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THE “SIGN AND CLOSE” — DEEMED YEAR END RULES
By Joan E. Jung*

The complexities of the deemed year end rules in the Income Tax Act (Canada) were illustrated in a
recent Technical Interpretation No. 2011-0424446E5 dated December 2, 2011 (the “Technical
Interpretation”) in which the Canada Revenue Agency (“CRA”) made some thought-provoking comments
relating to a “sign and close” scenario. In a sale of shares of a Canadian-controlled private corporation
(“CCPC”) to a non-resident or public corporation purchaser, a “sign and close” has become the prevailing
wisdom (albeit subject to commercial considerations and risk) in order to avoid multiple year ends arising
from the interaction of the deeming rules in subsections 249(3.1) and (4), 256(9) and 251(5)(b). It has
been said that in a “sign and close,” a “part-year” CCPC might exist in certain circumstances® which
could cause problems with eligibility for the small business deduction in the fiscal period up to closing.
The Technical Interpretation may be interpreted to give some comfort in this regard, although perhaps by
omission only.

Background
It is well known that where control of a corporation is acquired by a person or group of persons, the

taxation year of the corporation shall be deemed to have ended immediately before that time.* Thus tax
lawyers and commercial lawyers alike are aware that the closing date of a share purchase transaction can
trigger this consequence. Technically, it is the time at which control is acquired which is relevant, i.e., the
particular time at which the purchaser becomes the legal and beneficial owner of shares of the target
corporation carrying the right to a majority of the votes for the election of the board of directors.
Subsection 256(9) ousts the particular time rule, by deeming control to have been acquired at the
beginning of the day and not at the particular time, unless an election is made to not have such provision
apply. Prior to amendments to subsection 256(9) in 2009 in response to the decision in La Survivance v.
The Queen,” subsection 256(9) applied for purposes of the Act without exception. Subsection 256(9) was
amended so that such subsection does not apply for purposes of determining whether a corporation is a
small business corporation or CCPC.

It is also well known that where a corporation becomes or ceases to be a CCPC, the taxation year of the
corporation is deemed to end immediately before that time.® Because the preamble to subsection 249(3.1)
contains the words: “otherwise than because of an acquisition of control to which subsection (4) would, if
this Act were read without reference to this subsection, apply”, it is clear that subsection 249(4) is
intended to apply in precedence.
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In the context of a share purchase transaction, how does a corporation cease to be a CCPC otherwise than
because of an acquisition of control by a non-resident or public corporation? Such an acquisition of
control would engage subsection 249(4) in precedence to subsection 249(3.1). Paragraph 251(5)(b) is the
key concern. This provision applies for purposes of the definition of CCPC, but does not apply for
purposes of subsection 249(4).” Specifically, where at any time, a person has a right under a contract, in
equity or otherwise, either immediately or in the future and either absolutely or contingently to acquire
the shares of a corporation, that person is deemed to be in the same position in relation to control of the
corporation as if the person owned the shares at the particular testing time. Therefore, where a non-
resident or public corporation purchaser has a right to acquire shares of a CCPC, there is a change in
status of such target corporation because the purchaser is deemed to have acquired such shares and thus
would control the corporation. Such a right can trigger the deeming rule in subsection 249(3.1) with a
resultant deemed year end immediately before that time. Absent such a right, it seems that subsection
249(4) alone (in precedence to subsection 249(3.1)) would apply on the acquisition of control. It is the
specter of paragraph 251(5)(b) which has driven parties to a “sign and close” to avoid the multiple
deemed year ends — one taxation year of the target CCPC ending immediately before the signing of the
share purchase agreement by a non-resident or public corporation purchaser by virtue of paragraph
251(5)(b) and subsection 249(3.1) and the second taxation year ending immediately prior to the
acquisition of control by such purchaser by virtue of subsection 249(4).

But even the signing of a letter of intent arguably engages paragraph 251(5)(b). A number of
commentators restrict this to a “binding letter of intent”® although the broad wording of paragraph
251(5)(b) could encompass what might be considered a non-binding letter of intent where the parties
expressly state that they are working towards the execution of a definitive agreement.? In the context of
buy-sell arrangements in shareholders agreements, CRA previously restricted the application of paragraph
251(5)(b) to circumstances where “both (or all) parties clearly have either a right or an obligation to buy
or sell, as the case may be”'® but that language is not found in the current version of Interpretation
Bulletin IT-419R2.™ If it is not necessary that one party clearly has the right to buy and one party clearly
has the obligation to sell, given CRA’s views that rights may be subject to multiple contingencies™ and
that an entitlement to purchase subject to a condition constitutes a contingent right to acquire,** wider
application of the admittedly broad wording of paragraph 251(5)(b) is clearly possible.

