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THE STUDY IN BRIEF

Equity capital plays an important and growing role in connecting financial resources to investment
opportunities in a highly productive manner. Exchange-listed companies, IPOs, venture capital and
private equity are all complementary investment avenues. Each plays a vital role that allows companies
more efficient access to capital for improving productivity, boosting long-term growth and innovation, and
creating better jobs. On this dimension, Canada enjoys an enviable position.

Despite these positive factors, Canada’s ranking compared to that of other major economies on key
dimensions of competitiveness and drivers of sustainable economic growth has been declining. In
2009-10, Canada ranked ninth on the Global Competitiveness Index; in 2018, it had fallen to twelfth
place. More worrisome for the future is that Canada’s lacklustre performance in areas known to be
significant contributors to productivity, competitiveness and sustainable growth is pervasive across
industries and regions.

Although the Canadian financial industry cannot be held responsible for all the shortcomings in
Canada’s performance, there is no escaping that a disconnect seems to exist between the generally
tavourable assessment of the effectiveness and strength of the Canadian financial industry and the overall
competitiveness of the Canadian economy in the short and long run.

One potential explanation has to do with the median size of exits in Canada, which is almost an order
of magnitude smaller than in the United States. Moreover, institutional equity investors often engage in
sales to foreign firms rather than IPOs.

One powerful disincentive to exit through public markets is federal government tax policies that
discriminate against and penalize Canadian innovative and high-growth companies that “go public.” In
addition to correcting these counterproductive biases, serious consideration should be given to adopting
a tax measure similar to the US Small Business Jobs Act of 2010, which provides for full exemption from
federal taxation of capital gains realized on the sale of the shares of certain small businesses. There is
empirical evidence that the exemption has had a significantly positive effect in the US.

Serious consideration should also be given to reducing the capital gains tax on shares issued by qualified
SMEs when they list on a Canadian stock exchange and are held by individual investors for a reasonable
period of time, since evidence suggests that capital gains taxes influence the underpricing of IPOs. The
adoption of such a tax measure applicable to exits by an IPO or upon listing the shares on a Canadian
stock exchange would help establish a more neutral playground for the choice of exits, which, to a large
extent, is the crux of the matter.

C.D. Howe Institute Commentﬂry@ is a periodic analysis of, and commentary on, current public policy issues. Barry Norris and
James Fleming edited the manuscript; Yang Zhao prepared it for publication. As with all Institute publications, the views
expressed here are those of the author and do not necessarily reflect the opinions of the Institute’s members or Board of
Directors. Quotation with appropriate credit is permissible.

To order this publication please contact: the C.D. Howe Institute, 67 Yonge St., Suite 300, Toronto, Ontario M5E 1]8.The
full text of this publication is also available on the Institute’s website at www.cdhowe.org.
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In a modern economy, economic growth is highly dependent
on a financial industry that efficiently allocates capital toward
productive investments and encourages investment.

Growth of gross domestic product (GDP) benefits
when the private sector is financed with more
equity and less debt, stock market funding expands
and credit allocation shifts from household to
business loans (Cournéde and Denk 2015). On this
dimension, Canada enjoys an enviable position.

The market capitalization of Canadian operating
companies listed on a Canadian stock exchange
equates to about 140 percent of GDP, a level
positively correlated with economic growth that
reflects financial sophistication (World Bank
2018).! Privately held companies that need external
equity to finance their growth have several options.
Regardless of their size or stage of development,
they can choose to remain private by seeking equity
from private investors or access the public market
by listing their shares on a stock exchange. In this
paper, we refer to private capital as the combination
of private venture capital and private equity. The
role of private equity is to support businesses’
growth beyond the venture stage. Public capital is
equity raised by Canadian operating companies in
the process of listing their shares or that are listed
on either the TSX Venture Exchange or the TSX
Exchange.

Over the period between 2013 and June 2018,
private equity investors completed deals valued at
$131.3 billion across all important industry sectors
(Table 1). Private venture capital deals totaled

$15 billion over this timeframe. During this same
period, companies listed on the Toronto Stock
Exchange (T'SX) raised $269.9 billion and those
on the T'SX Venture Exchange (T'SX Venture)
$26.6 billion.

Private companies with a proven business model
and a solid management team are the preferred
investment target for growth equity firms. Private
equity firms fulfill another important function
by participating in buyouts, whether purchases of
small divisions or subsidiaries of large firms or of
entire private or public companies. In the latter
case, the motivation is often to restructure and
turn operations around. The recent privatization
of Canam Group by the Dutil family, with the
participation of American Industrial Partners, the
Caisse de dépét et placement du Québec and Fonds
de solidarité, is a case in point.

Early-stage companies with high potential for
growth but very little or no revenue also have a
choice. They may seek a private investment from a
venture capital firm or go public. The existence of a
thriving public venture market with a long history of
facilitating the growth of early-stage companies by
providing cost-effective access to equity capital is a
unique feature of the Canadian equity market. TSX
Venture is one of the world’s largest public venture
capital markets, and is the “junior” stock exchange
with the largest number of graduates on the main

The author thanks Jeremy Kronick, Daniel Schwanen and Farah Omran, members of the Financial Services Research

Initiative of the C.D. Howe Institute, and anonymous reviewers for comments on an earlier draft. He retains responsibility

for any errors and the views expressed.

1 In 2017, the market capitalization of listed domestic companies relative to GDP was 165.7 percent in the United States and

127.3 percent for member countries of the Organisation for Economic Co-operation and Development (OECD).
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Table 1: Canadian Private Equity Deals by Industry

2013 - June 2018

Sector
# Deals Percent C$Millions Percent

Industrial & Manufacturing 445 18.0 14,704 11.2
ICT 334 13.5 10,517 8.0
Life Sciences 136 5.5 7,625 5.8
Consumer & Retail 246 10.0 20,834 15.9
Business Products & Services 193 7.8 7,758 5.9
Agri-Forestry 199 8.1 5,883 4.5
Oil & Gas, Power 281 11.4 34,358 26.2
Automotive & Transportation 121 4.9 3,086 2.4
CleanTech 110 4.5 9,692 7.4
Mining & Resources 263 10.6 8,197 6.2
Financial 75 3.0 3,993 3.0
Real Estate 17 0.7 1,335 1.0
Others 50 2.0 3,276 2.5
Total 2,470 C$131,258

Source: CVCA PE Deals.

stock exchange.? As at December 31,2018, the total
market value of Canadian operating companies listed
on TSX Venture stood at $45.4 billion.

Although in recent years the availability of
venture capital has declined in some peer countries,
in Canada the flow of venture capital financing has
accelerated. The increase is significant: $3.8 billion
was invested by venture capital firms in Canada in
2017 compared with $1.9 billion in 2013. Today,
Canada ranks behind only the United States and
Israel in venture capital firm investment as a share

of GDP (OECD 2017). In addition, Canadian

operating companies listed on T'SX Venture raised
$6.4 billion in 2017 compared with $3.8 billion in
2013 (Figure 1).

'The apparent dichotomy between private and
public equity capital markets as a whole fails
to convey the complementary and synergetic
relationship between these two primary equity
capital market segments. During the 2013-17
period, TSX-listed companies raised $253 billion
in additional equity capital — in addition to that
raised through initial public offerings (IPOs) —
mostly through the exempt market for private

2 Canada has four stock exchanges. The TSX and Toronto Venture are subsidiaries of the TMX Group, and dominate the

markets in their segment on the key dimensions of number of listings, quoted market value and value of trading. The

Aequitas NEO Exchange is a new senior exchange that opened for trading in March 2015. Its listings mainly include

exchange-traded funds and TSX interlisted companies. The Canadian Securities Exchange is a junior exchange with

approximately 300 uniquely listed issuers.



“ C.D. HOWE INSTITUTE

Figure 1: Public and Private Venture Capital Investment Activity (2013-2017) (C$Billion)
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Sources: CVCA VC&PE Canadian Market Overview (Q3 2018) and TMX MIG Reports.

investments in public equity, while TSX Venture—
listed companies raised $22.9 billion through the
same avenue.

Despite these positive factors, Canada’s ranking
compared to that of other major economies on
key dimensions of competitiveness and drivers of
sustainable economic growth has been declining.
In 2009-10, Canada ranked ninth on the Global
Competitiveness Index; in 2018, it had fallen to
twelfth place. More worrisome for the future is that
Canada’s lacklustre performance in areas known
to be significant contributors to productivity,
competitiveness and sustainable growth is pervasive
across industries and regions (OECD 2003; Stewart
and Atkinson 2013):

*  Since 1997, both the entry rate of new firms
and the proportion of high-growth firms in the
Canadian economy have declined by more than

30 percent (Leduc 2017).

