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Executive Summary

THE BACKGROUND

SMEFINANCING IN CANADA isareport on the gate of financing for smal and medium-sized enterprises
(SMEs) in Canada. This report is the firg to include an andyss of three ground-bresking surveys from
Statistics Canadaand Industry Canada, and probes the complexities of SME financing in Canada. These
surveys have been synthesized with a diverse body of existing public and private sector research to creste
this profile of SME financing.

The information gathered in thisreport is part of an ongoing process of understanding SME financing. As
such, SME FINANCINGIN CANADA is but one step in a five-year joint process that Industry Canada,
Finance Canada and Statitics Canada began over ayear ago. For further detailson thisinitiative, see Part
Three of thisreport.

While the data presented in this report will attract and inform a broad audience, this report was initidly
conceived as a resource for the House of Commons Standing Committee on Industry, Science and
Technology. The research was first intended to provide parliamentarians with accurate and relevant
information on the state of financing for SMEs, thus assgting them in forging timely and effective public
policy.

A Glossary of Termsis provided in Appendix B.

HIGHLIGHTS OF THE REPORT

SMEFINANCING IN CANADA presentsits findings in three parts. Part One is an analysis of the research
conducted on specid instruments — including debt, equity, leasing and factoring. Part Two provides a
generd overview of the SME marketplace and details the specific conditions faced by women
entrepreneurs, youth, Aborigind and minority groups. Part Three offers a history of the SME Financing
Data Initiative and explores how this project will be expanded in the future.

The recently completed Survey on Financing of Small and Medium-Sized Enterprises, 2000 and
Survey of the Suppliers of Business Financing, 2000 conducted by Statistics Canadaaspart of the SME
Financing Data Initiative, are data sets on the supply of and demand for financing in Canada. These
summary tablesare currently available on-line a the Industry Canada, Small Business Policy and Research
Web ste at: http://drategisic.gc.calfdi. In addition, the Université de Québec a Trois Riviéres conducted
asurvey for Industry Canada, entitled Financing SVIES: Satisfaction, Access, Knowledge and Needs,
2001, which probed the attitudes and perceptions of SMEsregardingissuesrelated to financing. A report
produced from this survey will soon be published on the above-noted Web site. The results of these
aurveys, as well as data from severa other sources, including the Canadian Federation of Independent
Business, the Canadian Bankers Association, and the Conference Board of Canada, have been brought
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together to produce this report on the state of SME financing. All of the following results are from the
Survey on Financing of Small and Medium-Szed Enterprises, 2000 unless otherwise stated.

Financing Stages of Growth Table 1 - Sourcesof Financing Used by SMEs (in %, 1996)
A firm's fma_ncmg needs a/glve Wlth_ its SR e Fewer than 20 0-500
growth. A capita Sructure that isappropriate Employees Employees
a one stage may not be appropriate at Retained Earnings 575 60.7

another. Thisis not an area where there are
“right” answers, rather, SMEs need to have a
vaiety of options open to them to meet their Short-term Debt 58.4 61.9
finandng needs. Table 1 is a sngpshot of the

Personal Capital 59.1 54.8

Sl _ _ Receivables 40.7 434
sources of financing used by firms, according
to size, in 1996 (note that multiple answers | _L-ong-term Debt 36.2 404
were accepted, making the tota higher than Leasing 236 28.1
100). It shows that firms use a variety of e - o 53
fi .ng ingru ove Money ( ) .
Informal Investment 5.3 5.6
Sart-up Capital
Love Money (Equity) 51 51
Typicdly the mgor chdlenge of firms garting Venture Capita 0 0

up is to put together an equity stake usudly

condging of the personad investment of Public Equity 11 2.8

entrepreneurs and of family and friends (“love | Source: Orser, Gasse and Riding. Factors Relating to SVIE Growth: A
. . Review of Findings. May 1996, p. 46

money”). Firms without a track record may

have difficulty raisng debt, and if afirm hasnot

yet begun sdes, this might not be the most appropriate form of financing.

Financing Growth

Firms usudly finance growth by re-investing their income in the business, in the form of retained earnings.
Once afirm has established an equity base and a record of success, a number of other financing options
usudly become available, including anumber of debt insruments. The financing chalenge of growing firms
isto match the ingruments used with the growth prospects of the firm.

Financing Rapid Growth

Occasiondly, firms are able to grow a exponentia rates. Although they areasmal minority, they arevitd
for the economy because they become the large firms of tomorrow. Their financing needs vary significantly
from those of other firms. Generaly they require outsde equity from a rdaively early stage in ther
development to support their expansion. Thismight mean seekinginforma (or “angd”) investment, venture
capitd and listing on a public stock exchange.




DEBT FINANCING Figure 1 - Debt Financing Overview

. . How many SMEsrequested debt
Figure 1 provides an overview of in 2000?

recent debt financing activity in

Canaja' 23% of SMEs 7_7% of SMEs
requested Debt did notl requgst
Financing in Debt Financing

In 2000, 23 percent of SMEs made 2000 in 2000
arequest for debt, with an overal

approval rate of 82 percent; 82% of SMEswho requested debt
approval rates increased asthe sze financing in 2000 wer e approved.

of firms increased. Of dl debt

Instru that SMEs applied for, Wheredid SMEsrequest debt in 2000?

term loans were the most sought Chartered Credit Union
after, followed by new lines of Banks oass
credit, and increasein current line of 06% pzo%
credit. The mgority of requests for Crown

Corporations

| Government

Other Institutions
6% 8%

debt (66 percent) were made to
chartered banks.

At 88 percent, credit unions /
caisses populaires had the highest What debt instrumentsdid SMEsrequest in 2000?
overdl approvd rate.

Term Loan 32%

New Line of Credit 30%

Only 1.3 percent of SMEs saw a
reductioninther credit limitin 2000. 5

i emand or Short-Term Loan
Nineteen percent of SMEs Mortgage L oan
experienced automatic renewd of New Credit Card bercent
their credit in 2000. 0% 0%  20%  30%  40%  50%

Increasein Line of Credit

6%

Source: Statistics Canada, Survey on Financing of Small and Medium - sized Enter prises 2000

Busness credit of less than $1
milliont extended by the chartered
banksin 2000 represented 22.8 percent of total businesscredit extended by them that year, compared with
26.8 percent in 1996. This represents a nearly 16 percent decline in the amount lent below the $1 million
threshold. However, it may reflect increased use of persond credit instruments by SMES or improving
financia conditions facing SVMIES. More study would be required to determine the cause.

1| oans of lessthan $1 millionisa proxy definition that the Canadian Bankers Association uses for loans to
SMEs.
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LEASE FINANCING Figure 2 - Lease Financing Overview
How many SMEsrequested L ease

Figure 2 provides an overview of Financing in 2000?

recent lease financing activity in 919 of SMEs
9% of SMEs did not

Canada. requested /‘/ request

Lease Lease
In 2000, 9 percent of SMEsmadea e o Fnnepam
] 2000 2000
request for a lease, with an overdl
approvd rating of dmog 98 98% of SMEswho requested

leases wer e approved in 2000

percent. More than 80 percent of
lessng was provided by leasing

companies, manufacturers dealers, Wheredid SMEsrequest leasesin 2000?

or suppliers. Demand for lease Credit Union / Other Leasing
financing variessomewhat by sze of Caisses 6% Company
SME, industry or region, but little in P°"ZZJ res 39%
approval rate. While larger

bus nessesweremorelikely to apply Manufacturers

for a lease, the Canadian Finance Dealersor

and Leasng Association say that Suiii,frs Chartered
about 60 percent of SME owners B omien

used lease financing because it What did SMEs use leasesfor in 20007
dlowed them to finance the full Autos and light-duty vehicles 35%
vaue of their leased assats, without Machinery and equipment

ty|ng up thar Opefa”']g Cq)ltd . Computers/ computer equipment

Heavy-duty trucks
Other office equipment
Building and land acquisition

Other Percent

0 0 20 30 40 50
Source: Statistics Canada, Survey on Financing of Small and Medium - sized Enter prises 2000
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Risk CAPITAL Figure 3 - Risk Capital Overview
How many SMEsrequested Risk Capital in 2000?