Technical Interpretation No. 2011-0424446E5
The Technical Interpretation involved a “sign and close” but with curious comments regarding a possible
paragraph 251(5)(b) right. The facts were as follows:

1. Corporation A is a CCPC with a December 31 year end.

2. On November 30, a non-resident purchaser and Corporation A entered into a legally binding
agreement of purchase and sale for all the issued and outstanding shares of Corporation A.
(Presumably, the shareholders of Corporation A are also parties to such agreement.)

3. Closing date for the sale is also November 30.

4. Corporation A does not elect out of the application of subsection 256(9).
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In its reply, CRA indicated that the application of subsections 256(9) and 249(4) would result in
acquisition of control of Corporation A being deemed to have occurred at the beginning of the day on
November 30 and therefore a corresponding taxation year end was deemed to occur immediately before
that time, being the last moment of November 29. The foregoing is not unexpected.

The balance of CRA’s reply made a distinction between the situation where the agreement entitles the
non-resident purchaser to a paragraph 251(5)(b) right and the situation where there is no paragraph
251(5)(b) right created prior to the acquisition of control of Corporation A. No details of the facts
distinguishing one situation from the other were provided.

CRA stated that “if the agreement entitles the non-resident purchaser to a right described in paragraph
251(5)(b), Corporation A would cease to be a CCPC at the time of signing of the agreement” and in
accordance with subsection 249(3.1), there would be two deemed year ends. Specifically, CRA stated
that in addition to the year deemed to have ended at the latest moment on November 29 pursuant to the
application of subsections 256(9) and 249(4), there would be a second deemed year end immediately prior
to the signing of the agreement on November 30. Such second year end would apparently be a portion of
the day only, i.e., from the first moment of the day on November 30 to immediately before the time of
signing. With respect to eligibility for the small business deduction, CRA’s view was that Corporation A
would continue to be a CCPC throughout the two taxation years in question, i.e., the taxation year ending
at the latest moment on November 29 and the taxation year ended immediately before the signing of the
agreement on November 30. Therefore, Corporation A would be eligible for the small business deduction
in both taxation years.

If there is no paragraph 251(5)(b) right created prior to the acquisition of control of Corporation A, CRA
stated that Corporation A would cease to be a CCPC as a result of the acquisition of control. Given that
the preamble in subsection 249(3.1) precludes the application of such provision where a corporation
ceases to be a CCPC because of an acquisition of control, CRA stated that there is one deemed year end
being the year deemed to end at the latest moment on November 29. CRA also stated that as Corporation
A would be a CCPC throughout the taxation year ended at the latest moment on November 29, it would
be eligible for the small business deduction.

Comments

Given that a “sign and close” has became the prevailing wisdom to eliminate multiple year ends in a sale
of shares of a CCPC, it is instructive to consider the possibility that a paragraph 251(5)(b) right may be
created where the agreement of purchase and sale is signed on the same day as closing.

A “sign and close” where the disposition of shares occurs and the purchaser becomes the legal and
beneficial owner of shares immediately upon the signing of an agreement, may, on reflection, be
somewhat unlikely in a commercial transaction of any complexity or magnitude. While a simple minute
book form of share transfer with no representations and warranties would achieve the foregoing, most
share sale transactions are somewhat more involved. A typical share purchase agreement of a private
corporation will contain conditions of closing including but not limited to delivery of items such as:
evidence of repayment of shareholder loans; third party consents (e.g., landlord or governmental);
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resignation of directors and officers; signed employment contracts for continuing employees; endorsed
share certificates; certified authorizing resolutions; signed non-competition agreements; and legal
opinions from vendor’s counsel. The share purchase agreement will likely contain closing procedures.
The foregoing suggests that there can be a point in time (i.e., a particular time) where the purchaser has
the right to acquire shares but has not acquired such shares. Legal and beneficial ownership of shares is
acquired upon the completion of closing.

The closing agenda will typically contain an escrow arrangement perhaps along the following lines:

All documents, instruments and payments to be delivered as set out below shall be tabled at
the closing in form satisfactory to all parties and their respective counsel and held in escrow
until all documents, instruments and payments shown below have been tabled and all parties
and their respective counsel have agreed to terminate the escrow whereupon the same shall
be considered delivered and the closing deemed to have been completed, subject to any
written undertakings delivered thereat.

An escrow arrangement by its very nature suggests that the purchaser has a right, conditional upon the
terms of the escrow being satisfied. This right seems to commence on the commencement of the escrow
and end upon release from escrow which presumably means the signing of the agreement (at which time
the document is tabled) and the completion of closing, respectively.