*  Private sector investment in machinery and
equipment is low; estimates for 2018 indicate
that Canadian business investment in machinery
and equipment hovers around $13,900 per
worker compared with an average of $19,700 and
$23,200 per worker in OECD countries and the
United States, respectively (Robson, Kronick, and
Kim 2018).

*  'The level of business research and development
(R&D) in Canada is anemic — Canada ranks
thirty-third out of 40 OECD and other leading
countries — and there has been a sustained
erosion in Canada’s industrial R&D capacity and

competitiveness (CCA 2018).

Moreover, concerns prevail that promising
Canadian companies might not reach the size
necessary to assert leadership in global markets,
become acquirers of companies themselves and
anchor points around which domestic self-
sustaining industry-centred ecosystems can
emerge. The reason is that Canadian entrepreneurs
and investors appear inclined to monetize their
investments in start-ups and medium-size
companies through the sale of their business to
another firm (a “trade sale”), a large majority of
which are foreign companies. During the 2001-12
period, 57 percent of trade sales of Canadian
companies by private equity and venture capital
firms resulted in migration, generally followed by
the hollowing out of the company (Carpentier and
Suret 2014a). In a nutshell, “the loss of innovative
start-ups to foreign buyers, and the inability to grow
a sufficient number of start-ups to scale, means
that Canadians do not fully capture the social
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and economic benefits stemming from Canadian
research advances” (CCA 2018).

Governments in Canada are heavily involved
in venture capital (Rémillard 2017), contributing,
in part, to its growth over the past decade.’

The coexistence of strong private and public

equity capital markets is a definite advantage,

since it not only increases the amount of equity
available to emerging and growing companies; it
also augments the number of financing options
available to entrepreneurs and business executives.
Unfortunately, private equity and venture capital
firms, including government agencies and programs
that operate in and support private capital firms
have a propensity to exit through trade sales, most
often to foreign firms, and not through IPOs

that lead to the kind of productivity gains and
innovations missing from the Canadian economy.
Between 2013 and June 2018, private equity firms
effected 22 exits through an IPO or reverse takeover
(RTO) compared with 390 through a merger and
acquisition transaction.

'The frequency of IPO exits relative to trade
sales is much lower in Canada than is observed
in other countries (Breschi, Lassébie, and Menon
2018). A trade sale might indeed be the preferred
path of entrepreneurial firms, and there is often
sound business reasons to follow this course.
Given the comparative record, however, one might
harbour reservations about the excuse of financial
intermediaries that the decision was out of their
control when one observes that the first question
most angel investors* or venture capital firm
executives ask of a potential portfolio investment
is “who are the natural strategic buyers for your
company?” If the answer is not convincing, it is

likely that the company will not be financed by

these private investors. This is not completely
disingenuous on their part because knowing the end
game gives clarity and alignment with the strategy
and helps avoid the “wrong decisions” that will
depress returns.

Although the Canadian financial industry cannot
be held responsible for all the shortcomings in
Canada’s performance, there is no escaping that
a disconnect seems to exist between the generally
favourable assessment of the effectiveness and
strength of the Canadian financial industry and
the overall competitiveness of the Canadian
economy in the short and long run. The role that
patient private capital can play in addressing the
issue is often overlooked. Appendix A provides
examples of private equity investments helping
Canadian companies grow their Canadian base.
This Commentary examines the dynamics of
Canadian public and private capital markets and
their efficiency in facilitating access to external
equity capital by innovative and high-growth small
and medium-sized enterprises (SMEs), as well as
their relative performance in assisting those firms
scale up and go global. In particular, the need for a
better understanding of the determinants of a firm’s
choice between the exit mechanisms and how to
bridge the gap between the financial objectives of
private equity and venture capital firms and those of
Canada are important policy issues that are absent
from public policy statements regarding private
capital financing initiatives (Canada 2017).

Given the complementary role played by
both public and private equity capital markets,
governments need to consider policies that support
both and that do not create an impediment to
growth when Canadian companies become public.
Currently, there is a set of powerful disincentives

3 In 2017, 6 of the 10 most active private equity investors were government agencies or government-sponsored funds.
Together, they completed 360 (60 percent) of the 603 private equity deals, and invested $10.8 billion (41 percent) of the
total private equity investing activity ($26.3 billion) in that year.

4 Wealthy individual investors investing their own funds in start-up companies. Acts as a complement to venture capital

funds.
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to exit through the public market, particularly
around tax policies. SMEs that “go public”lose
their Canadian-controlled private corporation
(CCPC) status;’ they are penalized by a jump

in the federal income rate from 10.5 percent to

15 percent and a substantial decrease in the federal
Scientific Research and Experimental Development
(SR&ED) tax credit for R&D from 35 percent to
15 percent. In addition, when they are listed on

an exchange, new technology-based companies

are no longer eligible for a cash refund of the
SR&ED tax credit; instead they must content
with almost worthless tax credits since, being in
the development phase, they are not yet, or barely,
profitable.

Furthermore, a sharper focus should be placed on
the availability of “permanent” capital — one notes a
recent surge in the number of long-term (so-called
evergreen) private capital funds in Europe and the
United States with fund lives extended by up to 20
years (Lee and Synetos 2018). There is also a need
to increase the depth of Canadian equity markets
to allow firms to reduce their reliance on foreign
investors and improve the chance of remaining
independent. To this effect, Canada should consider
going the same route as the United States and
adopt legislation similar to the Small Business Jobs
Act of 2010, which exempts capital gains from
tederal taxation realized on the sale of shares in
certain small businesses held for at least five years
prior to sale. Evidence suggests that investment
in SMEs thereby increases, as does the number of

investors (Edwards and Todtenhaupt 2018).

To encourage the retention of commercialization
activities of high-technology and innovative
companies in Canada, the federal government
should revisit its policy concerning an intellectual
property (IP) box tax regime,® implemented in
combination with SR&ED tax credits — a dual
approach that European countries have adopted
(Boadway and Tremblay 2017). To increase
individual investor participation in Canadian stock
exchange markets, establish a business need and
demand for independent research on small-cap and
listed venture companies and increase stock market
liquidity for these companies, the capital gains tax
for qualifying shares issued by SMEs with less than
$100 million in assets should be reduced as follows
when they become public: the capital gain should be
taxed at 50 percent of the current rate if the shares
are held for more than 12 months; and the tax rate
should be zero if the shares are held for more than
36 months (Chen and Mintz 2011; PwC and FMC
Law 2012).

Such a tax incentive structure would not have
“perverse” or unwanted effects: investors would
profit only if the company in which they have
invested progresses and achieves its growth
objectives. From the point of view of public
finances, the budgetary burden would be extended
over time. The beneficial effects of growth would
also have to be taken into account, along with the
fact that better capitalization would have a positive
effect on government revenues, since borrowing
costs are a deductible expense for corporate tax
purposes. Although many other factors account

5 'The small business income corporate tax rate applies to income earned by a CCPC. In general, a corporation is a CPCC if it

is a Canadian private corporation, provided it is not controlled by one or more non-resident persons or a public corporation.

'The general corporate rate of 15 percent applies to active business income earned in excess of $500,000. A CCPC is eligible

to claim the 35 percent input tax credit rate and related 100 percent input tax credit refund on current expenditures (up

to an expenditure limit of $3 million) as long as prior year taxable capital does not exceed $50 million or taxable income

exceeds $800,000 (on an associated group basis).

6 IP boxes are tax regimes that provide a reduced rate of tax income arising from the license or use of IP. In contrast to

existing R&D tax incentives that provide an income tax incentive at the front end of the process, IP boxes provide a back-

end tax reduction for successful innovations. The vast majority of countries with IP boxes also provide R&D tax credits or

enhanced deductions for R&D expenditures (Merrill 2016).
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for their performance, Switzerland, which ranked
as the world’s most competitive economy for nine
consecutive years up until 2018, does not levy
capital gains tax on the sale of company shares by
its residents, nor does Singapore, which ranked
second in 2018 and ranks consistently among the

five most competitive economies.’

THE DATA

'The analysis in this Commentary is based, in part,
on the information concerning Canadian private
equity deals provided the Canadian Venture
and Private Equity Association (CVCA) by
Participating Data Contributors for the 2013—June
2018 period. The CVCA classifies private equity
deals as follows:

*  a buyout deal is investment for the control of a

portfolio company, including platform creation
secondary buyout;

* agrowth deal is significant minority investment
in a portfolio company through new capital
infusion and recapitalization;

* an add-on deal is a corporate acquisition by
a majority-controlled, private-equity-backed
portfolio company;

* adebt deal is debt investment in a portfolio
company; and

* an infrastructure deal is investment in the
development and management of infrastructure
assets, but where private equity does not own the
underlying assets.