Figure 3 providesan overview of

recent activity in risk capitd in 2.4% of 97 6% of

Canada. R:\:;Sed ‘ SMEsdid
Risk Capital ;O;(Rggs i?:

Only 24 percent of SMEs

reported that they made a

request for risk capital in 2000. Wheredid SMEsrequest risk capital in 20007

Ne\/erﬂ'EI €SS, ri Sk Ca'pltaj ’ Government and Crown Corporations 44%

eq)&ldly Intheform Of @IUity, iS Bank / Credit Union

a vitd demet in flnanIng, Friends or Family

especidly for growing SMEs. Informal Investors

Figure 3 shows that the Venture Capital Funds

ingitutions most Common]y Current Owners / Shareholders 4%
approached for risk capitd are Other 4%
governments, Crown Employees [ 2% _Percen

corporations, banks and credit 0% 10% 20% 30% 40% 50%
uni ons. These resul ts are Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enterprises, 2000
somewhat anomaous, given that

these indtitutions typicaly do not make risk capitd investments. It may be a reflection of the survey
methodology. For example, the survey question grouped venture capita with government grants, asthese
forms of financing are often treated smilarly for accounting purposes. Future surveyswill include separate
questions about venture capital and government grants and will aso attempt to discern whether SMIEsthat
report securing risk capital at banks and credit unions were actualy securing funds, or advice about how
to raise funds.

In 2001, the total amount of venture capital invested in Canada was $4.9 billion in a total of 818
companies. Thiswas down by 27 percent from the $6.6 billion invested in 2000, but was still well above
1999 leves. Venture capita investment in the United States dropped by 65 percent in 2001. One of the
magjor trends observed in 2001 was the growing importance of foreign venture capitd investors in the
Canadian market. Their share has risen from 19 percent in 1999 to 24 percent in 2000 and 33 percent
in 2001.2

Early-stage equity investment in companies not traded on stock exchanges, a so known asinforma or angel
investment, is an important source of risk capita a acrucid stagein acompany’sdevelopment. Previous
research on investment patterns of informa investors suggests the combined annud investment made by
informd investors in Canadian SMEs ranges from $1 hillion to as much as $20 hillion. The Survey on
Financing of Small and Medium-Szed Enterprises, 2000, found that 18 percent of mgjority business

2 Macdonald and Associates Limited.
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ownershaveinvested privately in other companies. As part of the SVIE Financing Datalnitiative more deta
will be gathered to determine their total contribution to the financing of SMEs.

OTHER SOURCES OF FINANCING

Supplier Credit
o Twenty-nine percent of dl SMEs made purchases usng supplier credit in 2000.
o Larger firmsand those in the manufacturing sector were most likely to use supplier credit.

Quasi-equity

« 1n2000, 347 companies (about 0.024 percent of al SMES) received atotd of $117 million in quas-
equity; inthefirst ninemonths of 2001, the market grew by 9 percent (in terms of value of transactions)
compared to the same time period for 2000.

« Expansion-stage firms were more likely to use quasi-equity: 83 percent of such transactions were
directed to such companies.

« Thevast mgority (94 percent) of quasi-equity transactions were $1 million or less.

Factoring
« Only 0.4 percent of SMEs used factoring in 2000.

PROFILES OF SM ESAND ENTREPRENEURS
See Figure 4 (page 13) for the demographics of business ownership.

About half of SMEs were wholly or partly owned by women (about 15 percent of businesses were
mg ority owned by women). In comparable sectors and sizes of businesstherewasno variation in gpprova
rates of femae and mae entrepreneurs who applied for debt financing. SVIEs owned by women tended
to operatein thewholesa e/retail and professiond services sectors, and they tended to be smal businesses
growing dowly.

Y oung entrepreneurs accounted for 9 percent of SMES and were concentrated in the knowledge-based
industries (KBIs). Aborigina entrepreneurs owned about 1 percent of al SMEs
and were concentrated in agriculture and primary industries.

Vigble-minority entrepreneurs owned 7 percent of SMES, most of which were larger than the average
SME. They were concentrated in the wholesaleretall and KBI sectors. There was little variation in
goprova rates for financing businesses owned by visble minority entrepreneurs and businesses owned by
others with comparable sizes and in the same business sectors.




Figure4 - Demogr aphics of Business Owner ship, 2000

Half Female Ownership
Of which 8% are youth;
7% are visible minorities

No Female Owner ship
Of which 10% are youth;
6% are visible minorities

Minority Female-Owned
Of which 9% are youth;
6% are visible minorities

Majority Female-Owned
Of which 11% are youth;
8% are visible minorities

Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enterprises, 2000

Majority Female Majority Male
34% French Speaking 66%
23% English Speaking 7%
18% Non-Official Language 82%

Source: The Research Institute for SMEs, Université du Québec a Trois-Riviéeres, Financing

SMEs: Satisfaction, Access, Knowledge and Needs, 2001, commissioned by Industry Canada,
2002.
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NOTE TO READERS ON SOURCES AND USES OF DATA:

Many statistical findings presented in this report were collected by Statistics Canada in two surveys:
The Survey on Financing of Small and Medium-sized Enterprises, 2000 and The Survey of the Suppliers
of Business Financing, 2000, conducted during the summer and fall of 2001.

The Survey on Financing of Small and Medium-sized Enterprises, 2000 was completed by over 11 000
firms across Canada with 0 to 499 full-time equivalent employees. Financing and leasing companies,
co-operatives, subsidiaries of other firms, not-for-profit organizations, government offices, schools,
hospitals and other public sector organizations were excluded.

Information was collected from SMEs based on their financing practices and experience during 2000.
Only firms in operation at the time of the survey were surveyed. The accuracy of the results diminishes
as statistics for sub-groupings of the total SME population are broken out (e.g. regional, size of
business and industry categories are less accurate than estimates for the entire Canadian SME
population, as defined above)

The Survey of the Suppliers of Business Financing, 2000 was based on a sample of financial service
providers with assets of $5 million or more in selected financing and leasing industries. Enterprises
providing venture capital financing and federal Crown financial institutions were also surveyed. While
some crown corporations were included, the survey excluded other government and public sector
organizations (e.g. Atlantic Canada Opportunities Agency), not-for-profit organizations, informal suppliers
such as business angels and family members, and foreign suppliers.

A third survey by Université de Québec a Trois Rivieres (UQTR) conducted for Industry Canada,
Financing SMEs: Satisfaction, Access, Knowledge and Needs, 2001, probed the attitudes and
perceptions of 2000 SMEs over the summer of 2001 on issues related to financing of their firms. The
data produced from this survey will soon be published at http://strategis.ic.gc.ca/fdi

All results in this report are from The Survey on Financing of Small and Medium-sized
Enterprises, 2000 unless otherwise stated.

