

Tax Issues

What is your current tax status? What is the tax status of the target business? Will capital
gains be an issue? There may be special considerations for accounts receivable and
inventory. A purchaser may wish to purchase assets so they can be depreciated over time.
There may also be tax losses that may make the purchase of shares attractive. Sometimes a
corporate reorganization is advisable which may include the use of holding companies to
reduce tax exposure. GST can also be an issue but there may be exemptions or elections
that can be utilized in reporting these taxes.

These are only a few of the tax considerations which may arise in the purchase of a business.
You'll have to get advice from your tax advisor on the tax ramifications of any transaction, but
whatever you decide, make sure it makes good business sense and is not solely based on
tax issues.

Valuation

You may need the assistance of an accountant or business valuator when considering what
the purchase price is going to be for a business, whether you are buying shares or assets.
You want to pay a fair and reasonable price for the shares or assets taking into consideration
the future potential of the business. This may not necessarily coincide with what the seller
has put into it. Ask yourself, why are they selling? What's the potential here?

Depending on the type of business, you may also want to look at comparable sales or have
an independent appraisal done. You should conduct investigations into the business' financial
and corporate affairs before finalizing a price. You may find that the seller will require you to
sign a confidentiality agreement before he or she discloses the information you require to
make a good business decision.

Once you have agreed on a purchase price, if it is an asset purchase you will also need to
consider how to allocate it. You may want to allocate more to depreciable assets or inventory
than land or goodwill which is not depreciable. Whatever allocation you agree to, it has to be
reasonable or Revenue Canada will question it.

Financing
How will you pay for the purchase? There are many different ways to finance your acquisition

which are beyond the scope of this article, but one option you may wish to consider is vendor
financing. You may be willing to pay a little more if the seller will let you pay over time.
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Some advantages of vendor financing are:

easier to obtain

generally better terms

you don't have to explain the business/potential to a third party

seller is likely more willing to help you get on your feet if he or she has a vested
interest.

e Employees

o O O O

If you are purchasing the shares of the company, you will be acquiring all of the current
employees. If you do not wish to keep all of those employees, you will have to consider the
liabilities of the company for severance pay, in making your decision to buy.

If you are purchasing the assets of the business, then in most cases the current employees
will be terminated in their employment by the seller, and may be re-hired by you as the
purchaser. As this can lead to severance and vacation pay issues for the seller, it is often the
subject of negotiation between the seller and purchaser.

You will also want to consider whether there are any key employees whose continued
employment with the business is important to its success, and whether there is any added
protection you will require if any such employee should decide to leave once ownership of the
business changes.

In some cases, you will want the current owner to stay on for a period of time to advise you
as to the operation of the business. You will generally negotiate a separate consulting
agreement for these services.

¢ Non-Competition

Whether you are buying the shares or assets of a business, you may wish to obtain a non-
competition agreement from the seller so that he or she can't turn around and open up shop
next door to you. This would have to be a reasonable covenant taking into consideration the
type of business, the territory it covers and the length of time needed to protect your interests.

3. Letter of Intent

Once you've done some preliminary investigations and you've decided on the basic structure of the
transaction and the price you're willing to pay, the next step is generally to make an offer by way of a
Letter of Intent. This letter will set out the basics and may be revised several times before both
parties agree to the terms of the transaction. This Letter of Intent will form the basis for a binding
definitive agreement.
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The transaction proposed in the Letter of Intent should be conditional upon the results of the due
diligence, the obtaining of all necessary consents and the negotiating of a final agreement. It may
also be conditional upon your being able to obtain the necessary financing. It is very important that
the Letter of Intent clearly state that it is not intended to be final and binding until a formal agreement
is signed by the parties. There are many small details which will need to be negotiated before you
sign the final contract.

4. Due Diligence

Due diligence is like detective work. It is the process of gathering information by conducting
investigations, searches and inquiries and is vital to any share or asset purchase.

The results of due diligence may help you decide:

whether you proceed with an acquisition;

whether to buy shares or assets;

how much to pay and how to allocate the purchase price;

what matters need to be covered in the purchase agreement for your protection.

In order to save the expense of conducting due diligence searches, purchasers may simply wish to
have the seller give extensive representations and warranties in the purchase agreement, and then
rely only upon these representations and warranties as protection. The danger with this approach is
once the transfer has taken place, you may be saddled with certain liabilities that you didn't
contemplate. You can sue the seller for breach of the contract, but this may be costly and time
consuming or the seller may have gone bankrupt or left town. It's better to do your investigations and
know about these problems before you invest your hard-earned money.

There are many types of due diligence. Two of the most common types of due diligence are:
e Business Due Diligence

This starts as soon as you start looking at a particular type of business. It includes, for
example, your market studies, library, newspapers, journals, asking around, getting copies of
material that are in the public domain (e.g. brochures) and speaking to your financial
advisors.