Venture capital deals, in contrast, include equity

or quasi-equity deals only, not non-equity or
project-based government funding, pharmaceutical
development deals, senior debt, venture-capital-
backed acquisitions or angel financing. Venture

capital development stages are delineated as follows:

* the seed stage, where the company has a concept
or product under development, but is probably
not fully operational;

* the early stage, where the company has a product
or service in testing or pilot production, in some
cases, the product may be commercially available;
and

*  the later stage, where the product or service is in
production and commercially available, and the
company is generating on-going revenue, but is
not necessarily profitable.

'The CVCA database of private capital deals
identifies the investor firm and its location,

the investors, the dates of announcement and
conclusion of the deal, the type of deal, the
industrial sector and the amount of the transaction,
when this information is available.

Also obtained, from TMX Group, which owns
the TSX and TSX Venture, were lists of IPOs
completed on the T'SX and TSX Venture by newly
listed firms during the 2013 — June 2018 period.
'The lists identify the issuers, their headquarters
location, their industry sector, the offering price, the
number of securities issued and the date and gross
proceeds of the transactions. This information is
supplemented with that contained in the Market
Intelligence Group Reports published monthly by
TMX Group and in Thomson Reuters’ Canadian
Venture Capital Review.

The Geography of Canadian Private Equity
Deals

Worldwide, capital flows are concentrated in
metropolitan areas where the investment benefits
from the externalities of urban agglomeration such
as technological spillovers, greater productivity
gains and increasing returns to scale generated by

7 Canada ranked twelfth in 2018, in line with its average competitiveness ranking for the 2007-18 period; in 2018,

Switzerland ranked fourth (Schwab 2018).
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Table 2: Distribution of Number and Value of PE Deals across Canada, 2013-June 2018

Volume of PE Deals Value of PE Deals Percent of
Canada’s GDP

(Number) (Percent) (C$Billion) (Percent) 2016
Alberta 346 14.0 32.3 24.6 15.5
British Columbia 255 10.3 9.8 7.5 13.0
Manitoba 27 1.0 1.3 1.0 3.3
New Brunswick 11 - 0.3 - 1.7
Newfoundland 6 - 0.1 - 1.5
Nova Scotia 19 1.0 0.3 - 2.0
Ontario 535 21.7 54.6 41.6 39.0
Prince Edward Island 3 = - - 0.3
Québec 1,198 48.5 30.6 23.3 19.4
Saskatchewan 70 3.0 2.0 1.5 3.7
Total 2,470 131.3

Source: Canadian Venture and Private Equity Association.

the clustering of economic activity (Melo et al.
2016). The distinctive and competitive advantages
of major metropolitan agglomerations stem from
the presence of large firms and service providers
and a strong infrastructure of universities, advanced
research laboratories, business incubators and
institutional sources of start-up and growth capital.
Combined with their size, these agglomerations
offer entrepreneurs greater market opportunities
and facilitate their access to networks that embody
large volumes of advanced and market knowledge
and vast expertise. These are propitious conditions
for the creation of high-tech firms and fertile

grounds for venture capital and private equity firms.

'The geography of Canadian-reported private
equity deals conforms to this global trend:
86.4 percent of the disclosed deals were completed
with firms located in one of Canada’s ten largest
metropolitan areas, nearly 58 percent of them in
Toronto and Montreal. Together, the populations
of Alberta, British Columbia, Ontario and
Québec represent 86.3 percent of Canada’s total
and produce 86.9 percent of the country’s gross
national product. Their share of private equity
deals is slightly higher: 94.5 percent of total deals
and 97.0 percent of the total amount of financings
(Table 2). Consistent with the findings that private

equity and venture capital firms are much more
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Table 3: Number and Percentage of Deals by Scenarios According to Location of Investment and

Investor
. Number of . . . . .
Size of Deal Deals Scenario 1 Scenario 2 Scenario 3 Scenario 4 Scenario 5

Over $1 billion 82 10 (12) 5(6) 7 (9) 57 (69) 3(4)
$500 million to $1 billion 68 14 (20) 4 (6) 7 (10) 39 (57) 4 (6)
Sample of deals from $100
v e 41 17 (41) 4(10) 4(10) 12 (29) 4(10)
Sample of deals under $100
million 41 25 (61) 11 (27) 0 (0) 4(10) 1(2)

Scenario 1: Investment by Canadian PE in the primarily Canadian operations of a Canadian (or sometimes foreign-owned) business.
Scenario 2: Investment by Canadian or foreign PE in Canadian business expanding or operating internationally.

Scenario 3: Foreign PE investors acquiring a Canadian business, or merging it with a foreign business.

Scenario 4: Canadian PE investor investing in (or selling stake in) international companies not based in Canada.

Scenario 5: Investment by Foreign PE in a primarily Canadian business.

Source: Canadian Venture and Private Equity Association.

likely to fund entrepreneurs located within a short
geographic distance from where they are based
(Sorenson and Stuart 2001), the incidence of
cross-province transactions by Canadian private
equity firms is very low. It is also noteworthy that,
out of the total number of private equity deals, 654
(26.5 percent) consisted of debt rather than equity
as such.

'The number of private equity deals completed
in Québec during the study period far exceeded
the province’s economic weight within Canada,
although, in terms of value, the proportion was only
slightly higher than Québec’s share of Canada’s
GDP (Table 1; see also Box 1). This indicates that,
on average, the financing amounts were much
smaller than in the rest of Canada (about one-fifth
of the size of Ontario’s private equity deals and
one-quarter of Alberta’s). A striking particularity of
the Québec scene is that 535 of the 1,198 private
equity deals were debt financings, representing
45 percent of all private equity deals completed in
the province and 82 percent of the total number of
Canadian private equity transactions involving debt
rather than equity.

The Characteristics of Canadian Private
Equity Deals

Private equity deals can be characterized as falling
under one of five possible scenarios described in
Table 3.

'The breakdown reveals that: (i) smaller deals
overwhelmingly focused on capital for Canadian
companies to grow in Canada or internationally
(Scenarios 1 and 2); (ii) mid-sized deals involved
a more diversified mix of purposes, including
proportionately more acquisitions or stakes by
foreign investors in Canadian companies than
do deals of other sizes (with Scenarios 3 and
5 composing twenty percent of the deals); and
(iii) larger deals involved proportionately more
Canadian investors buying foreign companies than
did deals of other sizes.

Examples of Scenario 2 deals that helped
Canadian companies grow abroad and become
world leaders in their sectors are exemplified
by private placements by the Caisse de dépot et
placement du Québec in Group WSP Global
Inc. to support its acquisition of the US-based
engineering firm Parsons Brinckerhoft Group
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Table 4: Industry Concentration of PE Deals According to Size of PE Deals

Relative Concentration of Private Equity Deals

Ind
Sy Large Mid-size Smaller

(over $ 1 billion) ($500 million-$1 billion) (less than $500M)
Auto and Transport X X

Real Estate X

Business products and Services

Clean Tech

T

Financial

Consumer and Retail X

Oil and gas and Power

Agriculture and Food

ICT

Industrial and Manufacturing

Life Sciences

o I I B B

Mining

Sources: CVCA database, and C.D. Howe Institute calculations.

Box 1: Entrepreneurial Finance with Québec Characteristics

Explaining the peculiarity of this type of private equity financing in Québec compared to other provinces
is not straightforward, especially in the context where the stated mission of the financial intermediary is
to support innovation and rapid business growth. The provisions of the Québec Civil Code governing the
priorities, rights and obligations of secured or hypothecary creditors, including the right of a secured creditor
following a default by the debtor, are not so different in their effect as those applicable in other provinces
to explain the wide difference in the type of private equity financing. Desjardins Capital participated in
63 percent of these debt deals, while the labour-sponsored Fondaction CSN accounted for 19 percent.

'The concentration of these debt deals in two institutions suggests that the practice reflects institutional
culture and preferences, not an inhospitable legal environment for private equity investment. Moreover,
these private equity debt financings were relatively small and spread across all regions and, therefore, less
concentrated in metropolitan areas than other types of private equity financings. In a nutshell, a large
proportion of these private equity debt deals seem to be bank financing by another name.
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Inc. ($200 million), in Group CGI to assist in
financing the acquisition of UK-based Logica PLC
($1.0 billion) and its US$315 million investment

in Cogeco Communication’s US subsidiary

to facilitate the US$1.4 billion acquisition of
MetroCast, a US cable distributor. It should be
noted that all these major private placements were
made in public companies, which clearly reflects the
complementarity nature of the private and public
equity markets.