Note on Interpretation: First it is important to note that all data reported here relate to firms that were
operating at the end of the calendar year 2000, therefore it does not capture any data on those
businesses that failed or on those entrepreneurs who planned to start up a business but failed to do so,
whether because of problems accessing financing or for other reasons. In many places in this report,
correlations and observations are made of data by region, industry, gender of business owner, etc. Given
the relatively small sample sizes related to some of these correlations, one needs to be very cautious
in drawing strong conclusions about them. The purpose of this report is to provide some initial
observations and interpretations of the data. Likewise, it is not possible on the basis of one observation
to say anything about trends. This is the first of a regular series of reports, and these issues will be
examined in more detail as more data is collected.




Part One
Financing Small and Medium-Sized Enterprisesin Canada

DEBT FINANCING

Debt isthe mgor source of financing for SMEs in Canada. This section of the report anadyses the results
of the Survey on Financing of Small and Medium-sized Enterprises, 2000 by Statistics Canadaand a
variety of other sourcesto create aprofile of the demand for debt financing in Canada. The report outlines
key issues such as gpplication and approval rates, the suppliers and instruments used by SMEs; the
collateral and gpplication requirementsfaced by firmsof different employment sizes, industriesand regions,
and other factors.

UsE OF DEBT FINANCING. SHORT-TERM VS. LONG-TERM INSTRUMENTS

Debt financing is avalable in a variety of short-term and long-term instruments. Short-term debt includes
operating lines of credit, supplier credit and credit cards. Longer-term debt includes term and demand
loans. Sound corporate finance practice dictates linking the revenue stream from an asset to the payment
stream for the financing instrument. For example, firms buying equipment or abuilding would normally use
longer-term debt, repaying it over the life of the assat. Similarly, firms financing inventory would normaly
use short-term debt, as inventories turn over quickly.

One critical difference between short-term and long-term debt isthe predictability of payments. Short-term
debt is often given at avariable rate, and in any event is subject to changes in interest rate when the debt
comes due and isre-financed. Long-term debt can comewith avariableinterest rate, but isgeneraly made
at afixed interest rate. Normdly inventoriesand recel vables are financed using short-term instruments that
can rise and fal according to need. It does not make sense to have a long-term loan outstanding, paying
interest on the entire balance, when needs vary over time. Financing alarge, long-term asset using short-
term credit instruments can exposeafirmto therisk that interest rateswill rise, resulting inincreased interest
cogts without an increase in the ability to meet this expense.

DEMAND FOR DEBT FINANCING: CONTRIBUTING FACTORS

In 2000, a magjority of businesses — 77 percent — made no request for new debt®. A recent survey

3 Statistics Canadal sSurvey on Financing of Small and Medium-Sized Enterprises, 2000 asked firmsto
report on their last request for debt in 2000. It isimportant to note that the statistics presented in this section do not
include businesses that planned but failed to start up, or the ones that ceased operations, either during 2000 or after.
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conducted by the Canadian Federation of Independent Business (CFIB)* reports that debt insruments
were the most common forms of financing used by SMEs. The most frequently used instruments reported
were (in order of frequency): lines of credit (short-term debt), business|oans (demand or short-term debt),
commercia mortgages and persond |oans/mortgages (long-term debt).

The Survey on Financing of Small and Medium-sized Enterprises found that 23 percent of SMEs
requested someform of debt in 2000. Thesurvey aso found that therewasavariable pattern of application
for the various types of debt instruments across industries, Sze of businesses and regions. There may aso
be achanging pattern of |oan authorizations®. Thefindingsof thissurvey, which shows|lessthan one-quarter
of SMEs making arequest for debt in 2000, corroborate other recent studies which report a decreasing
demand for debt financing among SMESs. The CFIB reportsthat there hasbeen a“ steady downward trend
(1987 - 2000, in requests for debt financing, which) does not appear related to the business cycle' .

The Conference Board of Canada study, A Changing Demand for Debt Financing®, reports that
loans outstanding under $1 million accounted for 69 percent of authorized amountsin 1995, and 67 percent
in 1999 and suggest that borrowers were likely more focussed on repaying loans during this period of an
economic upswing. Other factors which could be contributing to this phenomenon include:

* increased use of retained earnings,

» increased use of lease financing;

» aperceived or real barrier to access dueto credit scoring practices of the mgjor suppliers of debt;
and

* larger inditutionstrandferring their SME dientsfrom commercia banking to their persona banking
divisons

The pattern of demand for debt is determined by a number of factors. In the sections that follow, the
borrowing practices of Canadian SVIEs will be reviewed in a number of different contexts by industria
sector, region, the demographic characteristics of the business owner and other characteritics. Thisreport
does not include the kind of detailed andlysisthat can precisdy define the causd factorsin the results that
are presented. Further studies will look at these questions in more detail.

* Regional Economic Structures: The economic structure of Canada s regions varies consderably,
with some regions more dependent on agriculture and primary industries and others more on
manufacturing, services or knowledge-based firms. As these indudtrid sectors have significantly

4 Canadian Federation of | ndependent Business, Banking on Entrepreneur ship, March 2001.
http://www.cfib.cal

5+|_oan authorization” refers to the maximum amount of money afinancial services supplier agreesto

provide aclient. This should not be confused with outstanding loans, which are the actual amount of debt owed to a
supplier at any given time.

6 Conference Board of Canada, A Changing Demand for Debt Financing?, January 2001.
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different financia services needs, the regiond differences seen with respect to financid services may
be linked primarily to the structure of the regiond or provincia economy. For example, Manitobaand
Saskatchewan have a greater reliance on agriculture than other provinces (Table 17 on page 62
provides a breakdown of the contribution of a variety of indudtries in Canadd s regions). Agriculture
generaly has a great need for debt and — because of the nature of the assets that are financed — a
higher approva rate for debt gpplications. Thusthe regiona differences observed between Manitoba
and Saskatchewan and other regions are likely not a result of factors specific to the behaviour of
financid indtitutions in those provinces, or of al businesses in those provinces, but are aresult of the
importance of agriculture in their economies.

e Structure of theFinancial ServicesIndustry: There are awide variety of firms providing financd
sarvices across Canada, and a considerable variation in their distribution. Part of thisis explained by
regiond economic structure: some suppliers of financia products tend to specidize in certain business
activities. For example, credit unions / caisses populaires are historically linked to agriculture and
therefore agriculturd regions. (Thisis not to say that these suppliers ded only with farms or are only
found inagriculturd regions, but that proportionately more of their businessisdone with this sector and
in those regions.) The mgor chartered banks are mogt active in the urban markets, and particularly in
Ontario and Atlantic Canada

» Economic Performance: At any giventimethereisadegreeof variation inthe economic performance
of regions and sectors of the economy. This can be afactor in explaining differencesin the behaviours
of both the users and suppliersof financia services acrossthe country. Table 18 on page 62 provides
the recent GDP growth rates for Canada’ s regions.

