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Executive Summary

This report of the Task Force on Access
to Capital of the Canadian Labour
Market and Productivity Centre
discusses and makes recommendations
concerning financing barriers relevant to
small and medium-sized enterprisesin
Canada. The work of the Task Force
builds on recommendations made by the
CLMPC’ s Economic Restructuring
Committee in their 1993 report, Canada:
Meeting the Challenge of Change.

Over the past decade, small and
medium-sized firms have made major
contributions to net job creation. Despite
thisfact, it is these companies, and
especially the youngest among them, that
encounter significant difficulties seeking
external capital. The Task Force feels,
further, that issues related to debt capital
have tended to overshadow discussion of
equity sources.

A central message of the Task Forceis
that equity capital should be given
heightened emphasisin Canadian
investment and financing, especially for
small and medium-sized enterprises
(SME’s). Within the equity capital
framework, thereis afurther need to
explorein more detail the role and
contributions of the relatively new
labour-sponsored investment funds.

Both debt and equity capital are essential
to the long-term financial health of a
business, and the optimum balance of
debt and equity is always a crucial
guestion. While not a panacea, equity
capital, however, plays an important
strategic role in supporting the growth
and development of small firms. Equity
brings “ patient” capital, aswell asthe
knowledge, advice and networks of

investors. Equity also provides afirm an
ability to leverage debt.

Although it was not possible within the
scope of the project to deal with all
financing issues, the Task Force has
devel oped recommendations of practical
significance in those areas of debt and
equity financing which it did address.

The Task Force believesthat it is
essential to promote the use of equity
capital anong SME'’s, and that private
decision-makers and public
policymakers have akey roleto play in
thisregard. Of central importancein this
regard is the need to foster and enhance
the management expertise of small
business, aswell as to increase the
amount of information available to small
business concerning financing options
and opportunities.

For their part, financia institutions must
continue to place more emphasis on
understanding the industrial context of
small businesses, and its implications for
their capital needs. Thisis particularly
the case in high-technology sectors
characterized by intangible assets. For
firms such as these, financial institutions
must continue to develop more
sophisticated valuation and risk
assessment techniques.

The Task Force believesthereis
significant innovation taking placein
Canadain avariety of financing areas,
including new approaches to directing
capital to small-dollar projects, and new
hybrid debt-equity instruments for small
business financing. In both areas,
however, there is room for continued
growth and devel opment. Innovations
are also occurring in the area of small
business networks which allow small
businesses to pool resources for
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financing and other purposes, and these
need to be promoted and extended.

In the view of the Task Force, thereis
also room for improvements to a number
of aspects of provincia securities
regulations. Efforts are needed to
harmonize these across jurisdictions, as
well asto ensure that their application
within jurisdictions respects the limited
financial resources, and consequent cost
sensitivity, of small businesses.
Regulations should also not
unnecessarily obstruct the development
of regional dealers and brokers. In this
connection, the Task Force recognizes
that the diverse network of financial
means and structures developed in
Quebec has had positive impacts on
access to capital, and deserves study to
identify transferable approaches.

With regard to the labour-sponsored
investment funds, since these are a new
financing vehicle and each fund hasits
own objectives, the Task Force identifies
certain key characteristics which the
funds should possess, and on which their
performance should be assessed. The
Task Force aso recommends that these
funds be recognized as atool for
localized venture financing.

Based on Task Force discussions, there
isaneed for the federal government to
review, evaluate, and compare all tax
incentives and other mechanisms (grants,
loans, etc.) which affect risk capital
supply, in terms of their impact on

capital supply.

The Task Force recognized that lending
institutions have made progress in
addressing a number of small business
difficulties, including the disruptive
effects of high staff turnover and related
aspects of customer service. Codes of

conduct, alternative dispute resolution
mechanisms, and similar initiatives are
clearly positive developments. Thereisa
need, in the view of the Task Force, for
the ingtitutions to better promote and
communicate these initiatives to their
clients, and explore ways of enhancing
some of the practices themselves.

Improving financing for women
entrepreneurs was also researched and
addressed by the Task Force. While a
small business survey conducted for the
Task Force did not isolate bias against
women on the part of financing sources,
other surveys have presented evidence of
such bias. In the view of the Task Force,
financial institutions should continue to
be vigilant regarding their policies and
practices to ensure the equal treatment of
women in small business. Initiatives,
such as mentoring programs, which
support the needs of women

busi nesspersons, also require continuing
support.

In summary, the Task Force believes that
the increased use of equity capital
sources, combined with the Task Force's
recommendations on both debt and
equity matters, will contribute to
improved terms and conditions for
financing small entrepreneurs and
enterprisesoverall. It concludes that by
guaranteeing increased capital supply
through new means and structures,
developed and supported in both the
private sector and government, a crucial
step will have been taken in moving
Canada towards a new economy.
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List of Recommendations

Recommendation 1

We recommend that Canadian private
sector decision-makers and public
policy-makers give increased priority to
the role of equity financing in assisting
new and devel oping small business.

Recommendation 2

We recommend that small business,
assisted by its representativesin
national organizations, give more
attention to equity in financing demand
needs in a new Canadian economy.

For example, business associations, on
their own initiative or supported by
Industry Canada, should develop
information packages or seminarsto
encourage small businessesto actively
consider equity financing.

Recommendation 3

We recommend that all private and
public sector participantsin Canadian
financing relationships act to foster the
knowledge and skills needed by small
business to access external sources of

capital.
Such actions could include:

[0 direct assistance in the preparation
of business plans;

0 seminarsor literature on how to
prepare to approach a funding
SOUrce;

[0 education programs on budget
preparation.

Recommendation 4

We recommend that financial
ingtitutions, governments, and
professionals active in small business
financing give increased priority to
communicating to small business
information about capital supply options
and programs to lower barriers more
widely.

Actions could include:

[0 more active promotion or
distribution of literature already
devel oped;

[0 enhancing the knowledge of
financial institution staff concerning
capital supply options, so they can
pass this on to clients;

[0 seminars conducted by accountants
for their clients, providing
information on capital supply
Sour ces.

Recommendation 5

We recommend that financial institutions
devote more resources to developing
specialized expertise about the equity
needs of knowledge-intensive and

technol ogy-intensive firms.

Actions by ingtitutions in thisregard

could include:

[0 appointing senior managers
responsible for ensuring that staff
receive training in the needs of
knowledge-intensive firms;

[0 recruiting individuals with
knowledge of the needs of high-
technology firms;

[0 accessing, as needed, specialized
external advice on the needs of
high-technology firms.
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Recommendation 6

We recommend that venture capitalists,
other financial institutions, and
government work in partnership to
develop new mechanisms for directing
capital to small dollar projects.

Such a partnership might begin through
collaboration between the Business
Development Bank of Canada, venture
capital firms, and financial institutions
to organize a conference on ways to
support small dollar projects.

Recommendation 7

We recommend that business, finance
and government collaborate on new
efforts to promote infor mation-sharing
and networking between * angels”
(wealthy individuals or families who will
make direct investments) and small
entrepreneurs.

Actionsin thisregard may include:

[0 anew attempt at a centralized
matchmaking service;

[0 greater use of electronic
communications systems such as the
Internet;

[0 anincreased rolefor lending
ingtitutions as clearinghouses of
information;

[0 agreater information role for
professionalsin thisfield, such as
accountants or lawyers.

Recommendation 8

We recommend that traditional debt
lenders devel op and implement hybrid
debt-equity instruments for small
business financing using existing private
sector and government models for
reference.

Recommendation 9

We recommend that financial institutions
devel op mor e sophisticated techniques
for risk assessment, especially for soft
asset lending, that can lead to revised
security criteria.

Recommendation 10

We recommend that the Small Business
Loans Act be reviewed to assess the
feasibility of expanding the range of
capital needs beyond the purchase of
fixed assets to include financing needs
such as working capital and research
and devel opment.

Recommendation 11

We recommend that the Quebec
financial model be assessed by business,
labour and government to identify
approaches which may be transferable
to other Canadian provinces and
regions.

As a specific example, Industry Canada
might establish a review, with other
business, labour and gover nment
participants, of aspects of the Quebec
model including:

[0 the Caisse de dépbts et de
placements;

0 the Quebec Stock Savings Plan; and

[0 specialized and localized equity
pools formed by co-investors.
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Recommendation 12

We recommend that securities regulators
act to ensure that standards are not
unnecessarily obstructing regional
dealers and brokers.

Recommendation 13

We recommend that the federal
government review, evaluate and
compare all government programs and
initiatives which affect risk equity supply
in terms of their impact on capital
supply.

These would include, but would not be
restricted to, tax incentives, grants, loan
guarantees, interest-free loans, etc.

Recommendation 14

We recommend that provincial securities
commissions review and amend
regulations for cost sensitivity to small
business financing and initial public
offerings.

Soecific regulations which might be
reviewed include those relating to
information disclosure and prospectus
requirements, and related application
fees.

Recommendation 15

We recommend that the Canadian
Securities Administrators review
Canada’ s system of securities regulation
and enforcement to encourage
simplification and harmonization.

Recommendation 16

We recommend that gover nment reviews
of labour-sponsored funds take into
account the specific objectives of

individual funds and gather evidence as
to whether these are being met.

Recommendation 17

We recommend that control and
direction by a legitimate labour body,
which is stipulated in the legislation
governing the funds, be recognized as a
requirement for ongoing tax support of
labour-sponsored funds.

Recommendation 18

We recommend that general national
criteria be established regarding labour-
sponsored funds, in addition to basic
concerns regarding return on investment
and accountability to investors. These
could include:

[0 job creation and protection;

00 afull rolefor unions and workersin
directing investment decisions;

[0 acommitment to increased
participation in investment by
working people;

[0 promotion of business-labour co-
operation;

O assistance to small and medium-
sized firms,

[0 support for regional/community
economic devel opment;

0 encouragement of high performance

wor kplaces,

[0 effective support of national venture
financing;

[0 delivery of economic and financial
training.

Recommendation 19

We recommend that labour-sponsored
funds be recognized as a tool for
advancing localized venture financing,
wherethisis appropriate.
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Recommendation 20

We recommend that business, finance
and government support new and
continuing initiatives to promote the use
of small business networks in Canada.

Soecifically, Industry Canada should
work with business associations to
expand the number and scope of these
networks.

Recommendation 21

We recommend that lending institutions
continue to develop means for
preventing high staff turnover where it
affects quality working relationships
with small proprietors.

For example, independent surveys of
customer satisfaction levels could be a
useful tool for lending institutionsin
monitoring the effects of changing staff
turnover levels on relationships with
clients.