'There is also a correlation between the size of
deals and the industry sector. Table 4 shows the
industries that are overrepresented in each deal
size category relative to the universe of private
equity deals. One notes the financial support
that smaller deals bring to the high growth/high
productivity sectors of Canada’s economy, based
on sciences and engineering as well as some areas
of traditional comparative advantage such as food
and mining.

THE CANADIAN STOCK EXCHANGE
MARKET

'The significant decline in the number of
exchange-listed firms in the United States since
the mid-1990s has led many to suggest that

the phenomenon has spread to Canada (see, for
example, Tingle, Pandes, and Robinson 2013). The
blame for the evanescing number of IPOs in the
United States was first attributed to the substantial
costs arising from the mandated regulations of the
Sarbanes-Oxley Act of 2002, which imposed a heavy
burden on public companies and a disproportionate
one on US companies of the size typical of the vast

majority of publicly traded Canadian companies.®

'The Paulson Report (Committee on Capital
Markets Regulation 2006) documents well the
regulatory overreach, and confirms the assessment
by most market participants and legal scholars
that Sarbanes-Oxley’s changes to the legal regime
were ineffective and too costly (Bainbridge 2010;
Romano 2005). Thanks to the polycentric structure
of Canada’s securities regulatory system, Canadian
companies have been spared this unnecessary
burden despite pressure from some securities
regulators and powerful lobby groups to import the
original US regulatory changes (Lortie 2010).

It is undisputable that, since 2010, the number
of Canadian operating companies listed on the
TSX and TSX Venture has decreased by 229 and
405, respectively (Figure 2). A careful examination
of the phenomenon leads to the conclusion that
the decline was not caused by the emergence of
alarming structural issues, but, to a large extent, was
a direct consequence of the depressed conditions
that prevailed during this period in the global
mining and oil and gas sectors.

As at December 31,2018, 707 Canadian
operating companies were listed on the T'SX and
1,468 on TSX Venture. Reflective of the structure
of the Canadian economy and the inability to
finance mineral exploration and deposit appraisal
work phases by other means than equity because
of the lack of collateral, Canadian companies in
the mining and oil and gas sectors accounted for
close to 41.0 percent of TSX Canadian-listed
operating companies and 74 percent of those

on TSX Venture.” A large proportion of these

8 A detailed analysis of the US listings gap suggests that delistings are a major explanation of the drop in listings. The high
number of mergers that occurred in the United States after 1996 is seen as a major cause (Doidge, Karolyi, and Stulz 2017).
Other studies lend support to this conclusion. On a number of measures, US markets are more concentrated and less open

to competition today than they were a few decades ago, partly due to increased merger and acquisition activity (Guetierrez

and Philippon 2018).

9 In terms of capitalization, on December 31,2018, Canadian natural resources firms represented 57.5 percent of the quoted

market value of Canadian operating companies on T'SX Venture and 21 percent of the quoted market value of those on

the T'SX.
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Figure 2: Number of Listed Canadian Operating Firms, 2010 — September 2018
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Source: TMX MIG Reports.

companies are exploration and junior development
companies that traditionally have resorted to public
equity markets to finance their activities to obviate
the absence of classic venture capital financing
in this sector. Variations in the volume of their
activities are strongly correlated with price trends.
Accordingly, slumps in mineral commodity prices
and negative global market conditions have a direct
and depressing effect on the number of listed
natural resources companies. From their historic
highs in 2011, mineral and metal prices followed
a path of persistent decline that lasted until 2016
(Bank of Canada 2018). Energy markets were also
depressed. Not surprisingly, between December
2010 and December 2018, the number of natural
resources companies listed on the TSX and TSX
Venture fell by 185 and 360, respectively, accounting
for 84 percent of the decline in listed operating
companies.

'The focus on the Canadian IPO market as a
bellwether for the perceived erosion of the role

2018 A2010-2018

of the public stock exchange market as the key
mechanism for access to and pricing of equity
capital fails to recognize that the motivations
spurring the decision to “go public”and list on a
stock exchange extend beyond a desire to raise
equity. Surveys of chief executive officers of public
companies reveal that the ability to use their
publicly traded shares as a currency to acquire other
companies and assets is one of the main advantages
they associate with being public (Lowry, Michaely,
and Volkova 2017; PwC and FMC Law 2012).
Although it might not always be perceived as such,
the imprimatur provided investors and lenders

by the continuous scrutiny of public companies
exercised by a stock exchange and by securities
regulators greatly facilitates repeat access to

equity and debt financings and the diversification
of financial sources to support growth or make
acquisitions. Other key advantages that CEOs
have cited include the fact that being listed on

an exchange allows them to use the price of their
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publicly traded shares to value stock options and
that it facilitates the establishment of incentive
programs for employees and the recruitment

of better-qualified executives and employees.

Being a listed public company is also considered

an effective marketing tool, a status that gives
visibility, a strengthened image within the financial
community and comfort to customers, suppliers and
governments.

'The above suggests that, in addition to raising
cash, a major benefit derived from an IPO stems
from the fact that the issuing company becomes
a public company and that listing on an exchange
follows automatically. To the extent that listing on
an exchange can be achieved through other avenues,
it is the end result that should be considered,
not how the company got there. In Canada, due
consideration needs to be given to three major
characteristics of the stock exchange market: (i) the
number of methods other than an IPO available
to Canadian companies seeking to become public
with shares listed on the TSX or T'SX Venture;

(ii) the massive amount of equity financing done
by Canadian companies listed on the T'SX and
TSX Venture through subsequent public offerings
and private placements; and (iii) the role of TSX
Venture as a feeder of new listings on the TSX.

An Adapted Regulatory Framework

In Canada, the regulatory framework has been
adapted to allow stock exchanges to implement
mechanisms that bypass the traditional IPO route
in order to facilitate the “going public” process (see
Table 5).

'The Capital Pool Company (CPC) program is
a unique mechanism for listing on TSX Venture.
'The program allows a newly created private
company that has no assets other than cash and
no commercial operations to conduct an IPO in
order to raise start-up capital and list its securities

Table 5: Alternate Methods for Accessing

Public Equity Markets

TSX TSX Venture

Special purpose acquisition

vehicle (SPAC) Capital Pool Company (CPC)

Reverse Takeover (RTO) Reverse Takeover (RTO)

Source: Author’s compilation.

for trading on the exchange. Once the IPO is
completed, the CPC has 24 months to identify
and acquire a business or pool of assets using the
funds raised from the issuance of its seed shares and
tfrom the IPO. The acquisition is called a qualifying
transaction, and the exchange requires that
tollowing the acquisition, the resulting issuer must
meet T'SX Venture’s applicable minimum listing
requirements. Although these equity financings

are not technically considered to be IPOs, they
essentially fulfill the same function. As at December
31,2018, there were 110 CPCs listed on the

TSX Venture with $146 million in equity capital
available to companies seeking to list on the TSX
Venture, while bypassing the IPO route. The CPC
program is considered a success since: (i) more
than 90 percent of CPCs complete a qualifying
transaction within the prescribed time frame; (ii)

it is used by early-stage companies drawn from all
industries, and (iii) almost 30 percent of currently
TSX-listed graduates are former CPCs (Nassr and
Wehinger 2016; TMX 2015).

Another mechanism is the Special Purpose
Acquisition Company program, which is somewhat
similar to a CPC. As at December 31, 2018, the one
such company listed on the T'SX had $403 million
available for qualifying acquisition transactions
with companies seeking to list on the T'SX. To date,
this financing option has been used very sparingly.
Companies may also be listed on either the TSX
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or TSX Venture by completing an RTO of an
existing listed issuer whereby a company that is
publicly listed on a stock exchange but that has
few if any assets acquires all of the securities of a
private company that has substantial assets and/or
operations, resulting in the latter’s indirectly “going
public.” The public company acquires the securities
of the private company by issuing to the private
company’s shareholders a significant number of
shares in the public company equivalent in value to
the assets or operations of the private company.