Once you decide to focus on one particular business, you can approach the owner or owners
wishing to sell and get as much information from them as you can regarding the company's
prospects, customers, lease arrangements, background, and other aspects of the business.
They probably won't let you see their financial statements or customer lists until you give
them a confidentiality agreement and perhaps a refundable deposit with a Letter of Intent to
show you're serious about buying the business.
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You may need additional assistance from accountants, engineers or environmental
specialists in conducting your business due diligence. The extent of your investigations may
well depend on the type of business you wish to acquire and how you intend to finance it.

Environmental due diligence is assuming increasing importance, since the liabilities
associated with environmental problems can be extensive, and can affect the directors of the
company personally.

¢ Legal Due Diligence

The lawyer's job is to conduct various searches and review documents to determine the legal
status of the business you are buying, such as potential liabilities, the status of lease
arrangements, employee matters, and contractual obligations. The lawyer will also check to
make sure the assets being acquired are free and clear of all encumbrances unless, of
course, you intend to assume these encumbrances. If you are taking over a lease or
contracts, you will want the lawyer to check that these agreements are in good standing, and
that the landlord or other party will allow you to take over the contracts.

The extent and cost of this due diligence review may depend on the amount of money
involved, the type of business being acquired, and the level of risk with which you are
comfortable.

From the seller's point of view, a certain amount of due diligence is also advisable so that the
seller can back up his or her promises. There may be a potential liability of which the seller is
unaware. As well, often the purchaser's lawyer will ask the seller's lawyer for a legal opinion
regarding the status of the company or on other legal matters. Due diligence and legal
opinions are also often required by the financial institutions who are funding the transaction.

The results of the due diligence exercise may not always be what you want, but at least it
cuts down the surprise factor and aids in the negotiation of the purchase agreement.

5. The Formal Agreement

The preparation of the formal agreement gives the parties the opportunity to flesh out the basic
agreement, and tie down a number of smaller matters which may not have been thought of by the
parties in their initial negotiations.

Often clients will say that they want only a very simple agreement - nothing long or complex. While a
short and simple agreement is always possible, it's not always advisable. Most of what is put into the
purchase agreement is there for your protection. The shorter the agreement, the more risk you as
purchaser will assume.

The three basic components of the formal agreement are as follows:
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The Basic Elements

The first part of the agreement will usually cover the basic elements of the agreement--the
parties, the assets or shares being purchased, the purchase price, adjustments to the
purchase price, how and when the purchase price and adjustments will be paid, and how
GST will be handled.

You will sometimes want to give extra thought as to who the parties should be. If you are
buying assets from a company, who would you wish to sue if something goes wrong? Do you
only want to be able to sue the company (which may not have any assets left), or do you also
want the right to sue the shareholders (who will likely be receiving the sale proceeds.) Often
shareholders are added as parties to the agreement as additional protection for the
purchaser.

Adjustments to the purchase price can also be a complex issue, depending upon the nature
of the business or assets being purchased. Prepaid expenses, inventory, and accounts
receivable are all matters which can require special consideration.

Representations and Warranties

The representations and warranties are given primarily by the seller on those matters which
are important to your purchase of the business. You first have to consider what facts and
issues are important to your decision to purchase the business and the amount you are
willing to pay. Then, in addition to conducting your due diligence on those matters, you will
look for a representation or warranty from the seller that the facts as represented to you are
true. This is intended to protect you should there be other facts or information you do not
know about, or if the seller has misled you on some important matter.

A breach of representation or warranty will allow you to sue the seller (or other parties)
making the representation or promise. For example, if you are buying the shares of a
company, you will likely want a representation that all income tax and GST returns have been
properly filed, and all income tax and GST has been paid. If, after you have purchased the
company, Revenue Canada should reassess for income tax owed by the company before
you purchased, you would have the right to sue the seller for that additional income tax.

Closing Matters
This portion of the agreement will generally set out the closing date, and what must be
exchanged at the time of closing. It will also set out any special conditions of closing which

must be met before the sale can be finalized. Typical conditions of closing are:

o All representations and warranties given prior to closing continue to remain true and
accurate as of the date of closing;
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o You will receive the purchased assets or shares free and clear of all encumbrances,
except those you may have agreed to assume;

o Any special licences or consents have been received;

o All governmental clearance certificates or approvals have been received;

o All other documents which form part of the transaction have been signed and
received; and

o You have tendered the payment as promised in the agreement.

Often you will be required to attend at either your lawyer's office or the seller's lawyer's office
to formally sign the documentation and tender the purchase price. The business is now yours!

6. Ready for Business

Now you are the proud owner of a new business. If you have conducted your due diligence and have
a good purchase agreement in place, you are well on your way to success. You may need ongoing
consultation with the prior owners, so it is always wise to keep a good working relationship with those
people. You may also require the ongoing assistance of your team of advisors (accountants, lawyers,
etc.) because even though the transaction is complete, the work has just begun!

7. Contacting a Lawyer on this Subject

For more information on this subject or specific legal advice, contact Robertson Stromberg Pedersen
LLP at (306) 652-7575.