Recommendation 22
We recommend that lending institutions:

[0 better communicate policies and
practicesto their small business
customer s through newly devel oped
codes of conduct and complaint
handling initiatives, and

0 increase the effectiveness of small
business ombudsmen by ensuring
that they are directed independent
of the institutions themsel ves.

Recommendation 23

We recommend that all financial
institutions continue to be vigilant
regarding their policies and practicesto
ensure the equal treatment of women in
small business.

Recommendation 24

We recommend that business, finance,
labour and government lend support to
financing value-added programs for
women, such as mentoring programs.
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Introduction to this
Report

1. Background

In November, 1993, the Task Force on
Access to Capital of the Canadian
Labour Market and Productivity Centre
(CLMPC) was established with a
membership of senior business and
labour representatives and with a
mandate to study, discuss and make
recommendations concerning financing
barriers relevant to small and medium-
sized enterprisesin Canada. Assuch,
the Task Forceis heir to alandmark
process completed in early 1993 when
the CLMPC'’ s Economic Restructuring
Committee greatly expanded the scope

capital resources at a reasonable cost,
Canadian individuals, companies and
governments can continuously make the
types of investments that yield jobs,
wealth and income. In particular, private
industry is able to finance production
maintenance and expansion which is so
very essential to economic growth and
better living standards.

At the same time, Task Force members
point out that capital availability
concerns have risen significantly on the
national agendain recent years. This
suggests that matters of investment and
financing may be even more critical
today as the economies of Canada—
and indeed, all other advanced
industrialized countries — are beset by
fundamental and on-going changes.

of themes and issues for
business and |abour
consultation and consensus-
building at the national
level. Thisincludesthe
issue of the amount and
quality of productive
investment in ahigh value-
added economy and its
support by adequate
financing.

Hence, the work of the

Canada’s system of capital
markets, banks and other
financial institutions has been
recognized internationally for
its soundness, efficiency, and
comprehensive provision of
products and services.
Nevertheless, as far-reaching
economic change and
restructuring takes place, so
too are overall conditions of
financing demand and supply
evolving at a rapid pace.

Increasingly, private and
public sector decision-
makers have argued for
improvements to
productivity and higher
value-added employment
as aresponse to the
circumstances of a new,
global economy. This
effort, plus the costs of
adjustment, entail large
and diverse investments
which, in turn, depend on

Task Force on Accessto

Capital builds on recommendations
made by members of the CLMPC’s
Economic Restructuring Committeein
their 1993 report Canada: Meeting the
Challenge of Change.

In approaching its mandate, Task Force
members recognized that this subject is
not anew one. Savings, investment and
capital formation have aways been
integral to national economic
performance. By having accessto

asizeable and timely delivery of capital.

Canada’ s system of capital markets,
banks and other financial institutions has
been recognized internationaly for its
soundness, efficiency, and
comprehensive provision of products
and services. Nevertheless, asfar-
reaching economic change and
restructuring takes place, so too are
overall conditions of financing demand
and supply evolving at arapid pace. For
this reason, the Task Force believesitis
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appropriate for decision-makers and
policy-makers to more regularly review
and assess the state of Canadian capital
alocation to ensure it is keeping abreast
of new economic challenges and needs
in the future.

2. The Focus of the Report

The following report of the Task Force
addresses the small business sector’s
current financing experience. This, it
will be widely acknowledged, is
absolutely central to broader Canadian
investment and capital alocation trends
given the clear contribution small and

Hence, while this report will touch on
selected questions involved with access
to debt and equity capital, the Task Force
wishesto give greater emphasisto the
latter.

Historically, research has revealed that it
issize, not surprisingly, that isthe
pervasive characteristic of al
underfinanced commercia concerns (i.e.,
as defined by total employment, assets,
sales, or level of financial demand).
However, research literature has found
that barriers may bein place due to other
variables as well, such asthe innovative
or technical nature of production or

medium-sized firms, both
new and established, have
made to net job growth over
the past decade or more.
Despite this fact, research
suggests, it isthese
companies, and especialy
the youngest among them,
that encounter substantial —

products, locationin a

Task Force members believe a | - djsadvantaged region or
preoccupation with borrower-
lender concerns may have
overshadowed the vitally
important role equity
financing can and should play For this reason, Task
in industry, today, and in the
new economy.

community, or the
gender of company
owners and managers.

Force members aso
chose to concentrate on

and in some cases, apparently
intractable — difficulties seeking
external sources of capital.

In dealing with this issue, the Task Force
has chosen to concentrate on access to
equity capital. Thisis because of its
conclusion that, while considerable
public attention has been devoted to
capital availability to small business as
of late, most of this attention has been
geared to problems of debt. Of course,
thisis understandable in light of
widespread use of commercial loans and
credit. However, as a consequence, Task
Force members believe a preoccupation
with borrower-lender concerns may have
overshadowed the vitally important role
equity financing can and should play in
industry, today, and in the new economy.

the particular
experiences of very small business (such
as micro-enterprises), high technology
firms, firms located in specific Canadian
regions, and firms owned and operated
by women. The Task Force believes
strongly that the capital availability
problems of these groups merit special
consideration.

Finally, in the context of discussing
equity financing, the Task Force
determined to devote some attention to
the growing prominence of labour-
sponsored investment fundsin the
Canadian economy. It wasfelt that the
funds represent a very significant
development in the activity of unions
and workers in many capital markets and
should be better understood given the
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rel ative absence of accurate and
comprehensive data about them.

3. The Nature of Supporting
Research

To assist the deliberations of members,
the Task Force authorized severa
research projects utilizing arange of
methodologies. These projects were
conducted over the period 1993 to 1995
by CLMPC research staff in partnership
or co-operation with other interested
organizations and individuals. This
included the Canadian Chamber of
Commerce (CCC) which worked with
the CLMPC to produce a survey of close
to 1,500 small and medium-sized
companies on on-going financing
requirements and constraints. The
survey was complemented by focus
group interviews with firm owners and
managers and with representatives of
financial institutions across the country.

Another organization working with the
CLMPC on the topic of the costs,
effects, and benefits of labour-sponsored
funds was Carleton University’ s Centre
for the Study of Training, Investment
and Economic Restructuring (CSTIER).

CLMPC research projects a so benefited
from the advice and help of several well-
known Canadian expertsin thisfield,
including Mary Macdonald of
Macdonald and Associates, Professor
Allan Riding of Carleton University, and
Professor Barbara Orser of Ryerson
Polytechnical Institute.

Thefina versions of all research papers
are complete and are available upon
request from the CLMPC. The
following are alist of published papers
(as of November, 1995), along with
additional CLMPC documents of value

to the Task Force, that should be referred
to as investigative supplements to this
report.

» Accessto Capital Resourcesin
Canada, CLMPC, 1993;

e Canadian Business Speaks Out
on Accessto Capital,
CLMPC/CCC, 1995

* The Role and Performance of
Labour-sponsored Investment
Funds in the Canadian Economy:
An Ingtitutional Profile, CLMPC,
1995

e Adding Value: The Economic
and Social Impacts of Labour-
sponsored Venture Capital
Corporations on Their Investee
Firms, (written by CSTIER),
CLMPC, 1995

4. Accessto Capital: An
Overview

Research into Canadian capital supply
and demand, though extensive, does not
fully describe the true incidence,
character and dimensions of problems.
Over the years, however, some degree of
understanding has been devel oped based
on both anecdotal and empirical
evidence. For instance, while broad
Canadian commercia demand is
generally satisfied in the marketplace, a
discernible pattern has been shown to
exist whereby firmsin specific
industries, sectors and regions encounter
barriers to obtaining adequate, affordable
financing.

Most researchers do not attribute this
situation to any past or current shortages
in the national capital stock (though
some economists have given warnings
about future trends in this regard).
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Rather, supply deficiencies, when they
occur, tend to be linked to specific
capital markets, such as the venture
capital market (which has suffered from
low investor participation in the past).

Many barriers to access may well be
more institutional or structural in nature.
That is, they pertain to legal or

regul atory regimes, institutional
relationships and market practices, costs
of transactions, limited infrastructure, or
systems for disseminating knowledge
and information, for example. Itis

@ Accessto Debt Financing

For Canadian small business owners and
operators looking for external sources of
capital, debt is, overwhelmingly, the
instrument of choice. The CLMPC/CCC
survey found that more than 80 percent
of companies use debt financing (and/or
personal and internal capital).

The national commercia lending market
isvalued at approximately $300 billion.
Most of this activity consists of
conventional loan and credit instruments
supplied by banks and near-banks —

these, recent data and

trusts, credit unions and

analysisindicate, that can I'n an attempt to explain long- caisse populaires (and

cause so-called “gaps’ in

standing financing barriers,
many researchers have drawn

including government-

mainstream capital markets | o o the policies and run institutions).

or bring about a poor practices of lending Alternative forms of
matghl ng of supply with institutions, borrower-lender credit include non-
specialized demand. A relationships, and the quality | residential mortgage
compelling examination of of decision-making of firm financing and bonds and
some of the structural proprietors. commercial paper which

impedi ments associated with

capital allocation is presented in
University of Toronto Professor Jeffrey
Macintosh’s 1994 paper Legal and
Institutional Barriersto Financing
Innovative Enterprisesin Canada.

It is not the intention of this paper to
replicate, or smply report, the research
already carried out on the gamut of
guestions posed around access to capital.
However, in the interest of providing
context, some overview of small
business financing is necessary. The
following, therefore, isavery brief look
at current conditions of debt and equity
capital provision in Canada and some
details about its availability for small
and medium-sized enterprises (for more
detailed evidence and discussion, please
see CLMPC reference documents
previously listed).

are provided by various
institutions. Some financia institutions,
such as the biggest banks and trusts,
attempt to supply all market segments
while others, such as small trusts and
credit unions, may focus on specific
classes of borrowers.

In an attempt to explain long-standing
financing barriers, many researchers
have drawn attention to the policies and
practices of lending institutions,
borrower-lender relationships, and the
quality of decision-making of firm
proprietors. Study after study, including
the CLMPC/CCC survey, have
discovered alarge measure of customer
dissatisfaction with their banking
options.

10
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Smaller borrowers have argued that
lending institution policiesin such areas
as collateral security, borrowing costs,
and account management are key
determinants of access. For instance,

security standards may tend
to favour financing fixed or
hard assets rather than soft
assets and intangiblesin
enterprises of all kinds.
While banks and near-
banks have, in many cases,
moved to correct policy
shortcomings, problems
remain. Some believe that

change is also necessary in attitudes and
behaviours on the demand side and
regarding the role government assumes
in the allocation of loans and credit.