Expedited Access to Equity Markets

Stock exchange-listed companies are subject to
rules and regulations to ensure that sufficient and
timely information is made available to investors.
Directors and officers of companies who knowingly
provide false or delayed information are liable to
harsh penalties. These conditions are essential to
ensure an information-efficient capital market; they
also lead to improved governance and accountability
practices. Confidence that disclosure of relevant
and material information by listed companies is
accurate, credible and timely greatly simplifies the
investment decision-making process of investors
and improves capital flows. This is confirmed by
strong evidence: between 2010 and 2018, the
proceeds of IPOs represented 12 percent of the
total equity raised by TSX-listed companies; on
TSX Venture, the ratio was 4 percent (Tables 6 and
7). A similar situation is observed in the United
States, where private investment in public equity
by private equity firms has become a favourable
financing option for exchange-listed companies.

Feeding Listings to the TSX

An important measure of the success of TSX

Venture as a “second market” is the number of
companies listed on that exchange that grow and
graduate to the T'SX once they satisfy the latter’s
listing requirements. Since 2010, 206 TSX Venture
companies have graduated to the TSX, compared
with 141 that have obtained listing through a
traditional IPO (Table 8). It is noteworthy that
almost 20 percent of the S&P/TSX Composite
Index and over 10 percent of TSX-listed companies
with a market capitalization greater than $1 billion
are TSX Venture graduates (TMX 2015). This is in
contrast with the experience in continental Europe,
where the incidence of graduation is almost nil.

COMPLEMENTARITY BETWEEN
CANADA’'S EQUITY CAPITAL
MARKETS

TSX Venture has proved to be a formidable
venue to facilitate SMEs’ access to equity capital,
notably in the years leading up to the expansion
of private equity capital markets in Canada.
Companies listing their shares on TSX Venture
are generally new business ventures with minimal
sales and assets. About half of them do not report
any income; they chose to go public at a stage
where venture capital firms show little, if any,
interest in them. Figure 3 shows the amounts of
venture capital invested by such VC firms and the
amounts of equity raised by TSX Venture-listed
operating companies in sectors other than mining
and mineral fuels. Taken together, venture capital
investments in Canadian non-mineral resources
companies grew from approximately $3.1 billion in
2013 to $6.0 billion in 2017.

'The complementarity between the public
and private equity markets is most pronounced
in the financing of Canadian mineral resources
companies (Figure 4) — sectors that accounted

10 'The drawback of RT'O transactions is that they are subject to statutory requirements for the holding of shareholder

meetings and regulatory approvals. In addition, companies resulting from the RT'O may inherit actual or contingent

liabilities for actions (or lack thereof) by the shell company.
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Table 6: Equity Financings by TSX Listed Companies

IPO Subsequent Public Private Total Total Number of
Offerings Placements Financings
(C$Million)

2010 10,701 26,839 6,609 44,149 780
2011 6,608 31,097 3,283 40,988 711
2012 4,258 37,718 7,586 49,562 723
2013 5,454 30,125 4,280 39,859 599
2014 5,426 41,662 5,459 52,547 557
2015 6,728 38,998 8,654 54,380 557
2016 1,543 52,102 4,106 57,751 631
2017 6,047 32,912 9,461 48,420 658
2018 (H1) 2,738 20,960 10,330 34,028 525

49,503 312,413 59,768 421,684 5,741

Source: TMX MIG Reports.

Table 7: Equity Financings by TSX Venture Listed Companies

IPO Subsequent Public Private Total Total Number of
Offerings Placements Financings
(C$Million)
2010 333 3,107 6,392 9,832 2,603
2011 291 2,985 6,820 10,096 2,252
2012 150 1,826 3,984 5,960 1,894
2013 119 866 2,780 3,765 1,582
2014 119 1,376 3,737 5,232 1,572
2015 544 744 2,557 3,845 1,279
2016 33 977 3,398 4,408 1,549
2017 97 1,825 4,180 6,102 1,564
2018 (H1) 71 2,061 4,665 6,797 1,701
1,757 15,767 38,513 56,037 15,996

Source: TMX MIG Reports.
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Figure 3: Venture Investments in Canadian Non-mineral Resources Companies, (C$Billion)
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for about 39 percent of the value of Canadian

Table 8: Source Of New Tsx Canadian Company

goods exports in 2017. Canada’s varied geology

results in a pronounced concentration of different Listings

types of mineral resources in specific regions of TSXIPO* TSX Venture

the country. It is therefore an important source of (#) Graduates

wealth creation, often in impoverished and remote (#)

areas. Mineral exploration is thus essential to the 2010 39 40

long-term viability of Canada’s mining and oil and 2011 19 45

gas industries. Junior mining companies play an

. . . 2012 13 27

important role in the discovery and development of

mining projects because their activities focus on oft- ~ 2013 19 20

mine-site exploration and deposit appraisal work 2014 3 2

phases, while senior mining companies generally So1s 3 ;

focus on on-site exploration and appraisal activities.

Although this separation of tasks is less pronounced =~ 2016 : e

in the oil and gas sector, it remains an important 2017 17 15

aspect of the industry. The development of fracking 2018 (Sept) 0 b

technology and the growth of shale oil and gas

production in North America is a case in point. 141 2l
Mining exploration and deposit appraisal * Excludes ETFs, SPs, SPACs.

expenditures in Canada amounted to $1.6 billion Source: TMX MIG Reports.

in 2016 and were expected to total $2.2 billion in
2018 (NR Can 2018). Since 2010, junior mining



17

COMMENTARY 536

Figure 4: Private and Public Venture Capital Investment in Mineral Resource Companies, (C$Billion)
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companies have accounted for about 45 percent of
total exploration and deposit appraisal expenditures
in Canada. Such a structural feature of the industry
has two main consequences. First, it has a major
effect on the form of financing of junior companies’
exploration and development activities. Due to the
nature and high risks of their activities, they do not
have access to bank financing or to internal sources
of revenue. Second, since exploration companies
operate off-site, their discoveries lead to new mines
along with the major investments needed to bring
them into production.

Junior mining companies have long played an
important role in bringing Canada’s mineral deposits
into production. Diamond mining is a good example
of the contribution of mining exploration companies
to wealth creation. Until the late 1990s, diamond
mining was virtually non-existent in Canada. Most
people considered it a fantasy that Canada could
become a major producer of natural gem—quality
diamonds. Yet, since 2006, Canada has been the
world’s third-largest producer of natural diamonds.
The six large-scale diamond mines operate to the

highest human rights and environmental standards
in the world. In 2017, their total primary exports of
diamonds were valued at $2.6 billion. Their activities
are also an important source of employment and
income for people living in remote northern
communities. Other recent mineral exploration
successes include Osisko Mining (Canadian
Malartic — gold), Consolidated Iron Mines (Lac
Bloom — iron ore) and Virginia Gold Mines, which
discovered the Eléonore gold project in the James
Bay region and which Goldcorp developed at a cost
exceeding $1.4 billion. All these companies first
listed their shares on T'SX Venture before graduating
to the TSX. Figure 5 shows the number of mining
and oil and gas companies listed on the TSX and
TSX Venture and their quoted market value (QMV)
at December 31, 2018.

Steeped in TSX Venture’s long tradition of
financing mining exploration and development
companies, those listed on the exchange raised
$13.1 billion in equity capital over the 201318
period, while the mining companies listed on
the T'SX raised $27.2 billion. In the oil and gas
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Figure 5: Mining and Oil & Gas Companies Listed on the TSX and TSX Venture at 30 September

2018
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sector, the companies listed on TSX Venture
raised $4.9 billion and those listed on the TSX
$38.3 billion. Private equity and venture capital
firms are seldom involved in the financing of TSX
Venture-listed mining and oil and gas companies,
preferring more mature companies that have
reached the construction or production phase.'!
Between 2013 and 2018, total investment in the
263 private equity deals completed with a mining
and resources company amounted to $8.2 billion,
of which 151 (57 percent) were completed in
Québec. In addition, 281 private equity deals were
completed with oil and gas companies, for a total of
$34.4 billion; 223 (81 percent) of these deals were
completed in Alberta.