» Changing Business Strategiesand Other Sour cesof Financing: In Canadd s dynamic economy
and financid servicessector, new businessgpproachesand financid servicesarebeingtried dl thetime.
This may be affecting historic patterns seen between, for example, the growth of small businesses and
the amount of term debt outstanding. The knowledge-based sector withitsrelativelack of “hard” assets
isachdlenge for a financid system that has traditionally dedt with assat-backed financid products.
Knowledge-based firms often need risk capita, in the form of equity investment, rather than debt. In
recent years leases have become an increasingly popular form of financing, and this Stuaion is likely
cutting into the demand for other financia services. Credit cards and other short-term instruments are
aso increasingly being used by smal businesses. These are complicated developments that likely
advantage some firms and disadvantage others. One of the objectives of the SME Financing Data
Initiative will be to document these trends so that conclusions on the impact of these changes can be
made.
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DEBT FINANCING: APPLICATION AND APPROVAL RATES

In 2000, 23 percent of SMEs made a Figure5- Debt Request Rates by Size of Businessin 2000
request for debt and 82 percent were
approved (see Table 5, page 28). These
figures vary somewhat from other recent

surveys done on similar issues. A 1998 §30% 1 23%
study, for example, done for the Canadian | B0, { %
Bankers Association,” found that 38 percent 10% I
of SMEs had applied for debt and that the

0% —

approva rate was 93 percent. The CFIB

reported in a study that 60 percent of firms lto4  Stol9 20t099 128;0
responding to a survey of their members Number of Employees

a:)p“aj for dther atem loan. new line of Source: Statistics Canada, Survey on Financing of Small-and
credit or an increase in an ex’lstlng line of Medium-sized Enterprises, 2000

credit in the past three years. The CFIB  Figure6 - Debt Approval Ratesby Size of Businessin 2000
adso dtates that there has been a “steady
downward trend [over 1987 - 2000 in
applications for debt financing] that does not 0% 1 s 85%
appear to be related to the business cycle.”® 79%
Therefore, the findings of the recent survey

80%
o 70% -
by Statistics Canada may be the latest
indicators of a decreasing demand for debt 60% 1
by SMESs, however additiond research will 50% A

&sln df”'mlrgthlsdam 1to4 5to 19 20 to 99 100 to
499

50% -

40% 33% 36% 35%

100% -+ 94%
87%

Percent

.. . . Number of Employees
The Statistics Canada Survey on Financing L Py
Source: Statistics Canada, Survey on Financing of Small and

of Smdl and Medium-sized Enterpriseswill Medium-sized Enterprises, 2000
be administered regularly every three years,
and this will provide a stable set of data to
identify trends.

There are clear differencesin request and approva rates across different Szes of businesses. Asillustrated
in Figure 5, larger businesses were more likely to request debt financing. Thisis congstent with findingsin
the 2001 survey by the CFIB.

Figure 6 illugtrates the trend in gpprova rates across businesses of different Szes.

! Thompson Lightstone & Company Limited, Small and Medium-Sized Businesses in Canada: An Ongoing

Perspective of their Needs, Expectations and Satisfaction with Financial Institutions, prepared for the Canadian
Bankers Association, 1998. http://www.cba.ca/eng/Small_Business/1998sme.htm

8 Canadian Federation of Independent Business, Banking on Entrepreneur ship, March 2001.
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These approval rates are consistent with the findings of the study completed by UQTR,® which show that
firmswith more employeesaremorelikely to havetheir requests approved for aline of credit or amedium-
or long-term loan. The CFIB aso reports that larger firms experience lower rates of loan rgection.

Figures 7 and 8 illudtrate request and gpprovd rates, respectively, of firmsin different industries. Firmsin
the agricultura sector were mogt likely to make arequest for debt, whilethosein the professiona services
or KBI*® sectors were least likely to do so in 2000. As well, businesses in the agriculture or primary
sectors had very high gpprovd rates for their requests for debt, while businesses in the wholesae/retail
trade, and KBI sectors had the lowest approval rates. Agriculturd firms usudly have land or equipment
to use as collaterd, while firmsin the services sector may not have many business assets. More than 55
percent of agricultural businesses that requested debt in 2000 used business assets as collaterd, as
compared with 41 percent for al SMEs (see Table 8, page 33).

Figure7 - Debt Request Rates by Industry in 2000

Agriculture 39%
Manufacturing
Primary

All Other

Whol esal e/Retail

KBI Sector

Professional Services

ALL INDUSTRIES 123%

0% 10% 20% 30% 40% 50%
Percent

Source: Statistics Canada. Survev on Financina of Small and Medium-sized Enterprises. 2000

Figure 8- Debt Approval Ratesby Industry in 2000

Agriculture 93%
Primary e sssssssssssSsSsSsSsSss 889
BOCSSTo LRSIy —————————————— K
All Other 80%
Manufacturing 77%
Whol esal e/Retail 71%
KBI Sector 70%

ALL INDUSTRIES 1 82%

0% 20% 40% Percent 60% 80% 100%
Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enterprises, 2000

9 The Research Institute for SMEs, Université du Québec a Trois-Riviéres, Financi ng SMEs: Satisfaction,
Access, Knowledge and Needs, 2001, commissioned by Industry Canada, 2002.

10 See Appendix A (page 100) for adescription of the North American Industrial Classification System
(NAICS) classification of a knowledge-based industry (KBI).
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There was some variation in the request and approva rates for debt in 2000 across the different regions
of Canada (see Figures 9 and 10). Asnoted earlier, any analysis of theregiona distribution of request and
approvas must take into account the economic structure of the regions being studied. For example, aswe
have seen, agriculture hashigh debt request and approva rates. Thissector also makesalarge contribution
to the Manitoba and Saskatchewan economies (see table 17 on page 62), so0 these are probably factors
contributing to the Prairies” high debt request rates (see Figure 9) and high approva rates (see Figure 10).
When the agriculture sector is removed from the figures, the variation between regiona request and
gpprova rates and the nationd average is reduced considerably.

Figure9 - Debt Request Rates by Region in 2000

Man./Sask./Nunavut 35%
Atlantic Provinces
B.C./Y ukon

Alta./N.W.T.

Ont. 21%
Que. 20%
CANADA | 23%
T T T T 1
0% 10% 20% 30% 40% 50%
Percent

Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enterprises, 2000

Figure 10 - Debt Approval Rates by Region in 2000

Man./Sask./Nunavut

Que.
Alta/N.W.T.

87%

Ont.
Atlantic Provinces

B.C./Yukon

CANADA 182%

50% 60% 70% 80% 90% 100%
Percent

Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enterprises, 2000

Another important factor to consder is the differing structure of the financia services indudtries in the
various parts of the country. The mgor chartered banks are found in every region of the country, while
credit unions and caisses populaires have a greater presence in Quebec and Western Canada than
elsawhere. The concentrations of credit unions and banks have been changing over the last couple of
decades aswell. For example, in Manitoba and Saskatchewan combined, there has been a 16-percent
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dedine in the number of bank branches from 1988 to 2000, whereas the number of branches grew in
every other part of the country but Alberta. Table 4 (page 27) indicates astrong tendency to seek face-to-
face contact with financid service suppliers, so, taking the decline in bank branches into account, perhaps
it is not surprising to see credit unions receiving a much larger proportion of gpplications in
Manitobal/Saskatchewan and Alberta The availability of access points may well be a determining factor
in the choice of inditution; however, until now there has not been as much of a focus on this factor, so
further data collection and analysis are required to understand its importance to the patterns of small
business demand for debit.

Reaults suggest that SMEs in British Columbia and the Atlantic regions had lower gpprova rates than
SMEs overdl when requesting debt. Regiona economic conditions may possibly explain the variance of
goprovasfor debt financing in these regions. It is equaly possblethat thisisagatistica phenomenon, for
example, the variation in the confidence intervas of the survey estimates could account for this variation.
However, it is dso worth noting that firms in each of these regions are anong the heaviest users of
chartered banks, and chartered banks show dightly lower than average rate of approval. Determining
which factor isthe mgor contributor to these variations, will require further analysis and observations.

DEMAND FOR DEBT BY TYPE OF INSTITUTION
Figure 11 - Percentage of Total Requestsfor Debt by Type of Supplier in 2000

Crown
Other Credit Corporations / i i
Suppliers Government Credit .Un|0ns/
6% Institutions Caisses
8% Populaires

20%

Chartered Banks
66%

Source: Statistics Canada, Survey on Financing of Small and Medium-sized
Enterprises, 2000

Chartered Banks: The mgor banks received 66 percent of the requests from SMEs for debt financing
in 2000 (see Table 6, page 29). However, in 2000 they accounted for 55 percent of total debt'? that was
outstanding to SMEs and accounted for about 57 percent of outstanding debt of less than $1 million in
authorization (see Table 2 and Figure 12 on page 22).