(b)  Accessto Public Equity

Financing

For those small entrepreneurs wishing to

Widely-held public equity
offers unprecedented growth
and devel opment potential to
the small or medium-sized
company. Research indicates,
however, that there are
distinct barriersto smaller
entities obtaining it.

investors. In one fashion or another,
virtualy al financial institutions
participate in organized exchangesin
Toronto, Montreal, Vancouver and other
Canadian centres.

Widely-held public equity
offers unprecedented
growth and devel opment
potential to the small or
medium-sized company.
Research indicates,
however, that there are
distinct barriers to smaller
entities obtaining it.

Initial public offerings, for instance,
involve considerable costs, in large part
due to provincial regulatory strictures
concerning the public disclosure of

information. This and other factors

weigh against small public issues (e.g.,
under $1 million). Thus, theinitia

public offering alternative is relevant to

stay private, along-term financing goal

may be to supplant external sources with
retained earnings. For others, arelated
goal isfrequently to expand and develop
to the stage where an initial public
offering of equity becomes feasible.
Once an enterpriseis listed with an
organized securities exchange, all

subsequent capital requirements can be

managed, in the main, through
sophisticated public market channels.

Canada s public capital markets consist
of roughly $450 billion in pools bringing
together pension assets, surpluses of
financial institutions, and investment
funds of all types. Collectively, these
pools purchase government and private
debt and equity instruments, mortgages
and real estate. Successful corporate
issues generally must secure the
commitment of sizeable institutional

only aminority of small businesses.

The over-the-counter market isa
secondary equity capital source for firms
unable to qualify for an organized
exchange listing or that have elected to
remain unlisted. This market is made up
of brokers and dealers who purchase
securities and resell them publicly.

(© Accessto Private Equity

Financing
There are many Canadian enterprises
that are young or developing that cannot
obtain debt, and at the same time, are not
ready for public offering. For them, the
only viable external financia alternative
may be private equity capital. Such
capital is often ideal for high risk
industrial activity, such as seedings,
start-ups, early stage developments, and
deals featuring acquisitions, turnarounds

and restructurings.
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With higher risks, markets for private
equity also promise higher returns. This
iswhat attracts awide array of
participants, including banks and near-
banks that join, through subsidiaries,
other risk capitalists, such as venture
capital institutions (including labour-
sponsored funds), informal venture
investors (also known as “angels’),
merchant banks, mezzanine lenders,
corporate and institutional investors
making private placements, etc. The
Size of active private markets, though not
completely known, is relatively modest

information about angels, and means for
gaining proximity to them, have been
historical difficulties.

The Case for Equity
Financing

1. Introduction

A central message of the CLMPC’s Task
Force on Access to Capital isthat equity
capital should be given heightened
emphasis in Canadian investment and

— theinstitutional venture

financing. CLMPC

capital market was $5 hillion
in 1994 while the angel market
may be only twice this
amount.

Total dollar commitments to
private equity financing
indicate little of its great

Total dollar commitments to
private equity financing
indicate little of its great
strategic importanceto the
Canadian economy through
its specific application to the
growth of individual firms.
Much of the supply of this
capital carries attributes
essential to multi-faceted

research and other
studies have
consistently shown that
capital of thisvariety is
apparently
underutilized in the
small business sector,
perhaps because its

strategic importance to the
Canadian economy through its
specific application to the

growth of individual firms. process.

business development, such as
“patience” in the investment

strategic merits are
unknown or
underappreciated. The

Much of the supply of this capital carries
attributes essentia to multi-faceted
business development, such as
“patience” in the investment process.
Such qualities (which are detailed at
length in Section I1) are vital to
knowledge-intensive and technol ogy-
intensive industries, for instance, the
success of which will determine this
country’s future prosperity.

Barriers here are said to be unique to
particular markets. Toillustrate, Mary
Macdonald has argued the need to
improve infrastructure and supply
conditions in the institutional venture
capital market, and to inject more
expertise into certain investment
projects. In another example,

following is abrief
discussion of the Task Force's case for
more emphasis on equity financing.

2. Underutilization of
Equity Capital

Is the value of equity capital going
unrecognized because of too strong a
continuing focus on collateralized debt?
The evidence is that this may be true.
For instance, it has long been
acknowledged that there are,
proportionately, far fewer initial public
offerings in Canada as compared with
the United States. In addition, some
private markets for higher risk equity
capital in Canada have, up until quite
recently, been underdevel oped or have
lacked sufficient profile, especialy in the
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small business sector. More recent data
are found in the CLMPC/CCC survey of
1994-95.

That financing barriers adversely impact
the majority in Canadian small business
was confirmed in the CLMPC/CCC
survey. Over one-half of

complicated than the experience of
seeking debt. The survey found that
one-in-five enterprises had difficulty
accessing external supply. Of this
number, 42.1 percent seeking equity
capital sources reported problems, in
contrast with 20.9 percent seeking debt
Sources.

respondents said their
financing circumstances
were only somewhat
adequate or were not

of respondents, problems
were most seriousin
specific areas, such as

An alternative solution isfor
the owners and operators of
new and developing small
firmsto give thought to equity great many small

adequatel For one-quarter capital (in itsdifferent forms)
or amore diverse mix of

financial instruments that
includes equity.

Such statistics need to be
put into context. For a

establishments, financing
arrangements reflect fairly
straightforward commercial
aims and operations.

working capital, capital

for buildings, machinery and equipment,
and research and development. Indeed,
the latter category proved the most
troublesome — fully 34.9 percent
reported difficulty obtaining capital for
research and development purposes.

Perceived impediments were more
pronounced for the smallest and
youngest of these firms. Furthermore,
high technology enterprises seemed to
encounter twice as many financing
roadblocks as their low technology
counterparts. This may be due to several
factors, such as the presence of
intangible assets and more stress placed
on research and development spending.

The same survey found that equity
capital use was generaly low. Lessthan
10 percent of small and medium-sized
company representatives said they
utilized external sources of equity.
Interestingly, a higher proportion tried
and failed to secure such financing.
Fully 28.4 percent of those who pursued
this option were unsuccessful.

Moreover, the experience of seeking
equity capital proved to be more

Indeed, being profitable or
financially sustainable while staying
private, independent (e.g., family-
owned) and moderately-sized may be the
overriding raison d' étre (this was clearly
reflected in CLMPC focus group
interviews with small businesspeople).
For these, debt may be the most sensible
external supply option.

However, for those entrepreneurs and
enterprises elsewhere on the
development spectrum, and particularly
those that are new or are following a
path of exceptionally rapid growth,
exclusive reliance on lending institutions
may be inappropriate.

In fact, the intransigency of financing
barriers may, to some extent, pertain to
demand side actions on this score. The
strategic aim of most banks and near-
banksisto maintain low risk loan
portfolios that generate steady returnsto
depositors. Substantial collateral and
personal guarantees are key to thislow
risk strategy. However, it is quite clear
that commercial loan applicants become
frustrated when consequently securing
too little financing, enduring

Generating Growth

13



unfavourable terms, or
exposing themselves to vast
personal risk. This
frustration has rightly
challenged lenders — and
continues to challenge them

The Task Force believesthat
increased attention must be
paid to the potential offered by
equity financing, from both
external public and private
sources, by small business
decision-makers and by those
government policy-makers
with an interest in this
sector’ s success at the
forefront of Canadian
economic change.

Everything depends on
what source best suits
the commercial entity
according to its strategic
plan and whereitison
the growth and

— to reconsider policies and
implement changes.

An aternative solution is for the owners
and operators of new and developing
small firms to give thought to equity
capita (initsdifferent forms) or amore
diverse mix of financial instruments that
includes equity. The next section of this
report looks briefly at the strategic
advantages of taking this route.

3. The Strategic Role of
Equity Capital

The Task Force believes that increased
attention must be paid to the potential
offered by equity financing, from both
external public and private sources, by
small business decision-makers and by
those government policy-makers with an
interest in this sector’ s success at the
forefront of Canadian economic change.
Of course, this must be understood in
light of those characteristics specific to
different forms of equity.

The organizational goal of ayoung
enterprise, for example, isfrequently to
expand to a point whereit can “go
public” and assume the advantages of
that strategic position. However, the
supply of capital for development
leading to this moment must often be
high risk equity capital (especialy once
owners/operators exhaust internal capital
or borrowing limits). Hence, equity
financing use involves distinct capital
markets with distinct functions, however
systematically connected they may be.

devel opment path.

Both debt and equity capital are essential
to the long-term financial health of a
business. The optimum balance of debt
and equity is, in fact, always a crucial
decision. However, as discussed above,
the small or medium-sized company that
does not access external equity may, in
some circumstances, be placing
constraints on its ability to leverage debt.
This may adversely affect not only the
bottom line, but also its capacity to
respond flexibly and strategically to
swift-moving market conditions.

Hence, one of the primary qualities of
equity capital is as a complement to
debt. Indeed, in the case of risk (equity)
capital, such asinstitutional and informal
venture capital, thereis often a
leveraging role that necessarily precedes
other kinds of financing, including debt.
In the case of risky initiatives, such as
seedings, start-ups, early stage
developments, acquisitions, turnarounds,
and restructurings, venture capitalists
sometimes act as first-in suppliers. In so
doing, they can establish a clear equity
commitment that leverages further co-
investment.
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Another key aspect of some equity
capital sources, mentioned previoudly, is
its potential long-term duration in an

investment process. Venture capitalists,
for instance, often bring resources of
knowledge, experience, infrastructure,

investment. Considerable supply is
often available on a quasi-permanent
basis, asthere is no maturity date for re-

imbursement, asisthe case
for debt instruments.
Institutional venture capital
isinvested in projects for
between three to ten years,
on average.

In short, much equity capital
is patient capital which gives

In short, much equity capital
is patient capital which gives
enterprises the opportunity to
expand and develop at a
reasonable pace. Thisis
critical to knowledge-intensive
and technology-intensive
firmswhere long-term
product gestation is common.

and networks to investee companies.
They are pro-active, if temporary,
shareholders, providing expert guidance

on matters of business
strategy and financial
management. In other
words, these equity
suppliers also yield up
significant value-added
through investment
monitoring and
mentoring.

enterprises the opportunity to

expand and develop at a reasonable pace
(public equity, of course, isnot illiquid,
but has other features described below).
Thisiscritical to knowledge-intensive
and technol ogy-intensive firms where
long-term product gestation is common.
Getting a new or revolutionary product
to market, in thisinstance, may be an
arduous journey, without prospect of
short-term returns, and only realized
with the aid of committed financial
backers.

Several recent studies have argued that
Canadian private industry needs access
to agood deal more patient capital. For
example, a 1992 report of the American
Council of Competitiveness found that,
in Canada and the United States, there
was too close a market concentration on
guarterly and annual profits at the
expense of patient risk-taking (atrait that
is perceived to be more deeply ingrained
in Japanese and some European
corporate and financia cultures). The
result may be deterence of long-term
productivity and economic performance.