Historically, escrow was a concept applicable to deeds; all contracts are not necessarily deeds, but would
be if made under seal.** In an escrow arrangement, it seems to be generally accepted that the documents
take effect upon satisfaction of the conditions of escrow.'® There is a concept of “relation back” whereby
once the conditions of the escrow are satisfied; the document takes effect and “relates back” to the
delivery in escrow, but not for all purposes.'® However, as the escrow is a period of suspension, it seems
that the rights upon commencement of escrow are necessarily different from those once the conditions are
fulfilled. It is during this period that a paragraph 251(5)(b) right may exist. Even if the share purchase
agreement is not made under seal and thus is not technically a deed to which the legal concept of escrow
can apply, a contract can certainly contain conditions precedent (such as the conditions of closing
mentioned above) whose effect is similar to a legal escrow. In either case, it is the satisfaction of the
escrow conditions or contractual conditions which triggers the binding obligations of the parties and
performance of same and as a result, the transfer of the target corporation shares and the acquisition of
control by the purchaser. Such fine parsing of closing procedures suggests some passage of time in the
process of satisfying the conditions, unless the satisfaction of conditions can somehow occur
simultaneous with the signing. And indeed, the foregoing discussion of procedures upon closing does not
contemplate a pre-closing where the signed documents are available or posted by counsel for review
which could also raise paragraph 251(5)(b) questions. This minute examination seems to support the
argument that the purchaser may have a paragraph 251(5)(b) right upon signing the agreement on the
same day as closing.

The share purchase agreement might contain language to deem the effective time of closing,
notwithstanding the above process:



The Closing shall be deemed to be effective as at the Effective Time notwithstanding the
time on the closing date that the deliveries contemplated by [specified sections of share
purchase agreement] are completed.

While ownership of property can pass when contracting parties intend it to pass and contracts can contain
an effective time for same,"’ it is not clear that parties can effectively retroactively deem® as opposed to
agreeing to a prospective effective time. The closing would not be effective if the deliveries were not
made, so it seems that the deliveries must necessarily be made first. Until the deliveries are made, the
purchaser may have a paragraph 251(5)(b) right. Once the deliveries are made, it is not clear that the
retroactive deeming of the effective time of closing can retroactively cause any such paragraph 251(5)(b)
right to never have come into existence.

As the Technical Interpretation contained no hint of the rationale for a paragraph 251(5)(b) right of the
purchaser at the time of signing the agreement, only minute examination of closing procedures as above
may provide a basis for such a finding. Based on this minute examination, the existence of a paragraph
251(5)(b) right of the purchaser on signing the agreement cannot be absolutely discounted. If so, electing
that subsection 256(9) not apply will at least eliminate the multiple return obligation although leaving the
challenges of a taxation year end part way through a day. It is incredible to think however that such fine
parsing is needed and certainly would not be considered necessary by most commercial lawyers.

Eligibility for the small business deduction in the fiscal period to closing is a concern for the target
CCPC. In both situations in the Technical Interpretation, CRA agreed that Corporation A was eligible for
the small business deduction throughout the taxation years in question — the two taxation years in the
situation where the purchaser has a paragraph 251(5)(b) right upon signing the agreement on November
30 and the single taxation year in the situation where the purchaser did not have such a right. CRA did
not engage in any discussion of the specific exception to the deeming rule in subsection 256(9), i.e., that
such provision does not apply for purposes of determining whether a corporation is a CCPC or small
business corporation. If the specific exception is interpreted to mean that control of Corporation A is not
deemed to have been acquired at the beginning of the day but rather at the particular time on November
30 for purposes of determining CCPC status, this suggests that the “throughout the taxation year”
requirement in subsection 125(1) for the small business deduction depends on maintaining CCPC status
until that time. But issues could arise. For example, post-closing reorganization steps by the purchaser
on November 30 such as an amalgamation could be problematic. In the discussion in the Technical
Interpretation regarding eligibility for the small business deduction in the taxation year ended at the last
moment of November 29, CRA expressly referred to Corporation A’s CCPC status to the last moment of
November 29 and not to its status up to the particular time control is acquired by the purchaser.
Admittedly, the fact situation did not contemplate any steps that would have otherwise caused
Corporation A to not be a CCPC immediately before the particular time control is acquired and therefore
limited comfort can be taken that there would not be a “part year CCPC” problem with different facts.

*Joan E. Jung, Minden Gross LLP, (416) 369-4306, jjung@mindengross.com
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