11 Canadian Bankers Association Web site: http://www.cha.ca/eng/Statistics/stats/do144Aweb.htm

12 Accordi ng to the Survey of the Suppliers of Business Financing, 2000, chartered banks have lower than
average loans outstanding — particularly for loans under $1 million.
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* Larger firmswere more likely to seek and obtain debt financing from chartered banks.

* Morethan three quarters of firmsin the professond service or KBI sectorsthat applied for debt
financing approached a chartered bank for short-term debt instruments, which may be related to
the stronger presence of these indtitutions in urban areas, where most KBIs are located.

Credit Unions/ Caisses Populaires:

» Pattern of request for debt: Theseingditutionsreceived nearly haf of therequestsfor debt inthe
Prairie provinces and nearly 40 percent in Quebec.

* Rural firmswere morelikely to apply to credit unions/ caisses populaires (34 percent, versus 20
percent for Canada overdl), reflecting these suppliers’ presencein rurd aress.

» Small firms with fewer than 5 employees were more likely to gpply to credit unions / caisses
populaires than larger firms (more than 20 percent of requests of firms with fewer than five
employees, versus less than 16 percent for larger firms).

» Sectors: Armsin the agriculture, primary and manufacturing sectors were the most likely to use
credit unions/ caisses populaires for debt (36 percent, 28 percent and 20 percent, respectively).

Table2-Total Commercial Debt by Typeof Supplier in - Figure 12 - Outstanding Debt (lessthan $1million) by

2000 Typeof Supplier in 2000.*
SJppllaS glare Portfolio
. _ _ N ’
Domestic Banks 55% ui:i?:;/ Finance " j:d?e\;sc
. _ c i
Insurance Companies 19% Caisses omlrizmes
Populaires

Finance Companies 8% 20% Insurance
Companies
Credit Unions and Caisses 6% Other 2%
Populaires Banks &
Trust
Portfolio Managers, Funds, VC 2% Companies Domestic
Companies 5% Banks
57%
Other Banks & Trust Companies 10%
Source: Statistics Canada, Survey of Suppliers of Business Source: Statistics Canada, Survey of Suppliers of Business
Financing, 2000 Financing, 2000
* Supplier categories do not directly correspond with the * Supplier categories do not directly correspond with the
supplier categories in the Survey on Financing of Small supplier categories in the Survey of Financing of Small and

Medium- sized Enterprises, 2000

Crown Corporations/ Government Ingtitutions:  Just over 8 percent of requests for financing were
madeto theseingtitutions. Most of these requests camefrom firmsin agriculture, manufacturing and primary
industries™®

13 Some of these Crown institutions have policy mandates to target specific sectors. Farm Credit Canada' s
mandate isto serve farms and farm-rel ated businesses. The Business Development Bank of Canada has traditionally
focused on the manufacturing industries, but is now growing its business with KBI firms. Still other institutions (e.g.
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OTHER FINDINGS CONCERNING REQUEST RATESFOR DEBT IN 2000

Exporting Firms. 36 percent of these firms made arequest for debt compared to 22 percent of non-
exporters. In this context it isworth noting that exporters tend to be larger businesses (see Table 15 on
page 60). Larger businesses also tend to request more debt financing than other firms (see Figure 5, page
18). So this observation may have more to do with the characteristics of the size of the business than with
its exporting activities.

UrbanFirms: 21 percent of urban-based SMEs™ made arequest for debt as compared with 31 percent
of those located in rura aress. This probably reflects the impact of the agricultura and primary sectorsin
rural areas — two sectors that most often request debt financing (see Table 5, page 28).

REASONS REQUESTSFOR DEBT ARE REJECTED

In 2000, about 82 percent of the firms that sought debt financing were ableto obtainit (see Figure 13). A
request may be rejected for a variety of reasons. In 2001, the CFIB reported that younger and smdler
businesses, as wdll as businesses with high account manager turnover, were more likely to have their
finanding request rejected.*® Of the 18 percent who were not approved for debt in 2000, 85 percent were
turned down, 3 percent had their gpplication till under review at the time of the survey and 10 percent
withdrew their application.

Figure 13 - Debt Approval Ratesby Type of Supplier in 2000

Manufacturers' Dealers or Suppliers 93%
Credit Unions / Caisses Populaires

Chartered Banks

Credit Card Companies

Crown Corporations / Government Institutions 76%

50% 60% 70% 80% 90% 100%
Percent
Source: Statistics Canada. Survev on Financina of Small-and Medium-sized Enterorises. 2000

According to the Statistics Canada survey these SVIES cited five main reasons given by the debt financing
supplier for rgection:

the Alberta Treasury Branches) areimportant in regions where oil and gas production is predominant. Detailed
information on the activities of Crown agenciesisavailable in their annual reports.

14 Seethe Glossary (Appendix B) for adefinition of arural- and an urban-based firm.

15 Canadian Federation of Independent Business, Banking on Entrepreneurship, March 2001.
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» they had insufficient income, revenue or saes (23 percent);

» they had apoor credit history (13 percent);

» they could not produce sufficient collatera or security (11 percent);
 ther business had insufficient cash flow (10 percent); or

» ther business was too young (8 percent).

In 11 percent of the cases where arequest for debt was turned down, SMEs reported that no reason was
given. Of those regjected who recall being given areason for the turndown, only 27 percent were satisfied
with the reason given.

TYPESOF INSTRUMENTS M OST REQUIRED

Following are highlights with respect to the requests for various financing insruments (see Table 7, page
31 and Figure 14):

Figure 14 - Debt Instruments M ost Frequently Requested in 2000

Term Loan 32%
New Line of Credit 30%

Increasein Line of Credit

Demand or Short-Term Loan

Mortgage Loan

New Credit Card

0% 10% 20% 30% 40% 50%
Percent

Source: Statistics Canada. Survev on Financina of Small and Medium-sized Enterorises. 2000

* Firmswith no employees had adightly higher than average rate of request for credit cards and
term loans. Whileit isnot surprisng to find the sdf-employed using flexible short-term debt like
credit cards, it is surprising to find that they were the mogt likely to request new term loans. The
high number of requestsfor term loansislikely dueto thelarge concentration of the self-employed
in the agricultura sector.

e Agricultural and primary sector s werethemost likely to request short-term debt, which possibly
reflects their use of these instruments for seasona operating credits. These sectors are probably
a o financing machinery, equipment, land and buildings through debt, asthey are aso the sectors
that requested term loans most often.

* Professional servicesand K Bl s appear to apply disproportionately for linesof credit and credit
cards. As these sectors are also morelikely than most to use persona assetsto secure aloan and
astheseingtrumentstypicaly do not require asmuch collaterd astermloans, it isnot surprising that
there is an apparent preference for these instruments. However it may not be a preference by
choicebut rather by circumstance(i.e., they may have no other choices). Further study will bedone
on thisissue,
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* Manitoba/Saskatchewan/Nunavut-based firms had higher than average request rates for
demand loans. This reflects the heavy use of these kinds of instruments by the agricultural and
primary industries, which are so important to the economies of these provinces.

* British Columbia/ Yukon and Ontario had lower than average request rates for term loans.