TSX VENTURE CHALLENGES

'The TSX Venture Exchange now faces competition
from a dynamic private venture capital investment
industry. Venture capital firms account for an
increasing share of the flow of venture capital
invested in non-mineral resources companies.
During the 2013-17 period, venture capital firms
invested a larger amount of equity capital in non-
mineral resources companies than the amounts
raised through public venture capital ($13.3 billion
versus $8.5 billion). To maintain its share of the
venture equity market, TSX Venture will have to
deal with the erosion of its ability to attract new
listings, which stems in part from the intrinsic
characteristic of SMEs: their size. In December

11 A comparison of the list of private equity deals reported by the CVCA for the period between 2013 and August 2018 with
the list of IPOs completed by TSX Venture issuers during the same period identifies only three companies in which a

private equity firm was involved: one in metal/mining, one in oil and gas and one in cannabis!
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2018, the average QMV of companies listed on
TSX Venture was approximately $30 million.
Trading activity on TSX Venture historically
has been dominated by retail investors, and
remains so.'? The participation of institutional
investors is constrained by regulatory and liquidity
considerations that generally limit the size of their
equity participation in public companies to less than
10 percent of a company’s QMV. The constraint this
limit imposes on them is obvious: 10 percent of a
company with a market capitalization of $10-$30
million means an investment of $1-$3 million, well
below the common institutions’ minimum listed
equity portfolio threshold for such investments.
Liquidity — the ability to trade a security
quickly at the posted price — is one of the most
important factors in determining the price of a
security. Obviously, the greater the market value
of a company and the greater the number of
shareholders, the more liquid the market for its
shares will be. A recent study found that junior
stock markets generally have about 30 percent
of the liquidity of the senior markets (Peterhoff,
Romeo, and Calvey 2014). Since liquidity is critical
to the efficiency of a market, exchanges have
instituted specialist or market-maker systems to
provide market liquidity whereby these firms are
required to buy or sell securities at the posted prices
in the absence of a third party. This mechanism
is designed to guarantee a two-way market for a
security on a continuous basis, and ensure that
share prices are not unduly influenced by patterns
of buy or sell orders. Firms acting as market makers
must devote a substantial amount of capital to this

activity. Generally, investment banks and brokerage
firms specializing in the public financing of SMEs
do not commit the financial and human resources
required or implement the tight risk controls
necessary to perform this regulated function.

'The “tick size” — the smallest movement at which
securities can be bought or sold on an exchange —is a
determinant of the profits earned by market makers
that provide counterpart services on demand for
investors trading through the exchange. The TSX’s
adoption of decimalization and the reduction of
the tick size imposed over the years'® have reduced
economic incentives to engage in market-making
activities, particularly for listed securities with a
low price and small volume of trading (Chin and
Garriott 2016). In addition, with the introduction
of high-frequency trading (HF'T) technologies,
bid-offer spreads have narrowed and the average
size of trades has declined. On TSX Venture, HF T
firms account for about 55 percent of all orders for
the securities they trade (Malinova and Park 2015).
Confronted with narrower bid-ask spreads, some
traditional market makers have allocated fewer
resources to market making or have withdrawn from
the business entirely. As a result, HF'T now supplies
the majority of liquidity in about half of all TSX
Venture securities. To be clear, however, HF'T differs
from traditional market making in that such market
makers have no obligation — to their clients or to
exchanges — to supply liquidity to the market; in fact,
any liquidity HF'T firms provide is merely a by-
product of their trading.

'The conditions described above might explain
the reluctance to date to establish a market-maker

12 'This feature distinguishes TSX Venture from most European markets for SMEs, where IPOs are offered exclusively to
institutional investors and, as a result, generally fail to develop liquid trading (Vismara, Paleari, and Ritter 2012).

13 Currently, TSX Venture rules require tick sizes of one cent for securities sold above $0.50 and half a cent for securities sold

below that price.
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system on T'SX Venture."* HFT is not a solution:
its participation in TSX Venture securities is
much lower than that for TSX securities. On TSX
Venture, HF'T occurs in only about half of all listed
securities, accounting for about 20 percent of all
transactions and less than 10 percent of the trading
value (Malinova and Park 2015). The absence of a
market-maker system for TSX Venture securities
is not inconsequential for the quality of the T'SX
Venture market. A recent study of trading activity
reveals that:

* on any given trading day, only half of the listed

issuers are traded;

* nearly 7 percent of the listed issuers eligible for
trading in a given month do not trade on any day
of the month; and

* asignificant number of listed issuers are traded

or traded at closing at a price of $0.10 or less
(ITIROC 2014).

Small capitalized companies thus face unfavourable
market dynamics, which is a key challenge for
TSX Venture in terms not only of market quality,
but also of their lingering negative effects on TSX
Venture’s reputation with entrepreneurs, financial
intermediaries and investors. The continued
success of TSX Venture thus hinges on three major
conditions: (i) the active and prevalent participation
of retail investors; (ii) the liquidity of TSX Venture—
listed securities; and (iii) a neutral fiscal stance with
respect to similar public and private high-growth
companies:

*  Retail investor participation: The consolidation of

the securities industry within the banking and

insurance sectors, the shift from transactional to
wealth advisory and asset management services

and regulatory changes are contributing factors
to the reduction of liquidity. Large financial
institutions have a pronounced aversion to
reputational risk, which makes them shy

away from recommending early-stage public
companies and small-cap securities to retail
clients, a cautionary note that is easier to justify
in the context of uncertainties surrounding the
interpretation by the brokerage industry of the
Investment Industry Regulatory Organization
of Canada’s suitability rules and Client Relation
Model.

Market liquidity: Historically, independent
TSX Venture dealer members have been the
primary providers of liquidity and the primary
distribution channel for new equity issues by
TSX Venture companies. The decline of these
independent dealers deprives the exchange of
one of its main strengths. TMX Group has
committed to establishing a market-making
program on T'SX Venture as part of its plan to
revitalize the exchange (TMX 2015), but so far
no market makers have been appointed for TSX
Venture securities.’®

Equity research: Equity research fulfills a critical
function in equity markets. It is of particular
importance in the case of small innovative and
high-growth companies for which reliable
information is scarcse and difficult to assess.

The taxation regime: High-growth and innovative
Canadian companies lose most of the benefits
of the federal SR&ED credits program when
they go public, but not if they are privately
financed. This bias of federal fiscal policy is
counterproductive. Canadian public companies
should be eligible for the SR&ED program in
the same way as Canadian-controlled private
corporations of comparable size and stage of
development.

14 TSX Venture has implemented an Odd Lot Dealer system, whereby dealers are required to provide an automatic immediate
fill for incoming tradable odd lots at the best-posted price on the exchange. Odd lots resting in the book, which later
become tradable due to a change in the best-posted price, are also automatically filled by the Odd Lot Dealer. This function
does not include the key responsibilities assigned to specialists and market makers.

15 In the United States, companies that list their shares on NASDAQ’s BX Venture Market are required to have at least two

market makers.
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PUBLIC VERSUS PRIVATE CANADIAN
EQUITY CAPITAL MARKETS

A substantial body of academic literature
documents the additional role that private equity
and venture capital firms play in financing
entrepreneurial companies. In addition to capital,
these professional investors bring specialized
skills, financial management expertise, operational
experience and technical and market knowledge
that are deployed to mentor and help entrepreneurs
and executives avoid costly errors and focus on key
success factors.'® Recent empirical studies show
that, indeed, these investment firms add real value:
for example, the average performance of Canadian
firms that received venture capital financing is
significantly superior to that of comparable non-
venture-capital-backed firms on key metrics: (i)
stronger revenue growth; (ii) sales growth; (iii)
headcount growth; (iv) asset growth and R&D
expenditure growth (Industry Canada and CVCA
2013). These findings are similar to those obtained
in an analysis of the performance of venture-
capital- and non-venture-capital-financed firms in
the United States (Puri and Zarutskie 2012). The
conclusion to be drawn from these studies is that
venture-capital-financed firms change significantly
compared to non-venture-capital-financed firms in
terms of growth rates and size after venture capital
firms become involved.

Although they take great care to ensure a
meaningful match between venture-capital-backed
firms and non-venture capital-backed firms on

key financial metrics, these econometric analyses
do not take into account the idiosyncracies and
motivations of the entrepreneurs at the helm of
SMEs. The proportion of SMEs that have received
private capital is very small — less than 1 percent.!”
It is well documented that a large proportion of
SME owners state that they do not have high
growth aspirations (Hurst and Pugsley 2011). Nor
do the studies compare the performance of similar
companies that have chosen private versus public
venture capital. Such a comparison is important.
Several large international bodies, including the
World Bank and the European Commission, argue
that capital markets play a critical role through
the provision of alternative funding sources for
high-growth and innovative firms, and recommend
tostering the development of junior markets to
serve as a stepping stone to a main stock exchange,
where more funding and liquidity are available
(European Commission 2015; IMF 2015; Nassr
and Wehinger 2015).

It is instructive that the importance of private
capital to economic growth has been shown to
be true across a number of different countries
and to occur across a broad spectrum of critical
areas, including innovation, productivity and
competitiveness. For example, Popov and
Rosenboom (2009) find that, in the European
Union, private capital accounts for only 8 percent
of industrial spending but 12 percent of industrial
innovation. Similarly, Samila and Sorenson (2011),
in their US study, find impressive knock-on effects
from private capital, as each private-equity-backed

16 'These considerations are some of the main points put forward by Innovation, Science and Economic Development Canada

(see Canada 2017).

