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Seller beware?

In certain circumstances, it would appear, the answer may well be yes.

As the recent Ontario Superior Court decision in Kipfinch Developments Ltd. v. Westwood Mall
(Mississauga) Ltd. demonstrates, a seller of real property can be assessed major damages for failing
to live up to its commitment, under an agreement of purchase and sale (APS), to co-operate with a
buyer in its conduct of due diligence.

In Kipfinch vs. Westwood, the default occurred during the due diligence period and resulted in
Kipfinch (the buyer) not waiving its due diligence condition. Notwithstanding that the agreement
never went “firm”, significant damages were assessed against Westwood (the seller).

The lesson that flows from this decision, which is under appeal, is that sellers are advised to act as
reasonably as possible during due diligence and to be very careful about denying buyers cooperation
(if cooperation is somehow mandated under the APS, as is usually the case).

Most vendors would not worry too much about being sued under an agreement that has not even
gone “firm.” As the court’s decision shows, however, a vendor who is found to be unreasonable can
end up years later with a big bill for both damages and legal costs.

In this particular case, Kipfinch, as purchaser, entered into an APS with Westwood, as vendor, in
April of 2004 for a shopping mall in Mississauga. The purchase price was $25.5 million. The sale was
on an ‘as is, where is’ basis.

The APS contained the usual condition in favour of the purchaser, giving it 60 days to do its due
diligence with respect to the property and to terminate the APS if it was not satisfied with such due
diligence.

The APS also contained a fairly standard clause allowing the purchaser “to carry out such reasonable
tests and inspections… as the purchaser … may deem necessary, provided that such inspection shall
not unduly interfere… with the use, operation and enjoyment by the Tenants of their leased premises”.
In addition, any invasive or intrusive testing or inspections were to be subject to the vendor’s prior
written consent, not to be unreasonably withheld.

The vendor was aware of potential environmental issues at the property and had already commissioned
an environmental engineering firm to conduct various studies of the property. Copies of these studies
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were provided to potential purchasers. The vendor hoped that by doing this the purchaser would not
require any further environmental testing of the property.

One potential contamination issue at the mall was the past use of one of the units as a dry cleaning
facility. The investigations conducted by the vendor’s environmental engineer included drilling two
ground water monitoring wells and analyzing the samples obtained. These samples revealed that
Ontario Ministry of the Environment limits for dry cleaning solvents had been exceeded.

After these initial investigations, the vendor had its engineer drill (a) three new bore holes and
ground water monitoring wells exterior to the building in the vicinity of the former dry cleaner and
(b) one bore hole and ground water monitoring well inside the unit in question. This inside monitor-
ing well was only drilled to a depth of 2.3 metres and did not encounter the water table at this depth.
It was therefore unable to confirm any contamination.

The reports prepared by the vendor’s engineer set out four remedial options, one of which was the
engineer’s recommended option, and involved a site specific risk assessment (SSRA). An SSRA
involves a further assessment of the risks associated with the contaminants at the site and includes
selective remediation or risk management practices and procedures. It was agreed that any SSRA in
this case that would have been presented to the Ministry of the Environment would have required
further drilling of bore holes at the site.

After the signing of the APS, the purchaser indicated that it wished to do further environmental due
diligence. (It was apparently a condition of the purchaser’s financing that the contamination be
remediated.)

Initially, the purchaser retained the same engineer that the vendor had been using. That engineer
proposed that additional interior bore holes be drilled. The purchaser also obtained a proposal from
another environmental engineer (who was acceptable to the purchaser’s lender). This new engineer
agreed that an SSRA would be the most effective approach to deal with the contamination in question
and also proposed a new four bore hole drilling program. The vendor objected, stating that any
drilling of new wells inside the unit in question would be too disruptive to the tenant.

Since the vendor would not allow any further testing, the APS terminated automatically because the
due diligence condition was not waived by the purchaser.

Kipfinch began its action several months later after negotiations with Westwood in an effort to
revive the agreement failed. The action was for damages equal to the loss of profit that the purchas-
er had suffered as a result of not being able to purchase the property, lease it up and then resell it.
(At the time of the APS being entered into, the mall had significant vacant space, which the purchaser
claimed it would have been successful in leasing at commercial rates over a period of 12 to 24
months after the closing of the transaction.)

At the trial, there was much expert evidence on the timing of the additional environmental testing
the purchaser required (that is, whether it could be completed within the due diligence period) and
whether the purchaser would have been able to lease up the vacant space in the mall. The purchaser
also found certain expenses that it claimed were legally recoverable as common area expenses from
the mall tenants, thus increasing cash flow to the owner of the mall.

The first issue to be decided by the court was whether the vendor had breached the APS. The court
found that the tests requested by the purchaser were reasonable tests and inspections that would not
interfere with the tenants unduly.

The reasonableness of the drilling program was assessed by the court in the context of (a) the par-
ticular environmental contamination it was intended to delineate and (b) the contractual relations
between the parties. Since there was no doubt that contamination existed, the proposed interior bore



hole drilling was reasonable. It had been proposed by both of the environmental engineers involved.
The APS contained no specific restriction on the tests that the purchaser was entitled to do. It was
foreseeable that a lender might require further environmental testing.

With respect to interference with the tenant, no evidence was given to the court that the tenant
would be upset by such further testing. The first engineer had already drilled inside the tenant’s
premises. There was no evidence that this drilling had resulted in debris that had adversely affected
the site. Further, the APS only prohibited “undue” interference. In other words, some amount of
interference was contemplated and, in the circumstances, the proposed testing had not been shown
to create “undue” interference with the use of the premises.