Some forms of equity financing also
introduce stores of “knowledge” to the

In actuality, pro-active, knowledgeable
financing is precisely what some venture
professionals, institutional and informal,
are sought out for. Thisis particularly
relevant to the growth processin certain
industries and sectors. Canadian angels,
for instance, are credited with combining
financial and industrial expertisein the
evolution of the Ottawa Valley's high
technology sector. Thisquality isalso
present elsewhere in markets for high
risk private equity capital.

As compared with debt, equity capital
suggests severa other, related
advantages. Sincethereare no
obligatory interest payments that have to
be met, small business cash flow may be
improved. Dividends are discretionary
and this renders the firm better able to
withstand cyclical downturns. In
addition, equity investment does not tend
to tie up corporate assets as collateral
dictates with debt investment. Also,
because the claims of lenders on cash
flow and assets rank ahead of
shareholders, the creditworthiness of a
firm is further enhanced with equity.
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Finally, increased equity
stakes always augment the
net worth of acommercia
entity. Once adeveloping
enterprise becomes able to
rely on an organized

Itisthe view of the Task
Force that the Canadian
entrepreneurs and enterprises
that gain most from turning to
equity capital are the so-called
“gazelles’ or those small and
medium-sized firmsin
growth-oriented industries. It
isthese that are most closely
identified with possible new
generation of job and income
opportunitiesin the Canadian

Naturally, many in small
business are shy of taking
thisstep. One of the chief
obstaclesin thisregard is
the perception among
small proprietors that they

securities exchange (and/or

. . . economy.
retained earnings), it Y

are relinquishing control.
However, the Task Force

benefits from this new situation.
Widely-held share capital also offers, for
instance, avery sizeable and diverse
pool for future financing needs (along
with the same leveraging capability
noted above), flexibility through
liquidity, and the chanceto raise a
company’s profile (as well asthat of its
goods and services).

Jeffrey Maclntosh and other researchers
have also suggested that the sale of
securities to the public can increase
organizational transparency. This, in
turn, should produce gains to efficiency
and cost-effectiveness.

4. Conclusion

The Task Force recognizes and stresses
that equity financing is not a panacea.
Indeed, as was previously stated, such
supply is completely inappropriate for
some commercia purposes. Mary
Macdonald has made this point
repeatedly concerning venture capital.

Also, some of the evident qualities of
equity capital, such as greater risk-
taking, patience, and the injection of
knowledge and mentoring, are qualities
that should be extended to more
comprehensive and higher value-added
financing vehiclesin an effort to
improve access to capital. Indeed,
heightened utilization of private and
public equity sources is one means of
achieving this overall resuilt.

believes that sharing decisions,
temporarily in some circumstances, is
not the same thing as giving up decision-
making. Risk equity investors often only
assume a minority position in firms.
Also, small owners must be mindful of
the strategic value-added, outlined
above, that they often receive in return.
In other words, they may be well-advised
to share control in the short-term when
the trade-off is help to realize immediate
opportunities and long-term potential.

It isthe view of the Task Force that the
Canadian entrepreneurs and enterprises
that gain most from turning to equity
capital arethe so-called “gazelles’ or
those small and medium-sized firmsin
growth-oriented industries. It isthese
that are most closely identified with
possible new generation of job and
income opportunities in the Canadian
economy. Thisismost apparent in some
industries, such as high technol ogy,
which may deserve preferential
treatment because of itsirreplaceable
contribution to innovation and exports,
for instance. A strategic role for equity
financing can ensure the fueling and
fostering of their development.
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Il Increasing Equity
Capital Use and
Overcoming Barriers
to Financing:
Recommendations

1. Introduction

Along with its general message about the
utilization of equity financing, the Task
Force has considered various issues
linked with access to capital for small
and medium-sized Canadian firms.

Most of these issues emerged out of
CLMPC investigative studies, and
particularly from the

representatives, and other stakeholders,
alike. Thefollowing identifiesissues
deemed to be of utmost significance to
the Task Force and which, in most cases,
apply fully or partially to the delivery of
both debt and equity financing.
Recommendations are directed to all
individual and institutional partners
within national financing relationships,
from both the demand and supply sides,
and including government.

@ Increasing the Use of Equity
Capital

The preceding has outlined most of the

substantial argumentation around the

CLMPC/Canadian
Chamber of Commerce
survey (including focus
groups and interviews
with business and finance
representatives) and

into labour-sponsored

The Task Force has not

the major aspects of

The Task Force has not
attempted to address all of the
major aspects of financing
guestions. Rather, it has
isolated several key themes
that it has concluded — based
on CLMPC studies as
CLMPC/CSTIER research reinforced elsewherein
research literaturein recent
funds. years — are among the most
significant to removing or
reducing barriersto the
attempted to address all of | supply of both debt and equity
capital in this country.

need to ensure a strong
supply of equity, risk and
share capital for the
financing for small
entrepreneurs and
enterprises in Canada, and
especially those that are
new and developing. This,
the Task Force believes,
must be atop priority in
meeting the twin objectives
of eliminating barriersto
capital availability for
particular companies,

financing questions.
Rather, it has isolated several key themes
that it has concluded — based on
CLMPC studies as reinforced elsewhere
in research literature in recent years —
are among the most significant to
removing or reducing barriersto the
supply of both debt and equity capital in
this country.

In so doing, the Task Force has
discussed and crafted recommendations
relevant to most parts of the Canadian
financial system, and reflecting what it
believesit has heard from small
business, financial institutions, labour

sectors and regions, and establishing
firmer ground for Canadian economic
growth that realizes the highest
productivity potential.

As a consequence, the CLMPC’s Task
Force on Access to Capital beginsits
recommendations with the following:

Recommendation 1

We recommend that Canadian private
sector decision-makers and public
policy-makers give increased priority to
therole of equity financing in assisting
new and developing small business.
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(b) Encouraging Equity Financing

Among Small Firms

Also aswas previoudly stated, the Task

Force bdlieves that the lack of

experience small and medium-sized
owners and managers have utilizing a

great variety of equity

investors, many equity providers only

sharein decision-making. In other

words, a high value-added financial-

industrial partnership is attained that

eventually yields final authority back to
owners (when retained earnings, et a,

can replace some or all externd

options to meet different
financing requirementsis due
for achange. The Task

Force has observed a certain
reticence on the part of this
sector to venturing outside
the bounds of its traditional

The Task Force believes that
thelack of experience small
and medium-sized owners and
managers have utilizing a
great variety of equity options
to meet different financing
requirementsisduefor a

shareholding). This
partnership cannot be
underestimated as it
implies numerous
benefits of syndication
and pooled resources.
Indeed, this attribute is

change.

debt reliance. The Task

increasingly being

Force believes this

reservation is, to avery large extent,
determined by an absence of adequate
knowledge and data available to small
business about its non-debt aternatives.
Thistopic isdealt with separately below
as part of amore genera
recommendation concerning the
development of more knowledgeable
Canadian financing arrangements and
relationships.

Another cause of small proprietor
reluctance to approach equity as a supply
source has also been mentioned. This
has to do with the subject of control. As
the Task Force has previoudly indicated,
the Canadian “menu” of equity capital
choicesisalarge and growing one that is
currently more capabl e of
accommodating small and medium-sized
firms demands and stipulations than may
be popularly understood. Heightened
market use of this source will aso
increase sophistication and sensitivity
over time.

Inviting an equity stake is often a short-
term phenomenon, but sufficiently long-
term to stimulate patient resourcing of
economic development. As minority

acknowledged as central
to all new economy strategies.

For this reason, the Task Force
concludes that Canadian small business
may be well advised to consider new and
diverse financia instruments that
highlight equity or combine debt and
equity within capital structures. All
major Canadian financial institutions
remain relevant in this supply and its
evolution in future — banks and
near-banks (those that sponsor risk
capital or hybrid financial instruments),
venture capitalists, angels, institutional
investors, securities brokers and dedlers,
etc.

The Task Force believes that national
business organizations that have a small
business constituency have arole to play
in broadening popular discussion of this
issue and advancing positive equity
financing models. The Task Force
believes such action may go some
distance towards relieving several access
to capital problems.

Recommendation 2

We recommend that small business,
assisted by its representativesin
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national organizations, give more
attention to equity in financing demand
needsin a new Canadian economy.

For example, business associations, on
thelr own initiative or supported by

I ndustry Canada, should develop
information packages or seminarsto
encourage small businesses to actively
consider equity financing.

(© Improving Business
Knowledge for Financing
It was discussed earlier that insufficient
knowledge on either the demand or
supply sides can impede relations and
prevent positive financing outcomes.
For instance, lending institutions have
identified alack of proper

customersto utilize capital effectively.
Advance preparation of a business plan
isthus central to afirm’s success.

Another touchstone is the quality of
management personnel in asmall or
medium-sized company. CLMPC
supplier interviewees agreed that small
business applicants must themselves
demonstrate strong management skills or
show that they can recruit such talent,
since thiswill be used to evaluate risk
and draw conclusions. Thisis
particularly the case for firms with soft
assets, whose management strength will
be especially important in their valuation
and their ability to raise capital.

Of course, ongoing access to high quality

business and financid

For both lenders and

management expertise or
advice, whether interna

management skillsin
potential clients. Thiscan
lead to loan rejections since
such skills arecritical to a
bank’ s assessment of risk
and credit worthiness.

investors, high quality plans
are a meaningful indicator of
risk and the capacity of small
and medium-sized customers
to utilize capital effectively.
Advance preparation of a
business plan isthus central

or through external
mentors, is essential not
just toits ability to raise
capital, but to its eventual
overall success.

CLMPC focus group

to afirm’ssuccess.

Owners and managers of
small enterprises often do

interviews with key

supplier informants revealed that this
problem is universally reflected in the
world of finance. Lenders, venture
capitalists, angels, securities dealers —
in fact, all financia sources — cite the
barrier created when acommercia
applicant is unable to demonstrate
managerial and financial expertise.

The broad concern about knowledge on
the demand side is exemplified in the
importance debt and equity providers
accord to business plans submitted as
part of financing proposals. For both
lenders and investors, high quality plans
are ameaningful indicator of risk and the
capacity of small and medium-sized

not give credence to alleged deficiencies
in their expertise (as discovered in
CLMPC focus groups). On the other
hand, many actively seek skills
development. Some, for instance, enter
training courses geared to enhancing
business and financial management
skills that are sponsored by financial
institutions and others. The Ottawa-
Carleton Economic Development
Corporation, for instance, has a program
for assisting small proprietors to access
regional financing through sounder
business plan preparation. Thisinitiative
provides an excellent example for other
municipalities economic development
agenciesto follow.
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This brings us to the matter

dissemination. The Task
Force believes that more
knowledgeable financing

The Task Force believesthat
more knowledgeable
financing arrangements, as
they pertain to the demand
side, are possible only if
private sector and government | p,giness’s access to
of related information and its | facilitators develop a better
system of conveying data
about capital supply options
and access-related programs.

capital. Consequently,
thistask must be
increasingly taken up by
industry associations,

arrangements, as they pertain

to the demand side, are possible only if
private sector and government
facilitators develop a better system of
conveying data about capital supply
options and access-related programs.
Small businessis not always aware of
the whole financing spectrum or about
the rules and criterialenders and
investors use to approve requests.