17 In the United States, by far the largest market for venture capital in the world, the National Venture Capital Association

reports that an average of fewer than 1,200 firms received venture capital for the first year, or approximately 0.2 percent of
the firms that are started each year (Kaplan and Lerner 2017). Puri and Zarutskie (2012) report similar results. During the
1996 to 2000 period, only 0.22 percent of all the new firms created got VC backing. In Canada, the total number of SMEs
with employees is about 1.17 million, and the annual creation of new firms with employees averages 96,000 (Canada 2018).

'The average number of venture capital and private equity investments per annum in recent years has been 468 and 391,

respectively — less than 0.1 percent of the SME population.
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Figure 6: Impulse Response Functions, Private Capital Shock (Percent)
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firm leads to the creation of a further 10 companies.
These results give strong credence to the view
that both public and private capital markets play
a complementary role in the Canadian economy.
'This proposition can be tested quantitatively, using
a structural vector autoregression (SVAR), to see
whether a positive shock to the market value of
either private or public equity capital shares leads
to a positive response in a series of macroeconomic
variables, including real GDP, the employment rate,
business fixed capital formation, R&D (proxied for
with intellectual property products) and net exports,

all using data from Statistics Canada (see Figures 6
and 7). For private and public capital markets, the
analysis makes use of Statistics Canada’s National
Balance sheet accounts, which include data for both
listed (public) and unlisted (private) shares, with

a focus on the stocks of each, at market value. The
private or public capital stock growth is ordered as
the first variable in the analysis. By placing these
variables first, the implicit assumption is that the
equity capital markets represent a leading indicator
for the health of the economy. This assumption is
based on Statistics Canada’s Composite Leading
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Figure 7: Impulse Response Functions, Public Equity Shock (Percent)
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Source: Statistics Canada.

Indicator index," published monthly since February the employment rate positively affected as well —

1981, which includes the stock market as one of ten
components.*

Figure 6 shows the effect of a positive shock to
the growth of the stock of private capital on the
aforementioned set of macroeconomic variables.
Note that the overall economy responds with
a peak increase to its growth rate of 18 basis
points. This is driven by increases in the growth
of R&D and business investment, with growth in

although, given the use of growth rates, these are
short-run effects. Interestingly, net export growth
is negatively affected, but this is driven by increases
in both export and import growth, with the latter
growing faster than the former. Increases in both
are a sign of a strong economy.”

Figure 7 repeats the same exercise for the
growth of the stock of public (equity) capital, where

the results reveal very similar responses to the

18 See Statistics Canada, “Canadian Composite Leading Indicator (CI),” available online at http://www23.statcan.gc.ca/imdb/

p2SV.pleFunction=getSurvey&SDDS=1601.

19 'This assumption is also consistent with Aldatmaz and Brown (2018).
20 Impulse responses for exports are available from the author upon request.
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macroeconomic variables from a positive shock. For
example, the GDP growth rate now increases by 23
basis points. Readers should not get bogged down
in the magnitude per se, however, as the size of the
shock is based on one unit variance, and volatility
is higher in the case of public equity capital. And,
in any event, given the specific circumstances each
company faces when making the decision whether
to go private or public, the more important result

is the positive response of the macro variables to

a positive shock to each form of equity capital.
Indeed, as Aldatmaz and Brown (2018) show, there
might even be benefits to public firms from an
increase in private investments.

EXIT PATHS ARE NOT NEUTRAL

'The gradual slowdown in the rate of productivity
growth in industrial economies in recent decades
and the negative pressure that aging populations
will exert on it in the future have drawn attention
to the fact that high-growth firms are a key lever in
improving productivity and wealth creation. Scaling
up SMEs has become a policy priority to address
low productivity growth in OECD countries. It is
unlikely that Canada will improve its low ranking
in innovation and productivity growth among its
OECD peers — despite the positive results above
arising from public and private equity capital market
investment — if it fails to develop more Canadian
multinationals around which new technology
companies can emerge and grow in symbiosis.

'The productivity level of companies is a function
of their size (Leung, Meh, and Terajima. 2018).
This positive correlation applies to all sectors. In
Canada, it has been observed that companies with
more than 500 employees and those with 100 to
500 employees have productivity levels that are
30 percent and 20 percent higher, respectively,
than those of companies with fewer than 100
employees. This productivity gap also increases
over time, because productivity gains depend
on the assimilation of expertise, competencies

and best practices within companies and from
their continuous adaptation. This process takes
time. Think of the learning curve: advances in
productivity are a function of cumulative output,
not cumulative investment. Moreover, productivity
differences between exchange-listed companies of
different sizes are much less pronounced, a strong
indication that a stronger capital structure leads to
higher productivity, since it facilitates increases in
capital intensity (Lee and Tang 2001).

Since private equity and venture capital firms
seek to invest in firms that have the potential to
grow into sizable companies with the resources
necessary to compete in world markets, how and
when they disinvest their portfolio is an important
policy issue. The Canadian public venture capital
market provides a “real life” case for empirical
analysis of the trajectory of growth-oriented SMEs,
depending on whether they have chosen the private
or the public market financing option. Comparing
non-resources-based companies graduating from
TSX Venture to the TSX to benchmark firms that
listed on the T'SX pursuant to an IPO, Carpentier
and Suret (2018) find that TSX Venture nurtures
small, dynamic firms — the earnings of future
graduates grow about twice as fast each year
(57 percent) as those of the benchmark firms
(32 percent); and the probability of reaching
the T'SX is much higher for TSX Venture
companies than for venture-capital-backed firms —
15.9 percent versus less than 3 percent.

In Canada, private equity and venture capital
firms, including government agencies and sponsored
funds, prefer trade sales (78 percent) over an IPO
(13 percent) as the exit path. A factor that seems
to influence the stronger propensity for trade sales
versus IPOs in Canada than in the United States
is that the size of private equity and venture capital
investments in Canada is significantly smaller
than in the United States or the United Kingdom.
Since 2012, normalized for their respective GDP,
the frequency of private equity capital financings
greater than $50 million was six times higher in
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the United States and three times more frequent
in the United Kingdom than in Canada (TMX
2017).1n 2017, the average investment amount by
Canadian venture capital firms was $8.04 million,
compared with $25.9 million in California and
$22.8 million in Massachusetts. The situation is
particularly worrisome for later-stage financings,
where Canadian companies raise less than one-
quarter the amount comparable US companies do
(TMX 2017).

Foreign trade sales by venture capital firms are
common and increasing. This pattern is consistent
with cross-country observations that the number of
trade sales is considerably larger than the number of
IPOs and that, for OECD members, “the fact that a
start-up received government venture capital support
instead of only private venture capital funding does
not impact the probability of acquisition or IPO”
(Breschi, Lassébie, and Menon 2018). Over the
2001-12 period, 57 percent of trade sales were done
with foreign firms, and in Canada this generally
means that these knowledge-based companies
will be acquired by and subsumed within foreign
companies based mainly in the United States. This
generally results in the relocation, or “migration,” of
R&D and executive decision-making functions or
of the entire business outside Canada (Carpentier
and Suret 2014b). Even if such transactions arise
from strategic considerations, the fact remains that
company ownership has a considerable influence
on the strategies pursued, the location of critical
functions, including R&D, and integration into the
tabric of its business and societal environment —
roles that truncated companies with hollowed-out
capabilities do not fulfill.

In this regard, we need to take into account that,
in addition to tax incentives for R&D spending, 15
OECD countries grant preferential tax treatment
for revenues generated by the commercialization of
intellectual property, including patents, copyrights
and process designs for which they have incurred
expenditures such as R&D costs. This is not the
case in Canada either at the federal level or in most

provinces. Although there is scant evidence that
such an income-based tax measure fuels greater
R&D activities, it has a strong eftect on patent
location (Alstadsaeter et al. 2015), and influences
that of marketing and sales activities (Lester and
Warda 2018).

'The point here is not that foreign-owned
companies with operations in Canada do not
promote productivity growth and do not make
a valued contribution to the Canadian economy.
'The issue is that the trade sales generally involve
the acquisition of new, technology-based firms
that have not yet reached business maturity by
multinational companies of a size that dwarfs
the Canadian company being acquired. In these
circumstances, hollowing of the acquired firm is the
rule, not an exception.