» Urban-based SM Es tended to apply for more short-term debt, such aslinesof credit or increases
inlines of credit, while rura-based SMEs tended to request demand and term loans, which is
consgtent with the patterns of use by the agricultural and primary industria sectors explained
edlier.

CONDITIONS FOR ACCESSING FINANCING: COLLATERAL

Collaterd is any asset that a borrower must pledge as security for a financia arrangement. Lack of
collaerd, for start-up firmsor thosein KBIsfor example, can creste amajor obstacle to accessing debt.
Anecdotal evidence suggeststhat SVIEs often believe lenders are excessivein their demandsfor collaterd.
Of course, for lenders the amount and type of collateral available are often key considerations in the
financing decison. Business owners are often asked to use persond assets for collaterd when tangible
business assets are not available. In genera, goods-producing industries use business assets as collatera
more frequently than the personal assets of the owner, whilethe oppositeistruefor serviceindudtries. Sze
of businessisaso akey factor in determining the type of asset used as collateral. Thesefactors, dong with
types of suppliers, are most likely the influencing factors affecting regiona variations. Overal, for debt
approved in 2000, 39 percent of SMES used personal assets as collatera, and 41 percent used business
assets'® (see Table 8 on page 33).

The following are key findings with repect to collaterd:

e Smaller Businesses. Firms of fewer than 20 employees are equaly as likdly to use persond
assetsascollaterd asthey areto use business assets, whilelarger firmsare much morelikely to use
businessassetsrather than persond assets. Thisisnot surprising, aslarger firmsareasomorelikey
to have such assetsto pledge and aremost likely to request term debt. Term loansare usualy used
to finance fixed assets, as those assets can be used to secure the loan.

* Agriculture-based SMEs: 56 percent of these firms used business assts as collaterd. Thisis
the highest rate of any sector, which isas expected given that these businessestend to be asset-rich
(equipment, land and buildings).

* Wholesale/Retail and KBI Sectors: 45 percent of firmsin these sectors used personal assets
as collateral — the highest rate of any sector. These are also the sectors that most frequently
requested short-term debt, which is usudly used for operating capita. Possbly these instruments
have a lower collateral requirements, though more study would be required to make this
correlaion.

* Rural-based SM Es: 54 percent of these firms pledge business assets as collaterd as compared
to 34 percent of urban-based firms — consstent with the findings for the agricultural sector.

16 Note that in this study firms could have used both personal and business assets as collateral.
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» Alberta/ Northwest Territories: 49 percent of firmsin this region used persona assets as
collaterd, more than in any other region in Canada. Thisis ahigher leve than redized within the
various ranges for size of business, or for industry breakdowns, therefore another factor must be
a play, such asthe lending practices of suppliersin thisregion.

* Manitoba/Saskatchewan/Nunavut: 53 percent of firmsin this region used business assets as
collaterd, and this reflects the fact that 45 percent of SMEs located here are classified as
agriculturd, which is an influencing factor on type of collaterd used, as stated above.

*  Quebec: Only 28 percent of firms based in Quebec used personal assets as collateral — the
lowest of any region. Although the sSze of the business and the industry are influencing factors on
collateral requirements, they do not seem to account for Quebec’s low levels of collatera usage,
therefore further study will be required on thisissue.

CONDITIONS FOR ACCESSING DEBT.: DOCUMENTATION AND APPLICATION
PROCESS

The perception of SMES regarding the Table3- Debt Application Information Requirementsin 2000

goplication process and documentation -

. . . . .. Per centage of Applicants
requirements for obtaining finencing isone | Document Reguired to Provide
factor that couldinhibitthemfromrequesting | Business Financial Statement 28.6%
financing. For example, concerns about | Formal Application 21.2%
onerous requirements may lead an SME | Personal Financial Statement 205%
owner to use apersond line of credit rather No Documents Required 16.3%
than seek to establish abusinessline, Business Plan 13.6%

Cash Flow Documentation 10.6%
Table 3 provides a breskdown of the | Appraisa of Assets 93%
documents that SMEs reported providing Stherh_ . igﬁ’
when epplying for finencing. Overal l,’ sVI Es Sorl;ar:g étsaetlstlggecear:;g Survey on Financing of Sn.all 0and
reported that 16 percent of the gpplications | medium-sized Enterprises, 2000
madedid not requireany documentation. As

64 percent of SMEs that applied for debt

reported that they made arequest where they aready did business, it is likdy that the financid indtitution
aready had accessto the required information. Persond or business financid statements are among the
most commonly requested documents.




In close to one third of the requests that Table4 - Application Method used by SMEswho Requested

required documentation, the SMEs were Debtin 2000
given the opportunity to revise the I Per centage of Applicants
documents fallowing their initid submission. Applying by Method
Personal Discussion 57.3%
Table 4 provides a breakdown of how | RequestattheBranch 236%
SMEs reported the requests for financing | APpliedby Phone _ 17.3%
were m&de The vast mc’:!OI’Ity Of SVIES Approached by Credit Suppller 4.4%
reported that when they requested debt Oth,er _ 38%
. .. . . Mail or Courier 25%
financing in 2000, they did so viaa persona .
discussion either a a branch or over the Applied by Fax L%
L Applied by Internet 0.3%
tel ephone- This indicates that one-on-one Source: Statistics Canada, Survey on Financing of Small and
contact with an account manager is dill the | Medium-sized Enterprises, 2000
. t f t bet * More than one method was used by some businesses, therefore these
most 1mpo ant type Y COI’I act ) een_an numbers do not add up to 100 percent.
entrepreneurr  and  a  financd  sarvice

provider.
CREDIT CONDITIONS: REDUCTION IN CREDIT LIMITS

In 2000, only 1.3 percent of SMEs experienced areduction in acredit limit authorized prior to 2000. No
datidicaly sgnificant variation was seen for firms of different Sizes, regions or industries.
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Table5- SME Request and Approval Ratesfor Debt in 2000

Overall Request Rate Approval Rate
23.4.0% 81.7%
Size of SME
0 Employees 19.2% 81.7%
1to4 Employees 23.4% 79.1%
5to 19 Employees 33.1% 84.5%
20to 99 Employees 35.7% 87.2%
100 to 499 Employees 35.3% 93.7%
Regions
Quebec 20.4% 83.6%
Ontario 20.7% 81.1%
Alberta/ Northwest Territories 24.5% 82.4%
British Columbia/ Y ukon 25.4% 76.7%
Atlantic Provinces 26.7% 78.1%
Manitoba/Saskatchewan/Nunavut 34.6% 87.1%
Industry
Agriculture 38.8% 92.8%
Manufacturing 27.2% 77.4%
Primary 26.7% 88.1%
All Other 21.7% 79.7%
Whol esal e/Retail 23.4% 74.3%
KBI Sector 15.9% 69.7%
Professional Services 13.4% 85.4%
Financial I nstitution
Chartered Banks 66.1% 79.7%
Credit Unions/ Caisses Populaires 20.2% 87.9%
Crown Corporations/ Government I nstitutions 8.2% 75.9%
All Other Institutions 6.0% -
Areas
Rural 30.8% 86.9%
Urban 20.6% 78.8%

Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enter prises, 2000
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Table 6 - Percentage of Total Requestsfor Debt by Type of Supplier in 2000

NB: 23 percent of SMESs made debt requests in 2000; this table shows where they made their requests.