Along these lines, the Canadian
Chamber of Commerce has supported
the need for more informed financing
decisions, in part through greater
information distribution about the
alternative offered in risk and share

capital.

There are several modelsin existence, or
in development, to support this
objective. Several of the top six
chartered banks, for instance, produce
excellent resource materials on drafting
business plans and locating equity
aternatives to loans and credit, though
such information does not always reach
al those that need it. British Columbia
venture capital institutions similarly
interact with local business associations
(e.g., the Vancouver Enterprise Forum)
to communicate their high risk
aternative and facilitate deal flows. The
same can be found in systems that match
angels with potential customers.

The Task Force concludes that the
provision of knowledge, skills, and
information for demand purposes must
be comprehensivein its scope to have a
profound impact on Canadian small

financial institutions
(and their associations, such asthe
Canadian Bankers Association),
community organizations, government,
post-secondary institutions, and others
(such as accountants, consultants and
other professionals), independently and
in partnership.

Recommendation 3

We recommend that all private and
public sector participantsin Canadian
financing relationships act to foster the
knowledge and skills needed by small
business to access external sources of

capital.
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Such actions could include:

[0 direct assistancein the preparation
of business plans;

O seminarsor literature on how to
prepare to approach a funding
Source;

[0 education programson budget
preparation.

Recommendation 4

We recommend that financial
institutions, governments, and
professionals active in small business
financing giveincreased priority to
communicating to small business
information about capital supply
options and programs to lower barriers
more widely.

Actions could include:

[0 more active promotion or
distribution of literature already
devel oped;

[0 enhancing the knowledge of
financial institution staff
concerning capital supply options,
so they can pass this on to clients;

[0 seminars conducted by accountants
for their clients, providing
information on capital supply
sources.

(d) I mproving Financial
Knowledge of Industry
Of course, there is another side to
achieving more knowledgeable and
informed financing decisions. Small
entrepreneurs and proprietors have
strong concerns about the lack of
expertisein financia institutions —
again, of all kinds— in relation to their
specific industry sector, market
conditions, and possibilities and

constraints that may be individual to
some firms.

An obviousillustration is the difficulty
some banks appear to have with non-
traditional lending. Understandably,
many bankers have little background in
evaluating intangible or soft assets (e.g.,
research and development, human
resources) or the innovative product
ideas of some potentia clients. The
result may be risk averse behaviour and
fewer loans being made available to new
and developing firms, especially in
industries that are knowledge-intensive
or technology-intensive.

Small business people aso observe that
financia institutions, and particularly
lending institutions, do not always
function with full comprehension of
their industrial context. Loans may not
be extended, for instance, because bank
officials do not appreciate the market
flux involved with technology products,
such as computer software, which may
have short lifecycles.

The Task Force views such trends as
disconcerting since it indicates some
lenders and investors may not be yet
fully equipped to deal with the kind of
fundamental changes currently
happening in the Canadian economy.
Rather, all financial institutions should
be pro-active in trying to respond to the
specialized or “niche”’ requirements of
leading edge industries and sectors.

The National Advisory Board on Science
and Technology noted asimilar
inadequacy in the provision of equity to
small and high technology companies.
The Report of the Committee on the
Financing of Industrial Innovation of
1991, discovered that the venture capital
market in Canada was hampered by
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“vicious circles’ whereby both demand
and supply side actors operated with
meagre knowledge and understanding of
one another. However, Jeffrey
Maclntosh concludes that, on balance,
equity investors top lendersin
addressing such circumstances.

There are signs that capital suppliers are
starting to recognize systemic shortfalls
in knowledge and experience that can

cause financing barriers. CLMPC focus
group interviews with representatives of
these indentified strong supplier interest

assisting knowledge-intensive and
technol ogy-intensive companies. British
Columbia has a similar structure— BC
Focus — a multi-investor institution
(that includes government), which
manages not just capital flows, but
technical support.

Western Economic Diversification
Canada (WED), in partnership with two
major banks and the Farm Credit
Corporation, has established two
separate loan funds, in the
Biotechnology and Agriculture Value-

in augmenting skills

Added sectors, aimed at

respecting unigue sectors,
such as high technology. In
addition, lenders are
acknowledging the need to
re-examine traditional risk
assessment standards and
techniques.

Many financia institutions

Small entrepreneurs and
proprietors have strong
concerns about the lack of
expertisein financial
institutions of all kindsin
relation to their specific
industry sector, market
conditions, and possibilities
and constraints that may be
individual to some firms.

assisting small firms
unable to access |loans
from other sources. The
loan funds have,
respectively, $30 million
and $100 million
available over afive-
year period, with WED
providing aloan loss

are also taking corrective

reserve.

actions. Thetop six

chartered banks, for instance, are

devel oping new means and structures to
facilitate specialized financing. This
includes amodel network of independent
units established across the country to
house staff expertise and resources used
for evaluating applications from
technology-intensive enterprises. Expert
branches are also being set up by the
banksin certain localities, such as
Ottawa, Markham, and Kitchener-
Waterloo, where high technology
development is transpiring. Some of
these are till in an “incubation phase.”

The new Ontario Lead Investment Fund
has accomplished something comparable
in the venture capital market. Thisfund
operates with a second tier of expert
investment bodies responsible for

Despite these promising models, thereis
apressing need for more to serve
innovative enterprises in growth-oriented
fields. In particular, deep and stable
equity pools, linked to assorted expertise
through infrastructure, should be formed
for specialized purposes.

Specialized, or “expert” pools may be
riskier for the investor but, oncein
operation, can offer better strategic
direction to investees because of their
inherently more detailed understanding
of investee firms and markets. They
improve financing arrangements because
they understand how to value investee
companies and they are capabl e of
initiating strategic partnerships among
investee firms. Ideally, such pools
should be directed towards certain
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sectors, such as computer-related
industries, biotechnology and medical-
related industries, communications,
other electronics industries, genetic
engineering and industrial automation.

The Task Force believes that, despite the
higher risks, there are clear benefits for
both demand side and

Venture capitalists have answered that it
is difficult to manage such transactions
due to the high fixed costs of performing
the due diligence, rendering them
unprofitable (generally speaking, thisis
also the rationale provided by lenders
with regard to conducting small loans).

Recently, the venture

supply side participantsin
increased knowledgeable
— and, by extension,
higher value-added —
financing inherent in
specialized strategies.

Recommendation 5 diversity.

Itisthe belief of the Task
Forcethat such innovative
models for small deal-making
should be emulated and that
broad-based financial
participation (including
lenders) should be encouraged
to ensure capital depth and

capital market has been the
scene of some change here.
The creation of
government-owned
institutions, such as
Innovations Ontario (which
is mandated to invest in
deals under $500,000) has
led to greater attention to

We recommend that
financial institutions devote more
resour ces to developing specialized
expertise about the equity needs of
knowledge-intensive and technology-
intensive firms.

Actions by ingtitutionsin thisregard
could include:

[0 appointing senior managers
responsible for ensuring that staff
receivetraining in the needs of
knowledge-intensive firms;

0 recruiting individuals with
knowledge of the needs of high-
technology firms,

[J accessing, as needed, specialized
external advice on the needs of
high-technology firms.

(e Increasing the Number of
Small Dollar Deals

CLMPC focus group research discovered
considerable concern about the
propensity of venture capital institutions,
and others, to invest in small dollar
projects (e.g., less than $1 million).

the low end of the
financing spectrum.

In Atlantic Canada, the Atlantic Canada
Opportunities Agency (ACOA) is about
to launch a $30 million venture capital
fund with afocus on small dollar
projects. The fund, which will be private
sector operated, will be aimed directly at
financing dealsin the $150,000 - $1
million range in the four Atlantic
Provinces. Funding will be provided by
ACOA, the four Atlantic Provinces, and
seven chartered banks.

The British Columbia Government has
set up Seed Management, Inc., under the
BC Focus program, which is designed to
invest smaller amounts of money in early
stage companies. The management of
the $10 million fund has been contracted
out to three private sector partners with
extensive experiencein investing in
startup companies. Seed will invest
between $50,000 and $500,000 in a new
venture.
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Several Stock Exchanges also list
underwriters who do small financing
deals.

Another important contributor to this
effort has been labour-sponsored funds.
The Fonds de solidarité des travailleurs
du Queébec (FTQ), for instance, has
established a network of specialized,
regiona and local funds across Quebec.
These are small, independent equity
pools with mandates for assisting certain
sectoral or regional development. These
pools operate with investment
minimums beginning at anywhere
between $5,000 to $50,000. Recently,
the national Working Ventures Canadian
Fund also implemented its own small
dollar investment program, beginning
with the Ottawa-based MOTIVE fund.

develop new mechanisms for directing
capital to small dollar projects.

Such a partnership might begin
through collaboration between the
Business Development Bank of
Canada, venture capital firms, and
financial institutionsto organize a
conference on ways to support small
dollar projects.

Another method for generating more
small dollar projectsisto encourage,
where appropriate, small business
consideration of the angels market.
Angels — wealthy individual operatives,
families and networks of individuals
frequently with strong backgroundsin
both industry and finance — have
traditionally been one of the few external
sources of small investments for

The equity pools of these
two labour-sponsored funds
also intend to combine
financial and industria
expertise. Moreover, they
involve co-investment with
other debt and equity

on the pool under
discussion).

Because of therelatively
hidden and unorganized
nature of much of the angels
market, it has been difficult to | capitalists are important
connect small and medium-
sized firmswith this unique
brand of risk capital.

capital suppliers (depending | I mperfect information about
the latter represents an
effective barrier to access.

struggling new and
expanding enterprises.
These informal venture

potential commercial
mentors in the quest for
more knowledgeable
financing.

Because of the relatively

It isthe belief of the Task Force that
such innovative models for small deal-
making should be emulated and that
broad-based financial participation
(including lenders) should be encouraged
to ensure capital depth and diversity.
Where necessary, government should
also be partner to these measures.