There is no denying that several crucial
considerations determine the choice of exit path
by private equity and venture capital firms. The
strength of competition in product markets is a
crucial factor: will the firm be able to fend for
itself and grow independently after going public,
or is it more valuable to an acquirer able to benefit
from the synergies resulting from the integration
of the targeted company into its activities? This, in
turn, depends on the value attributed to the firm
at the time of the IPO, the determination of the
entrepreneur-shareholder to remain, or not, in
control of his or her destiny and the expectations
regarding the evolution of the share price thereafter
(Bayar and Chemmanur 2012). The latter point is a
particularly important consideration for the private
investors because securities and stock exchange
regulations require that they, and the senior
executives of the company, place the shares and
convertible securities they retain in escrow which
can only be released in tranches that extend to 18
months after the listing date (OSC).

'The example of BRP illustrates the points above.
'The company was privatized with the participation
of Beaudier inc, Bain Capital and the Caisse de
dépot et placement du Québec; it subsequently
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went public and is listed on the T'SX. Today, this
Québec-based company is the undisputed world
leader in the design, manufacturing, distribution
and marketing of motorized recreational products.
What would remain of the main engineering,
technical and business functions in Canada if, rather
than follow the course it did, the company had been
acquired by Honda, Kawasaki, Polaris, Suzuki or
Yamaha when it was spun off by Bombardier?

More generally, the role of private equity is to
make businesses grow once they are past the venture
stage. This in turn helps strengthen Canada's
economy along a number of dimensions of success,
as illustrated in Figure 7.

CONCLUSION

Private capital plays an important and growing role
in connecting financial resources to investment
opportunities in a highly productive manner.
Governments that have spent considerable
resources supporting investments in the venture
stage of Canadian firms' growth need also to

pay attention to the next stages. Exchange-listed
companies, IPOs, venture capital and private
equity are all complementary investment avenues.
Each plays a vital role that allows companies more
efficient access to capital for improving productivity,
boosting long-term growth and innovation, and
creating better jobs.

Despite positive trends in the volume and
sources of private capital in recent years, Canada
continues to face persistent challenges: the median
size of exits is almost an order of magnitude
smaller than in the United States (BDC 2017), and
institutional equity investors systematically engage
in trade sales rather than IPOs.

'This creates a conundrum. On the one hand,
the vitality of private capital markets depends on
investment returns achieved by private equity and
venture capital firms: hence the search for the most
lucrative and less burdensome exit. On the other
hand, the sale of new technology-based and high-
growth companies to foreign firms generally leads
to the migration of innovation and productive
capacity outside Canada’s borders.

One powerful disincentive to exit through
public markets is federal government tax policies
that discriminate against and penalize Canadian
innovative and high-growth companies that “go
public” (Chen and Mintz 2011). In addition to
correcting these counterproductive biases, serious
consideration should be given to adopting a tax
measure similar to the US Small Business Jobs Act
of 2010, which provides for full exemption from
tederal taxation of capital gains realized on the sale
of the shares of certain small businesses. There is
empirical evidence that the exemption increased
“the amount of investment in start-up firms and the
number of investors per funding round by about
12 percent” (Edwards and Todtenhaupt 2018, p.33).

Serious consideration should also be given to
reducing the capital gains tax on shares issued by
qualified SMEs when they list on a Canadian stock
exchange and are held by individual investors for a
reasonable period of time, since evidence suggests
that capital gains taxes influence the underpricing
of IPOs (Li, Lin, and Robinson 2016). The
adoption of such a tax measure applicable to exits
by an IPO or upon listing the shares on a Canadian
stock exchange would help establish a more neutral
playground for the choice of exits, which, to a large
extent, is the crux of the matter.
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APPENDIX A: REPRESENTATIVE EXAMPLES OF PRIVATE EQUITY CAPITAL
SUPPORTING GROWTH OF CANADIAN-BASED COMPANIES

Size of Deal

Deal Name

Narrative

LifeLabs acquires

LifeLabs Medical Laboratory Services, a Canadian medical diagnostic services
provider owned by the Ontario Municipal Employees Retirement System,
acquired Mississauga-based rival CML Healthcare Inc., whose main shareholder
was Boston-based Fidelity Investments, in 2013. This made the LifeLabs,

$1 Billion or more CML HealthCare headquartered in Toronto, the fourth-largest medical testing lab company in the
Tnc. world, dominant for non-hospital tests in Ontario and British Columbia, and
better able through efficiencies enabled by the merger to face constant pressures by
provincial governments to cut costs and invest in new technologies. LifeLabs has
subsequently expanded both geographically and in terms of service offerings.
Novacap and Caisse de dépot et placement du Québec invested in Pivotal
Payments in 2017, a Québec business providing payment processing solutions and
CDPO &N services. This investment is part of Pivotal’s “aggressive growth plan” to acquire new
$500 Million to . Q . ovacap ayment and fintech solutions and expand into new markets, such as the United
t in Pivotal bay P
illion tates (where it operates an IT and development center in Plano, Texas), as well as
$1 Billi ;W“ 1 ot States (where it op IT and develop in Plano, Texas) 1l
ayments Australia and New Zealand, while keeping the company headquartered in Canada.
Since then, the company has announced that it will rebrand and operate under the
new name Nuvei, and create a community of payment experts, the first of its kind.
In 2014, Novacap partnered with its NOVACAP Industries IV investment fund,
and other institutional players, including Caisse de dépot et placement du Québec,
NOVACAP investing more than $165 million in KDC, a leading contract manufacturer of
. health and beauty-care products. Novacap, through its NOVACAP II Fund,
Industries IV and . . . N
. inve i , ivisi - irol, i . Owv
Lp first invested in KDC, formerly a division of US-based Clairol, in 2002. Over
. this - , and its partners invested in to increase its
partners invest his 2002-2018, NOVACAP and its p invested in KDC to i i
$165M in KDC North American footprint in vertically integrated manufacturing of health and
beauty-care products, expanding sales more than twenty-fold while remaining
headquartered in Québec. It was sold to New-York based investors in 2018.
In 2015, a group of Canadian investors acquired all outstanding shares of
Dutil Family Québec-based North American manufacturer of trailers, Manac Inc., and took
. ’ it private in order to keep its headquarters and main plant at its Québec home
Caisse, Fonds de . ! . Y
B Py ase, following a strategic review of the company that elicited interest from buyers
solidarité, 1Q, base, following a strateg f th pany that elicited interest from buys
. e from across North America and Europe. This privatization took place over a year
$100 Million to QMEF take Manac : g
$500 Million : after Manac completed an IPO after which the company’s shares traded on the
PRI TSX. Since privatization, Manac has expanded through acquisitions in the United

States and Canada.

Agropur closes
growth capital
financing

In 2015, Québec’s institutional investors, La Caisse de dépot et placement du
Québec, National Bank, the Fonds de solidarité FTQ, Investissement Québec,
and Capital régional et coopératif Desjardins and Fondaction CSN, invested in
Agropur Cooperative to further its growth in the North American dairy industry.
This group had already invested in Agropur in 2014. These investments are aimed
to support acquisitions of New Brunswick’s Northumberland Dairy Co-operative,
United States-based Davisco Foods International, Inc., and the Western Canadian
milk, yogurt and ice cream manufacturing operations of Sobeys Inc., which will
rank Agropur among the largest North American dairy product processors. At the
time of the transaction, Agropur had 6,500 employees in Canada and the United
States and 32 plants across North America. Today it has over 8,800 employees and
39 processing and distribution facilities across North America.
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Mosaic, a Canadian investment company focused on established mid-sized niche
businesses, acquired a majority stake in Mackow Industries, a Winnipeg-based
family-owned metal fabrication company. Mosaic acquired 80% equity interest in

Mosaic Capital Mackow in 2016, giving it the needed support to expand operations into a second
acquires Mackow 2 facility in Fargo, North Dakota. Mackow estimated that around 12 employees will
Industries be hired from the Fargo area, with no one being moved from Winnipeg. The new

plant has a plant manager to run operations there, and the Winnipeg management
will go back and forth. This acquisition helped Mackow grow internationally while
maintaining its ownership within the family.

$100 Million or less

In November 2014, Ontario Teachers’ Pension Plan (Teachers’) and ARC
Financial, along with other investors, injected a new round of equity financing ($81

BluFarth million) into BluEarth Renewables Inc, a company focused on commercial scale
R b renewable energy developments. At the time of investment, BluEarth had raised
clzlsl::/%ag IS\S/I ew 1 over $250 million in equity. The goal of the new round of financing was to support

BluEarth’s continued growth and investment in projects related to renewable
energy, which has occurred with the development or acquisition of a number of
wind, solar and hydroelectric projects across Ontario and Western Canada. Since
then, it has opened new headquarters in Calgary, and has entered the US market.

financing
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