Credit Unions Crown
Chartered / Corporation / Other Credit
Banks Caisses Government Suppliers*
Populaires Institution

Overall

65.5% 20.2% 8.2% 6.0%
Size of SME
0 Employees 61.2% 23.7% 8.2% 7.0%
1to 4 Employees 67.2% 20.8% 7.6% 4.4%
5to 19 Employees 68.7% 15.5% 8.5% 7.3%
20to 99 Employees 71.4% 12.1% 10.5% 6.0%
100 to 499 Employees 80.0% 8.3% 4.2% 7.4%
Regions
Quebec 46.3% 38.7% 7.9% 7.1%
Ontario 82.1% 6.6% 5.6% 5.7%
Alberta/ Northwest Territories 60.9% 11.6% n/a n/a
British Columbia/ Y ukon 74.0% 17.1% n/a n/a
Atlantic Provinces 73.6% 11.4% 9.3% 5.7%
Manitoba/Saskatchewan/ 24.9% 13.7% 7.0% 4.4%
Nunavut
Industry
Agriculture 45.6% 35.8% 13.6% 5.8%
Manufacturing 66.0% 19.4% 11.0% 3.6%
Primary 52.6% 28.4% 11.0% 8.1%
All Other 69.8% 17.0% 6.0% 7.1%
Wholesal e/Retail 74.3% 12.4% 7.1% 6.2%
KBI Sector 75.6% 10.2% 9.4% 4.7%
Professional Services 81.2% 11.9% 3.0% 3.9%

Continued...
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Table 6 - Percentage of Total Requestsfor Debt by Type of Supplier in 2000

NB: 23 percent of SMESs made debt requests in 2000; this table shows where they made their requests.

Credit Unions Crown
Chartered / Corporation / Other Credit
Banks Caisses Government Suppliers*
Populaires Institution
Intended Use of Request:
Building or Land Acquisition 11.2% 9.3% 21.7% 2.9%
Vehicle 6.4% 7.9% 2.9% 41.0%°
Machinery or Equipment 19.2% 32.2% 24.4% 29.8%6
Inventory Financing 7.1% 6.2% 6.5% 8.4%°
Working Capital 46.6% 37.9% 22.5% 12.79%
Research and Development 0.7% 0.6% 1.2% 0%
Instrument Requested-
Demand or Short-term Loan 10.6% 15.2% 9.6% 12.8%
Term Loan 26.4% 41.2% 49.5% n/a
Mortgage Loan 8.4% 11.2% 24.3% 0.3%
New Line of Credit 36.7% 22.1% 11.0% 4.6%°
New Credit Card 5.6% 2.3% 2.6% n/a
Areas
Rural 46.3% 33.7% 12.5% 7.6%
Urban 76.4% 12.6% 5.8% 5.3%

Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enter prises, 2000

* Includes the manufacturers’ dealers or suppliers and credit card companies
2 Not all possible intended purposes of financing included in the survey are included in this table.
3 Manufacturers’ dealer or supplier only
- Not all possible types of debt financing requested included in this survey are included in this table.
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Table7 - Percent of SM Es Requesting Specific Debt I nstrumentsin 2000*
NB: 23 percent of SMEs made debt requestsin 2000; this table shows what debt instruments they requested.

Demand Increase Increasein
or Short- | New Term | Mortgage New Line | New Credit | . . .

term Loan Loan of Credit Card n ngof Credit

L oan Credit Card
Overall

12.2% 32.2% 9.9% 29.8% 5.8% 13.5% 1.0%
Employment Size
0 Employees 14.1% 35.5% 11.2% 27.6% 7.0% 9.8% 1.5%
1to 4 Employees 12.6% 20.8% 7.6% 34.0% 5.9% 13.7% 0.8%
5t0 19 Employees 8.5% 30.0% 11.4% 28.4% 4.2% 17.3% 0.7%
20t0 99 Employees 11.6% 32.1% 9.8% 24.3% 3.4% 22.8% 0.2%
100to 499 Employees 7.4% - 4.3% 16.5% 0.2% 19.6% 0.0%
Regions of Canada
Atlantic Provinces 7.7% 38.9% 9.5% 26.6% 4.3% 14.0% 0.6%
Quebec 7.1% 40.6% 8.5% 27.4% 6.1% 12.5% 0.0%
Ontario 13.1% 23.5% 10.7% 33.6% 6.4% 15.2% 1.7%
xszg:&alsasmmewan/ 23.5% 35.3% 12.4% 21.3% 3.6% 13.0% 0.5%
Alberta/ Northwest 12.6% 43.6% 5.4% 27.4% 6.3% 9.6% 2.1%
Territories
Eﬂtkij; Columbia/ 8.8% 23.1% 12.0% 36.5% 6.2% 15.5% 0.5%
Industrial Breakdown
Agriculture 21.8% 45.3% 9.7% 19.8% 3.6% 7.9% 0.8%
Primary 13.3% 50.5% 6.5% 18.6% 3.1% 6.9% 1.1%
Manufacturing 9.2% 33.7% 8.3% 29.2% 5.2% 15.6% 0.9%
Wholesale/Retail 7.2% 24.2% 7.7% 37.4% 47% 19.3% 1.4%
Professional Services 8.9% 17.1% 7.9% 49.2% 5.7% 15.9% 1.7%
KBI Sector 10.7% 16.3% 3.0% 45.8% 10.8% 13.5% 2.7%
All Other 10.4% 30.8% 11.8% 28.8% 7.1% 14.0% 0.8%

Continued...
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Table7 - Percent of SM Es Requesting Specific Debt I nstrumentsin 2000+
NB: 23 percent of SMEs made debt requests in 2000; this table shows what debt instruments they requested.

Demand Increase Increasein
or Short- | New Term | Mortgage New Line | New Credit | . . .
term Loan Loan of Credit Card in Line of Credit
Credit Card
Loan
Suppliers
Chartered Banks 10.6% 26.4% 8.4% 36.7% 5.6% 16.4% 1.3%
Credit Unions/ Caisses 15.2% 41.2% 11.2% 22.1% 2.3% 13.2% 0.1%
Populaires
Crown Corporations/ 9.6% 49.5% 24.3% 11.0% 2.6% 1.2% 0.0%-
Government Institutions
Areas
Rural 18.6% 45.2% 8.6% 19.1% 4.3% 10.7% 1.7%
Urban 8.6% 24.9% 10.6% 35.9% 6.6% 15.2% 0.6%

Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enter prises, 2000
* Multiple instruments could be requested, therefore figures do not always equal 100 percent for each variable
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Table8 - Percent of SMEswho were Authorized for Debt that used Personal and Business
Assets as Collateral in 2000

Per sonal Assets of Business Assets as
Owner as Collateral Collateral

Overall

38.6% 41.2%
Size of SME
0 Employees 39.9% 38.9%
1to 4 Employees 34.3% 36.9%
5to 19 Employees 43.4% 45.2%
20to 99 Employees 38.5% 66.4%
100 to 499 Employees 27.1% 73.9%
Regions
Quebec 28.1% 37.6%
Ontario 39.1% 39.8%
Alberta/ Northwest Territories 49.0% 45.7%
British Columbia/ Y ukon 42.1% 35.6%
Atlantic Provinces 33.2% 38.5%
Manitoba/ Saskatchewan / Nunavut 40.6% 52.8%
Industry
Agriculture 39.5% 56.2%
Manufacturing 31.5% 45.9%
Primary 39.3% 42.7%
Whol esal e/Retail 45.5% 37.0%
KBI Sector 44.6% 26.1%
Professional Services 38.7% 26.8%
All Other 36.1% 37.9%
Areas
Rural Area 35.5% 53.6%
Urban Area 40.3% 34.2%

Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enter prises, 2000
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LEASING

LEASE FINANCING: AN ATTRACTIVE OPTION FOR SOME SMES

A lease contract is an agreement under which the owner of an asset conveysto the user theright to usethe
as in return for anumber of specified payments over an agreed period of time. The owner of the asset
is referred to as the "lessor”; the user of the asset is known as the "lessee’.