Recommendation 6

We recommend that venture capitalists,
other financial institutions, and
government work in partnership to

hidden and unorganized
nature of much of the angels market, it
has been difficult to connect small and
medium-sized firms with this unique
brand of risk capital. Imperfect
information about the latter represents an
effective barrier to access.

To remedy this situation, several
programs have been launched geared to
information dissemination and
matchmaking, including those sponsored
by the Canadian Opportunities
Investment Network (COIN), the
Business Development Bank of Canada
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(BDBC), provinces such as British
Columbia and Alberta, and some
municipal partnership measures.

Past and current efforts, such as COIN,
have not been as effective as intended,
partly because of the modest numbers of
demand and supply side participants and
the fact that informal venture capital
typically functions on alocal and
personal level. Because the participation
of individual investorsin financing
activities may often beirregular,
maintaining an up-to-date network faces
further difficulties. The Task Force
nevertheless concludes that more must
be done. This may include greater
utilization of electronic systemsfor
matching potential investors and
investees, an increased role for lending
ingtitutions as a clearing house of data,
and a similar occupation for legal and
accounting professions.

Recommendation 7

We recommend that business, finance
and government collaborate on new
effortsto promote information-sharing
and networking between “ angels”’
(wealthy individuals or families who
will make direct investments) and small
entrepreneurs.

Actionsin thisregard may include:

(0 anew attempt at a centralized
matchmaking service;

[0 greater use of electronic
communications systems such as
the Internet;

[0 anincreased rolefor lending
institutions as clearinghouses of
information;

[0 agreater information role for
professionalsin thisfield, such as
accountants or lawyers.

It seems clear that, in the foreseeable
future, most small and medium-sized
companies will continue to perceive the
banks and other lending institutions as
the primary source of external capital,
regardless of long-standing complaints
and alleged barriers. The Task Force has
aready proposed an alternative to this
circumstance in utilization of amore
diverse mix of financial instruments that
includes equity stakes.

Another option isfor traditional debt
lenders to revise some conventional
commercia lending to combine with
certain equity features. Thisis
consistent with acall from some
observers for lending institutions to
consider devoting alarger, fixed
percentage of their aggregate capital to
equity financing of some variety.

This approach was taken by the BDBC
inits creation of a“venture loan”
instrument which is seen as a good way
of addressing the soft asset financing
requirements of small business with a
specific knowledge or technology
intensity. The BC Trade Development
Corporation’s Export Development Fund
provides equity, loans, and venture loans
to companiesthat are export ready.

Bridging the gap between debt and
equity financing to arrive at instruments
with a quasi-debt, quasi-equity character
has been in practice among private
mezzanine lenders, venture capital
institutions and merchant bankers for
sometime. Itisusual for such “loans’
to have high interest rates along with an
“equity kicker.” Illustrations of debt
accompanied by an equity kicker include
abond with warrant attached, and
convertible debt that depends less on
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collateral and personal guarantees to
secure investments.

In the interest of increased provision of
risk capital in Canada, the Task Force
believes this form of financial
innovation should be encouraged and
expanded. Existing models, such as that
of the BDBC venture loan, will prove
instructive. Incidence of

One of the most common financing
difficulties reported by small business
respondents to the CLMPC/CCC survey
was the perceived high collateral
requirements of banks and near-banks.
These requirements, said firm owners
and managers, frequently imposed harsh
terms and conditions on loans and, more
generally, limited
access.

more hybrid debt-equity
instruments may be
especially helpful to new and
developing high technology
industries. The Task Force

further believes that such features.

Another option isfor
traditional debt lendersto
revise some conventional
commercial lending to
combine with certain equity

Theissue of lender
security requirementsis
an old one. It hasbeen
estimated that, on
average, a company

innovation must actively
include top lending institutions to ensure
widespread success.

Recommendation 8

We recommend that traditional debt
lenders develop and implement hybrid
debt-equity instruments for small
business financing using existing
private sector and government models
for reference.

H Dealing with Security and
Credit Limits
Generally speaking, the Task Force
discovered that Canadian small business
has persisting concerns about the extent
to which lending institutions understand
them and are attempting to accommodate
them through policy reform. On this
guestion, there appears to remain very
different outlooks between borrowers
and lenders about the nature and
significance of issues and where to find
the appropriate remedies. In part, the
problem isalack of awareness about
some of theinitiatives that have already
been undertaken.

must pledge almost
three dollarsin collateral for every one
dollar borrowed, often in the form of
personal assets. Some studies have
demonstrated that thisratio is even
higher for micro-enterprises and
diminishes as an entity ages and grows
insize. Lending institutions counter that
security isacrucial secondary source of
repayment in case of default. Naturally,
they say, specifications for guarantees
may be weightier where the firm isvery
small, start-up, or otherwise high risk.

Researchers have found that some
borrowers encounter a cumulation of
restrictive practices in asingle financial
transaction. Studies have shown that
those paying the highest interest rates
also provide the highest collateral
coverageratios. Small proprietors argue
such heavy restrictions are not always
clearly indicative of high risk. Micro-
firms, for instance, face compounded
restrictions despite credit records which
may in fact be superior.
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Numerous CLMPC focus group

interviewees said that debt
supplier criteria often
undervalued assets for
security purposes. Aswas
previously discussed, this
iscertainly truein relation
to soft assets and
intangiblesin all
enterprises, particularly
those that are knowledge-
intensive and technology-

The Task Force acknowledges
that some difference in
opinion between lenders and
borrowers on the question of
security and credit limitsis
probably inevitable. However,
it remains an important
concern and the Task Forceis
encouraged that some banks
and near-banks are taking
positive steps on thisfront.

required collateral. To achievethis, the

SBLA guarantees up to

90 percent of aloan and
restricts personal
guarantees to a maximum
of 25 percent. These
beneficia characteristics of
the SBLA could be
significantly broadened by
coverage of other types of
financing needs, such as
working capital and

intensive.

The Task Force acknowledges that some
difference in opinion between lenders
and borrowers on this question is
probably inevitable. However, it
remains an important concern and the
Task Forceis encouraged that some
banks and near-banks are taking positive
steps on thisfront. Such efforts should
be continued and expanded.

Recommendation 9

We recommend that financial
institutions devel op more sophisticated
techniques for risk assessment,
especially for soft asset lending, that
can lead to revised security criteria.

Given the preponderant use of
collateralized debt by small business,
and its preponderant application to
working capital, the Task Force believes
attention to this area may produce
exponential effects.

The Task Forces pointsto the federal
Small Business Loans Act (SBLA) as
one possible source of solutions here.
The goal of this program isto assist
small and medium-sized companiesin
obtaining loans and credit for fixed
assets that might otherwise be
inaccessi ble because they lack the

expenditure on research
and development.

Recommendation 10

We recommend that the Small Business
Loans Act be reviewed to assess the
feasibility of expanding the range of
capital needs beyond the purchase of
fixed assets to include financing needs
such asworking capital and research
and devel opment.

(9) Redressing Regional

I mbalancesin Equity

Financing
The Task Force recognizes that historical
disparities exist between Canadian
provinces, regions and communities with
respect to the supply and delivery of debt
and equity capital. These disparities are,
in effect, barriers for those small and
medium-sized firms in economically
disadvantaged regions or communities
that are rural and remote. In parts of
Atlantic, western and northern Canada,
structural difficulties associated with
engendering local demand and supply
conditions are not easy to rectify.
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There may be fewer problemsin the
regional allocation of loans and credit
(though local small businesspersons will
frequently feel that debt barriers are
steeper for them), due to national
banking and the existence of
community-oriented institutions, such as
credit unions and caisse populaires.

Degjardins, the Caisse de dépbts et de
placements, the Quebec Stock Savings
Plan, the Fonds de solidariteé,
Innovatech, and others have perhaps
given the province creative and closer
institutional arrangements supportive of
knowledgeable and patient investment
and financing that is
well distributed.

Ensuring regional accessto
public and private equity
capital, on the other hand,
poses very distinct
challenges.

The Task Force concludes
that Quebec has provided
several very timely models for
improving capital availability
in specific localities.

In co-operation with
other Quebec-based
financial institutions, the
Fonds de solidarité has,
as was mentioned

For instance, both
institutional and angel venture capitalists
have traditionally been highly
centralized because of the propensity of
both to invest close to home. In recent
years, only two in ten venture capital
institutions were located outside of
central Canada. Capital supply and
investment has frequently eluded the
Prairies, the northern territories and
Atlantic Canada, aswell asindividual
communities within provinces. This
situation is offset somewhat by the
establishment of government-owned
ingtitutions, and other forms of public
tax and direct spending, and labour-
sponsored funds (see below).

One of the findings of CLMPC research
and other recent studiesisthat accessto
capital in Quebec appearsto be
somewhat more adequate than
elsawhere. The Task Force suggests that
apossible explanation for thisis
Quebec’ s long-term development of a
diverse and integrated network of
financial means and structures, many of
which are also quite innovative.

Large, non-conventional private and
public sector participants, such asthe
Confédération des caisses populaires

earlier, set up small, independent equity
pools for the purposes of regiona and
community economic development.
There are currently over twenty-five
local and regional funds valued at
approximately $155 million, with many
more to be situated in all Quebec urban
and rural communities, in the years
ahead.

The Task Force concludes that Quebec
has provided several very timely models
for improving capital availability in
specific localities. Some of these are
aready being emulated in other
provinces. The Task Force believesthis
should continue.

Recommendation 11

We recommend that the Quebec
financial model be assessed by
business, labour and government to
identify approaches which may be
transferable to other Canadian
provinces and regions.

As a specific example, Industry Canada
might establish a review, with other
business, labour and government
participants, of aspects of the Quebec
model including:
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0 the Caisse de dépbts et de
placements;

0 the Quebec Stock Savings Plan;
and

[0 gpecialized and localized equity
pools formed by co-investors.

In the realm of public equity financing,
some discussion has also occurred about
availability in regions. Unlike the
United States, Canada has had very little
development of its network of regional
securities dealers and brokers. This
situation may dampen access to capita
as the American experienceis that
regional dealerstend to give emphasisto
smaller and riskier firms, including small
initial public offerings.

If anything, says Jeffrey Maclntosh,
Canada’ s network of regional dealers has
probably been squeezed by larger
national entitiesin recent years along
with much of their positive brokering
activity (there may be asimilar dearth of
“boutique” dealers specializing in
market niches). One of the reasons
given for thistrend is the cost of
operating at thelocal level in our large,
but comparatively less populated,
country.

Another impediment to regional dealers
in public equity may be some
technicalities of securities regulation that
appear to misunderstand the nature and
cost of their functioning. The Task
Force believes a Canadian regional
dealer/broker network must be allowed
to grow and evolve naturally — if that is
to happen, since the real dilemma here
may be the small size of the country —
and that provincial securities
commissions must ensure standards do
not act as an unnecessary disincentive.