Finally, the court dealt with the issue of whether the vendor had unreasonably withheld its consent to
the proposed testing. The vendor suggested that its discretion in this regard was quite broad.
However, the court was of the view that the discretion had a limited scope; that it could be invoked
only to the extent that the proposed drilling would have a significant adverse impact on the mall
structure. In reaching this view, the court considered the meaning of the words “invasive” and “intru-
sive” and concluded that they referred to physical penetration of the mall structure, not to unwanted
or unwelcome testing.

Although the proposed testing was invasive or intrusive, the court concluded that there was no basis
on which the vendor could reasonably withhold its consent to the proposed testing, since there was
no evidence that it would have resulted in any permanent damage to the mall. The court thus con-
cluded that the vendor was in breach of the APS.

The court then turned to a consideration of whether there was a sufficient causal connection
between this default and the damages that were claimed by the purchaser. As the court put it, the
vendor’s default was not in failing to close in the face of the tender of the purchase price by the pur-
chaser. Rather, the vendor had failed to permit the purchaser to conduct environmental testing that it
was entitled to do and the APS had automatically terminated. The court therefore had to assess the
purchaser’s position as if the environmental testing had in fact been completed, rather than as if the
transaction had closed.

Could the purchaser have completed the transaction? The principles applicable to this question are
those applicable to a loss of contractual opportunity or a loss of chance. Under existing law, a plain-
tiff can recover damages for a lost chance if four criteria are met – if (1) the plaintiff establishes on
the balance of probabilities that, but for the defendant’s wrongful conduct, the plaintiff had a chance
to obtain a benefit, (2) the plaintiff shows that the chance lost was sufficiently real and significant as
to rise above being mere speculation; (3) the plaintiff demonstrates that the benefit to be obtained
was dependant on someone or something other than the plaintiff himself or herself and (4) the
plaintiff shows that the lost chance had some practical value.

With respect to the first criterion, the court held that there was no question that the vendor’s actions
deprived the purchaser of the contractual opportunity to acquire the mall.

With respect to the third criterion, the court held that the purchaser had established that the gain
would be principally dependent on the realities of the real estate market. (The market had, in fact
increased or improved, over the period in question).

With respect to the second criterion, it had been suggested in a previous case that chances assessed
at having a probability of occurring of less than 15 per cent were seldom viewed as real chances.
The court was of the view that this criterion raised significant issues in this case: was the lost chance
here sufficiently real and significant to rise above mere speculation?

The vendor submitted that, for the purchaser to succeed, it had to show that the transaction had at
least a 50 per cent probability of closing. The court did not agree with this. It felt that the purchaser



had to show only that the lost opportunity was not speculative and this meant that if the probability was
above 15 per cent, then the test had been met.

The court held that the evidence indicated that the only obstacle to the purchaser completing the trans-
action was the need to obtain financing. The court examined the obstacles that were in the path of the
purchaser completing its due diligence by the required due diligence date — completion of the additional
environmental drilling program, sufficient delineation of the contamination to provide a satisfactory
report to the proposed lender, and the risk that the report would reveal contamination exceeding the
threshold acceptable to the lender.

The court heard much evidence respecting these obstacles and its decision was somewhat fact-driven.
The court heard evidence from the purchaser’s lender that was very favourable to the purchaser and it
heard evidence from environmental experts that allowed it to hold as it did. The court concluded that
there was a real possibility that the second environmental engineer could have delivered an acceptable
report to the lender prior to the due diligence date and that the lender could deliver an acceptable binding
financing commitment to the purchaser also before the due diligence date. The court found the proba-
bility of such an occurrence to be 40 to 60 per cent, which it averaged at 50 per cent. In effect, it held
that the breach of the agreement by the vendor resulted in the deprivation to the purchaser of a 50 per
cent opportunity to close the transaction.

This led to the final issue, which was the valuation of damages. The purchaser asked for damages in an
amount equal to the value of the mall two years after the proposed closing date, less the purchase price
under the APS. The basis for this was the purchaser’s plan to lease up the vacant space in the mall and
then sell it within two years.

The court stated that, normally, damages are assessed as of the date of the breach. In this particular
case, this meant the date that the transaction would have closed.

In determining the value of the property as at the closing date, the court started with an appraisal as of
that date that was put into evidence. The court then held that the purchaser would have probably been
successful in leasing up a substantial portion of the vacant space. The court put the odds of this at one-
third.

The court also held that it was probable that the purchaser would have recovered up to 50 per cent of
the management office and salary expenses not previously charged by the vendor to tenants of the
mall. On the basis of these two determinations, the court increased the valuation of the mall that had
been provided to it, based on the additional cash flow that would have resulted, which resulted in an
adjusted value of the mall as at the date of the potential closing of $26,160,000. Thus the gain that the
purchaser could have obtained was $660,000. Based on the court’s previous finding that the probability
of the closing occurring was 50 per cent, damages were assessed at $330,000.

As stated above, this decision could be said to have been somewhat fact driven. For example, the ven-
dor’s decision not to allow the additional testing looked unreasonable in light of the fact that a bore
hole had already been drilled in the tenant’s premises, apparently without any complaint by the tenant.
Further, the lender’s testimony relating to its willingness to give a commitment helped persuade the
court that this was in fact possible, notwithstanding the very tight timeframe that existed. And, the fact
that the mall had vacant space to be leased up helped the purchaser persuade the court that the value of
the mall could have been increased by the purchaser. Notwithstanding these unique facts, the whole
scenario of a due diligence period and testing done by a purchaser is far from unique. As a result, this
case stands as a warning to unreasonable vendors - don’t try to take advantage of a rising real estate mar-
ket by unreasonably getting rid of one purchaser to move on to a potentially higher price from another
purchaser.

This decision is under appeal and it will be interesting to see how the Court of Appeal deals with this
very detailed and strong trial decision.