Recommendation 12

We recommend that securities
regulators act to ensure that standards
are not unnecessarily obstructing
regional dealers and brokers.

(h) Enhancing Risk Capital’s Tax
Environment
Government’ s system of taxation (of
both individuals and business) has a
significant impact on the supply of
equity capital ear-marked for high risk
activity. In particular, the treatment of
capital gainsincome has great influence.
In 1994, the federal government
abolished the $100,000 capital gains
exemption for individuals, leading to a
charge made by some market experts,
such as venture capitalist Denzil Doyle,
that the risk capital stock was unduly and
negatively affected.

Because failure may be just as possible
as success in the venture capital market,
ingtitutional and angel investors aim for
superior returns that are equal to their
assumed risk and costs. Earnings do not
normally comein the form of dividends
or interest, but through strong, long-term
equity appreciation and capital gains
once shares are disposed.

Denzil Doyle, the Canadian Chamber of
Commerce, and others have argued that
recent federal |egidlative changes have
made the capital gains tax rate higher
than the dividend tax rate. This, in turn,
may be precipitating investorsto place
their money in established, dividend-
paying enterprises, rather than new and
devel oping enterprises which are critica
to positive economic change in Canada.
Many business observers argue that such
changes have negative effects on
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Canada’ s overall investment climate,

relative to others.

Theincrease in capital gainstaxation
may have had its biggest impact on angel

those corners of private equity financing

that require it most. In so doing,
government officials should conduct a

investors and their ability to conduct

expensive small dollar
transactions.

Inits 1994 report, Aimfor a
Million, the Canadian
Chamber of Commerce

The Task Force notes that the
precise effect of specific tax
expenditure programs
facilitating high risk equity
provision have not been
properly studied.

comprehensive examination of 1994 tax
changes as they were felt by capital

marketsin which angels
are active.

The Task Force further
concludes that this
federd initiative is most
relevant to Canadian

proposed that government

regions and

explore the feasibility of a
new tax incentive for equity financing.
This, it was thought, would spur capital
pools to assume more long-term equity
stakesin small and medium-sized
companies. A preferencein this case
would involve amaximum at-arm’ s-
length investment in enterprises and a 30
percent refundable tax credit. The
Chamber also proposed that share
purchasing in these pools be eligible for
tax support.

The Task Force is very concerned about
maintaining and building Canadian
stocks of patient risk capital. It aso
acknowledges the crucia role of the tax
system in this objective. For instance,
the introduction of tax-assisted labour-
sponsored funds has certainly added
substantially to supply of the
institutional venture capital market,
however, thisis only one source.

This said, the Task Force notes that the
precise effect of specific tax expenditure
programs facilitating high risk equity
provision have not been properly
studied. Asaconsequence, the Task
Force believes that the federa
government should test various
incentives, both past, current and
prospective, to determine how they
might improve supply conditionsin

communities where
equity capital markets are weaker, and
hence, may have the most to gain from
direct and indirect government
incentives.

Recommendation 13

We recommend that the federal
government review, evaluate and
compare all government programs and
initiatives which affect risk equity
supply in terms of their impact on
capital supply.

These would include, but would not be
restricted to, tax incentives, grants, loan
guarantees, interest-free loans, etc.

(i) Reducing Regulation-induced
Obstacles
Rules and regulations governing
securities in Canada are appropriately
aimed at protecting members of the
genera public. Such standards,
monitored and enforced by provincial
securities commissions, also contribute
to the efficient functioning of capital
markets, including high risk equity
markets. From the perspective of many
in small business and finance, however,
securities regul ations sometimes go too
far in the direction of investor protection.
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This, in turn, may unnecessarily
undermine capital supply.

The Canadian Chamber of Commerce
has raised this issue in the past, focusing
on the impact that stringent regulatory
standards appear to have on angel
financing and private placements. For
instance, information disclosure
requirements may impede sophisticated
investors in these markets from pooling
their resources for the benefit of
seedings, start-ups, and early
development projects.

In addition, the extent of disclosure
specifications may be inhibiting initial
public offerings for small and medium-
Sized enterprises ready for this step.
Some overly complex stipulations result
in high legal and accounting costs for
small firms, and, very importantly, tie up
the time of management personnel
attempting to comply with them. This
diversion of management attention from
the business itself may impact on the
health of the business. Moreover,
restrictionson initial public offerings
may obstruct preliminary access to risk
capital asinstitutional and angel venture
capitalists need to know they have this as
along-term exit mechanism.

The Task Force does not endorse the
removal or radical overhaul of important
prudential restrictions on investment.
However, with the above two
illustrations in mind, it does suggest, as
many economists have, that regulatory
standards must be

In general, when it comesto very small
public issues and transactions, the
weight of requirements should also,
where prudent, diminish. Jeffrey
Maclntosh, for instance, has proposed a
complete exemption from prospectus
requirements for public offerings under
$2 million (asisthe case in the United
States). Other observers have suggested
that application fees associated with
IPOs be tied to the size of the offering.

The Task Force also notes that problems
imposed by regulation on small business
financing may have as much to do with
monitoring and enforcement procedures.
The Task Force sees merit in the idea of
having market participants invited to
assist in the process where consumer
protection is of less concern.

Recommendation 14

We recommend that provincial
securities commissions review and
amend regulationsfor cost sensitivity to
small business financing and initial
public offerings.

Specific regulations which might be
reviewed include those relating to
information disclosure and prospectus
requirements, and related application
fees.

A related matter isthe alleged
“balkanization” of securities regulations
in Canada.

rendered more cost

CONSCious SO as not to
negatively affect the
availability of public and
private equity financing.

The Task Force does not
endorse the removal or radical
overhaul of important
prudential restrictions on
investment. However, it does
suggest, as many economists
have, that regulatory

standards must be rendered
mor.e.cost.conscious.so.as.not
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As one of the very few
industrialized countriesin the
world without a national
securities commission or set
of investment standards,
Canadareflects a
“patchwork” of diverse
provincial rules and

regul ations established and
enforced by officialsin

The Task Force believes
simplification and
harmonization should also be
a renewed goal of federal and
provincial government
regimesthat share the
regulation and supervision of
financial ingtitutions, markets, | supervision of financial
and products.

Force believes
simplification and
harmonization should
also be arenewed godl
of federal and provincial
government regimes that
share the regulation and

institutions, markets,

different provincia jurisdictions. This,
it has been argued by members of the
financial system, resultsin costs and
inefficiencies in the operation of capital
markets and institutions.

By extension, this circumstance leadsto
high and potentially prohibitive costs for
small and medium-sized companies. For
instance, firms making public offerings
in a number of provinces are forced to
meet the distinct strictures of each.

The 1992 report of the federal Steering
Group on Prosperity stressed the
importance of easier, more flexible
access to domestic and international
pools of debt and equity capital. Indeed,
they recommended that all securities
laws, registration procedures, and
reporting requirements, be harmonized
to facilitate interprovincia cross-border
access, broaden the sources of capital
supply, reduce administrative expenses,
and permit further diversification of risk
profiles, among other things.

The Task Force believes that provincial
authorities should co-operate in an
overall review, in consultation with the
federal government. The goal of this
effort should be increased ssimplification
and harmonization of regulations to
eliminate duplication and overlap
between jurisdictions and lower
compliance costs. Indeed, the Task

and products.

Recommendation 15

We recommend that the Canadian
Securities Administratorsreview
Canada’ s system of securities
regulation and enforcement to
encourage simplification and
harmonization.

()] Assessing L abour-sponsored
Funds
Of central interest to the Task Force was
looking at the current role and
performance of labour-sponsored
investment funds in Canadian capital
markets. Indeed, up until the research
project commissioned by the Task Force,
atrue and complete picture of this new
and increasingly influential financial
institution did not exist, at least outside
of Quebec.

Labour-sponsored investment funds have
unique characteristics. On the one hand,
such funds operate as venture capital
institutions with atax-subsidized
mandate to finance, on along-term basis,
adiverse array of transactions involving
small business. On the other hand, many
— though not all — funds bring a
particular value-added to the investment
process through an emphasis on
employment outcomes, social and
environmental responsibility, worker
participation, training, etc. Research
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suggests that these complementary goals
can be productivity-enhancing.

Despite certain common qualities
evident in legislation everywhere, it is
clear that the specific mandates of
labour-sponsored funds can differ
substantially. The Fonds de solidarité,
for example, acts as a general engine of
Quebec economic development, while
Working Opportunity acts more as a
financial agent of economic and job
diversification in British Columbia.
Each of these are valid approaches that
need to be better understood by all
parties.

It istherefore imperative that all funds
reflect the priorities set out for themin
thelr private mandates and
federa/provincial statutes. The Task
Force believes that al funds should be
held to observe certain benchmark
criteriain investment matters and related
programs.

Recommendation 16

We recommend that government
reviews of labour-sponsored funds take
into account the specific objectives of
individual funds and gather evidence as
to whether these are being met.

In engaging in performance reviews and
evaluations, governments should
recognize some differentiation in
priorities and emphasis that will
continue to exist between funds.
Moreover, the federal government
should heed additional objectives
initiated by their provincial counterparts

both levels of government.

To assist legidatorsin their review
exercises, the Task Force notes that the
funds should not be assessed strictly in
traditional ways, and suggests the
development of general assessment
criteria. In addition to basic concerns
regarding return on investment and
accountability to investors, these could
include job creation and protection; a
full role for unions and workersin
directing investment decisions; a
commitment to increased participation in
investment by working people;
promotion of business-labour co-
operation; assistance to small and
medium-sized firms; support for
regional/community economic

devel opment; encouragement of high
performance workplaces; effective
support of national venture financing;
and delivery of economic and financial
training.

Recommendation 17

We recommend that control and
direction by a legitimate labour body,
which is stipulated in the legislation
governing the funds, be recognized as a
requirement for ongoing tax support of
labour-sponsored funds.

Recommendation 18

We recommend that general national
criteria be established regarding
labour-sponsored funds, in addition to
basic concernsregarding return on
investment and accountability to
investors. These could include:

in co-operation with
labour. At this point,
any changes to statutory
frameworks should be
co-ordinated between

It istherefore imperative that
all funds reflect the priorities
set out for them in their O afull rolefor unions
private mandates and

federal/provincial statutes.

The Task Force believes that
all.funds.should.be.hdd.io

0 jobcreation and
protection;

and workersin
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directing investment decisions;

[0 acommitment to increased
participation in investment by
working people;

[0 promotion of business-labour co-
operation;

[0 assistanceto small and medium-
sized firms;

[0 support for regional/community
economic development;

[0 encouragement of high
performance workplaces;

[0 effective support of national
venture financing;

[0 delivery of economic and financial
training.

CLMPC research indicates that |abour-
sponsored funds active in 1994-95
contributed positively to the national
venture capital market and are pursuing
many of the goals outlined above. For
instance, the funds have added
enormoudly to the national stock of
equity capital. They have also facilitated
non-traditional investment (i.e.,
household savings) as the chief new
source of venture capital. The Fondsde
solidarité has established a clear
employment record.

One area where the funds have had a
distinctly positive impact isin investing
in Canadian regions and communities.
The creation of new equity pools and
investment activity by labour-sponsored
fundsin British Columbia, the Prairies,
and the Maritimes, are important
milestones. Aswell, models of
specialized financing of the Fonds de
solidarité and Working Ventures,
suggest new possibilities in ensuring
capital availability tied to regional and
community economic development.

Recommendation 19

We recommend that labour-sponsored
funds be recognized as a tool for
advancing localized venture financing,
wherethisis appropriate.

(k) Strengthening the Resour ces of
Small Firms

Small and medium-sized enterprises
often confront a market disadvantage
linked to size. Historically, potential
large contractors, including government,
have been known to select alarger
competitor despite whatever obvious
merits the smaller entity may possess.
There are other problems associated with
afirm’'ssize, such aslimitsto staff
numbers, skill bases, and other
operational resources that can affect
flexibility in production and
commercialization.

One method for overcoming size-based
obstacles, isfor small businesspersons to
establish formal networks whereby
resources may be effectively pooled and
shared and similar competitive goals
pursued. Unlike joint ventures,
companies function independently
within networks, launching co-ordinated
bids and complementing one another
with respect to skill requirements, et al.
Such networks have enjoyed
considerable success in such countries as
Denmark.

The collective benefits of small business
networks can also give participants
greater access to capital.

34

Generating Growth



The Canadian Business Networks
Codlition is agroup of industry
associations seeking to assist small
entrepreneurs and enterprises through the

promotion of networks.
With federal government
aid, the Codlition is
managing a demonstration

One method for overcoming
Size-based obstacles, isfor
small businesspersonsto
establish formal networks

Banks and other financia institutions are
apparently aware of difficulties that can
be precipitated by high and constant staff
turnover, especially at the local level.

From their perspective, the
challenge is to advance
reward structures within
institutions that encourage

project. The Task Force whereby resources may be officials, and mainly
strongly supports this effectively pooled and shared account managers, to stay
initiative as away of and similar competitive goals | longer in one place.
advancing the use of this pursued.

While the Task Force

model across the country
in future. In particular, the Task Force
believes high technology firms can
benefit from this approach.

Recommendation 20

We recommend that business, finance
and government support new and
continuing initiatives to promote the
use of small business networksin
Canada.

Specifically, Industry Canada should
work with business associations to
expand the number and scope of these
networks.

() Addressing Other Important
Debt-specific Matters

CLMPC/CCC survey and focus group
activity uncovered other concerns related
to the allocation of loans and credit to
Canadian small and medium-sized firms.
For instance, another barrier to
knowledgeable financing, it was found,
is the on-going problem of frequently
rotating or changing lending institution
personnel. This situation, small
borrowersinsist, undermines long-term
financing relationships built on ahigh
level of knowledge, experience,
understanding and trust.

concludes that continuity in lending
institution managers and empl oyees has
probably improved somewhat in recent
years (based on the actions of some
banks, credit unions, etc.), members also
believe thereis still room for
improvement. Should such occur, the
Task Force believes that banks and near-
banks must be more assiduous about
publicizing them.

Recommendation 21

We recommend that lending
institutions continue to develop means
for preventing high staff turnover
where it affects quality working
relationships with small proprietors.

For example, independent surveys of
customer satisfaction levels could be a
useful tool for lending institutionsin
monitoring the effects of changing staff
turnover levels on relationships with
clients.

Another issue relevant to small
borrowersis perceived arbitrary changes
to lines of credit. Several CLMPC focus
group respondents on the demand side
spoke of banks that had abruptly pulled
or reduced lines of credit, creating
serious circumstances for them since this
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mechanism isintegral to managing
operating expenses and cash flow.

In key informant interviews, lending
institutions denied that line of credit
changes would be undertaken without
good cause. When this happens — and
bank representatives believe it does
happen only periodically — itisdueto a
severe drop in creditworthiness, perhaps
because the borrower has violated the
terms and conditions of an agreement.

Still another issue pertains to the views
of commercial customers regarding
paperwork burdens imposed by banks
and near-banks, such as complex loan
applications and excessively detailed
monthly statements. Aboveall, itis
costly to small and medium-sized
enterprises. Of course, the outlook on
the supply side is that paperwork
compliance is necessary to ascertaining
the long-term financial viability of
potential and current clients.

It could be that there are more cost-
effective methods for determining
financial health in loan applicants and
monitoring loan portfolio projects. With

alternative dispute resolution models
which have been developed within the
lending institution sector. Some banks
have also appointed a small business
ombudsman to address complaints that
cannot be resolved through regular
channels, and the Canadian Bankers
Association has announced plans to set
up an industry-wide ombudsman in
April, 1996.

Lending institutions should take the
opportunity to broadly articul ate such
codes and related initiatives, to clarify
the rules and criteriaemployed in
handling the concerns of small
borrowers, aswell astherationale
behind these. In time, codes may be
accompanied by benchmark standards
for the allocation of loans and credit to
small and medium-sized companies, as
proposed by the federal Minister of
Finance (February, 1995). Institutions
may also wish to consider whether the
effectiveness of ombudsmen would be
increased if they were directed
independently from the institutions
themselves.

new technologies, an
increasing amount of
reporting can now be done
swiftly and efficiently with

may well welcome any
suggestions small

lines.

It isthe belief of the Task
Force that matters like
changes in the disposition

sector.

Itisthe belief of the Task
Forcethat matterslike
changesin the disposition of
credit, paperwork burdens, 0
electronic support. Lenders | and other policy questions,
can be dealt with, to some
extent, through the effective
borrowers have along these | @Pplication of the codes of
conduct and alternative
dispute resolution models
which have been devel oped
within the lending institution

Recommendation 22

We recommend that
lending institutions:

better communicate
policies and
practicesto their
small business
customersthrough
newly devel oped
codes of conduct and
complaint handling
initiatives, and

of credit, paperwork burdens, and other
policy questions, can be dealt with, to
some extent, through the effective
application of the codes of conduct and

O increasethe
effectiveness of small business
ombudsmen by ensuring that they
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aredirected independent of the
institutions themsel ves.

(m)  Improving Financing for

Women Entrepreneurs
Members of social groups that own or
operate firms have been known to
encounter unique barriersto capital
availability. For instance, despite the
growing stature of women in the new
Canadian economy (e.g., in self-
employed enterprises), there remain
indications of their marginalization in
the financing process. Indeed, womenin
small business themselves often point to
gender biasin the institutional allocation
of capital.

The CLMPC/CCC survey did not isolate
this bias, athough other surveys have
presented evidence of such bias. Some
CLMPC small business focus group
participants reported instances where
they perceived such bias.

Focus group interviewees from the
supply side were very troubled with
charges that they may treat women
applicants for financing differently than
men. Bankers argued that the nature of
entities women are running or joining,
such as micro-firms or companies
located in retail and service industries,
probably offers a better explanation of
why they are viewed as being above
averagerisks. This suggests that turn-
down rates for women may have more of
acommercial, and less a gender, basis.

However, to deal with perceptions of
discrimination, initiatives have been
undertaken, such as the Canadian
Bankers Association’s code of conduct
and dispute resolution mechanism, and
individual banks approaches based on
these models, whereby complaints can

be lodged and given a thorough
response. On thisissue, such efforts are
intended to close the gap in outlooks
between lenders and women borrowers.

Despite a research focus on the top
banks, the Task Force points out that all
institutional sources of capital —
lenders, venture capitalists, and other
providers of equity capital — have a
responsibility inthisarea. All financia
institutions must be conscious to review
policies and practices, especially those
related to processing applicants, to
ensure gender biasis not afactor.

Also, again in support of more
knowledgeable financing, the Task Force
believes that female entrepreneurs and
proprietors must be guaranteed equal
access to the same business and
financing education and training as their
male counterparts. The Task Force sees
the mentoring programs being set up in
both the private and public sectors as an
excellent model to thisend. The BDBC
“Step Up” program, for instance, permits
comprehensive training for women
aiming to expand their firms through the
use of mentors. Such measures must be
encouraged, not only for reasons of
fairness, but to stimulate the strategic
role being assumed by women in an era
of economic change.

Recommendation 23

We recommend that all financial
institutions continue to be vigilant
regarding their policies and practicesto
ensure the equal treatment of women in
small business.

Recommendation 24

We recommend that business, finance,
labour and government lend support to
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financing value-added programs for
women, such as mentoring programs.

2. Conclusion

The essentia conclusion of this report of
the CLMPC’s Task Force on Access to

investment and financing trends are
always responding to the on-going
requirements of the national economy
and society. Improved communications
and partnerships between small business
and financia institutions, combined with
the influence of other

Capital isthat although
equity capital is not widely
utilized by small and
medium-sized enterprises, at
present, the strategic
advantages it offersto new

and operatorsis such that it
should see greater use.

By guaranteeing increased
capital supply through new
means and structures,
developed and supported in
both the private sector and
government, a crucial step
and developing small owners | Will have been taken in
moving Canada towardsanew | structures, devel oped
economy.

productive actors, will
help to eliminate access
to capital roadblocks.

By guaranteeing
increased capital supply
through new means and

and supported in both

Indeed, the Task Force
believes that Canadian small business
encountering financing barriers should
avail itself of amuch broader range and
combination of financia instruments that
includes equity — again, for strategic
reasons.

Increased use of equity capital sources,
combined with the Task Force's
recommendations concerning both debt
and equity matters, would, it believes,
result in asituation of improved terms
and conditions for financing small
entrepreneurs and enterprises overal. It
would lead to more patient, more
knowledgeable, and more informed
financing arrangements and
relationships, which, in turn, would lead
to more productive and high value-added
investment.

In this report, the Task Force has given
considerable emphasis to financing
relationships and the need to involve al
Canadian stakeholders, and especially
business, finance, labour and
government, in decision-making. This
would ensure some drawing on expertise
from all sources, aswell as ensuring that

the private sector and
government, acrucia step will have
been taken in moving Canada towards a
new economy. Aswas stated earlier, the
Task Force believes that future job and
income opportunities depend oniit. Itis
hoped that this report has made a
positive contribution to this final
outcome.
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International Union

Lawrence McBrearty
National Director for Canada
United Steelworkers of America

James A. McCambly
President
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