Generdly speaking, there aretwo types of leases. capital and operating. A capita leaseisacontract which
transfers substantially al of the risks and benefits of ownership of the leased property to the lessee. The
lessee isrespongble for maintenance, taxes, and insurance costs. An operating lease does not transfer
subgantialy al the benefits and risksincident to ownership of property and the lessee can acquire the use
of equipment for just afraction of the useful life of the asset.

Sinceleasing issmply away of acquiring an asset without paying cash, taking aloan, or employing other
forms of financing, just about anything can be leased. According to the Canadian Financing Leasing
Association (CFLA), Canada's leasing industry has a portfolio of nearly $100 billion with business
customersand consumersin Canada. The CFLA estimatesthat gpproximately 60 percent of theindustry’s
customersare SMEs. Leasing dlows SMESto obtain an asset while keeping debt off their balance sheets.
For many SMEs, leasing makes economic sense. When cashiistied up in fixed assets, it isnot available to
financeinventory, production, distribution or marketing. For thisreason, many owners seek to lease assets.
Other attractive features of lease financing include:

* long-term financing, usualy at afixed rate

» posshility of upgrading equipment at the end of alease contract;
* lower transaction cogts, and

» sdestax deferrd in acapitd lease.

According to the CFLA, SME leases are used primarily for the following types of assets:

e automobiles and light-duty vehicles,

* machinery and equipment;

e computers and computer equipment;

* heavy-duty trucks,

office equipment other than computers, and
* buildingsor land.
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LEASE FINANCING IN CANADA

Overdl, 9 percent of SMEs made a Figure 15 - Requestsfor L easing by Type of Supplier in 2000

request for lease financing in 2000.
Nearly all of these requests — 98
percent — were gpproved. Table 9,
on page 36, shows types of leases
requested, and Table 10 (page 37)
includes a breakdown of request and
approval rates for SMIEs of different
gzes indudries and regions. As
shown in Figure 15, manufacturers
deders and suppliers, combined with
leasing companies, provided the bulk
of leese financing — dmost 85
percent — to SMEs in 2000.The
Bank Act redtricts the leasing activity
of chartered banks so they are not

Other

Credit Unions 6%

/Caisses
Populaires
4%

Manufacturers'
Dealers or
Suppliers

44%

Leasing
Companies
39%

Chartered
Banks
7%

Source: Statistics Canada, Survey on Financing of Small and Medium-
sized Enterprises, 2000

able to make leases for passenger
vehides and light trucks which,
according to Table 9 (page 36), isthe single largest segment of the market. This probably accounts for
ther rdatively small contribution to the supply of lease financing, as compared to their contribution to the
debt market.

As outlined in Table 10 (page 37), dthough there was little variation in gpprova rates by the various
business characteristics examined, there was some variation in request rates. There was some vaiaion
in the use of leasesby thesize of firm. Larger businessestended to useleases more. Also, large businesses
weremorelikely to apply for leases at chartered banks, while businesseswith fewer employeeswere more
likely to apply for leases from manufacturers deders or suppliers. SMEsin the manufacturing sector were
commonusersof leases, but dso had adightly lower gpprova rate. Also, manufacturing SMIEswere more
likely to seek lease financing from chartered banks.

Other leasing highlights for 2000:

1. Automobiles and light-duty vehicles: As shown in Table 9 (page 36), the mgjority of leasing
requests were for the purpose of acquiring these assets.

2. Exporters: weretwiceaslikely to apply for lease financing than SMEsthat did not export (see Table
10 on page 37). Aswill beseenin Table 15, on page 60, larger firmstend to export morethan smaller
firms Table 10 (page 37) dso showsthat larger firmsare most likely to request lease financing, so the
finding that exporting firmsare morelikely to request lease financing for assetsthan non-exporting firms
is congstent with other findings.

3. Rural SMEs: tended to gpproach credit unions/ caisses populaires and manufacturers deders, or
suppliers for leasefinancing, while urban SMEs gpproached leasing companies. Thisisconsgtent with




the pattern of financing we have aready seen regarding debt financing.

Manufacturer s: tended to | ease assets more than SMESin other sectors. Thisisnot surprisng given
the fact that machinery and equipment form the second largest single segment of the lease financing
market (see Table 10, page 37) and these types of assets are typicaly seen ascriticd to thisindustry.
. Agricultural firms: while agriculturd SMES use of lease financing is congstent with the nationd
average (as shown in Table 10 on page 37); firmsin rurd areas were the single largest requesters of
lease financing for machinery and equipment, autos and light trucks which are the largest segments of
the leasefinancing market. Further datagathering and study will be needed to clarify what factors might
explan this gpparent anomaly.

Table9 - Types of L eases Requested in 2000

All Firms | Urban Rural Exporter Non-Exporter
Buildingsand Land 25% 2.6% 2.2% 1.2% 2.8%
Autos and Light-duty Vehicles 35.2% 3A4.1% 38.3% 294% 36.9%
Heavy-duty Trucks 11.7% 10.7% 14.4% 17.4% 10.2%
gg{'}:;f;f and Computer 1B6% | 161% | 72% 203% 122%
Other Office Equipment, Faxes 8.0% 10.6% 1.3% 10.3% 7.5%
Machinery and Equipment 30.6% 275% 39.0% 21.7% 32.4%
Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enter prises, 2000
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Table10- SME Request and Approval Ratesfor Leasesin 2001

Request Rate Approval Rate

Overall

9.0% 97.5%
Size of SME
0 Employees 5.1% 98.9%
1to 4 Employees 9.6% 96.4%
5to 19 Employees 15.6% 97.5%
20 to 99 Employees 22.4% 98.2%
100 to 499 Employees 28.9% 99.1%
Regions
Quebec 8.3% 96.4%
Ontario 9.1% 98.1%
Alberta/ Northwest Territories 9.5% 97.7%
British Columbia/ Y ukon 8.0% 99.1%
Atlantic Provinces 10.3% 95.7%
Manitoba/Saskatchewan/Nunavut 9.6% 97.1%
Industry
Agriculture 8.5% 98.8%
Manufacturing 13.7% 94.4%
Primary 9.5% 96.1%
Wholesdle/Retall 8.1% 98.6%
KBI Sector 9.3% 97.8%
Professional Services 8.3% 99.2%
All Other 8.9% 97.1%
Areas
Rural 8.9% 98.9%
Urban 9.0% 97.0%

Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enter prises, 2000
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Risk CAPITAL

THE ROLE OF RISK FINANCING

SME crestion and growth usudly require severd stages, of financing, involving avariety of indruments—
depending on the type of business, its growth prospects, market conditions and anumber of other factors.
While debt is the most commonly sought-after form of externd financing by Canadian SMES, no business
can be financed by debt done. All businesses require an equity base, and this can be provided through
persona investments by a firm’'s owners, through the re-investment of income in the form of retained
earnings, or through risk capitd investments made by outside parties who become part-ownersin thefirm.

Sound corporate finance requires an appropriate bal ance between debt and equity based on the nature of
the income that a busnessis likely to produce. A rdatively low-risk business with highly predictable
cashflows can take on more debt than a firm with variable and volatile cashflows. The advantage of debt
isthat it does not require an entrepreneur to give up ownership. Itsdisadvantageisthat it normaly requires
a fixed schedule of repayment, regardiess of the performance of the business. If afirm cannot make its
monthly payments, it canfind itsdlf in default. Lendersare generdly lesswilling to lend to new firmsthat lack
atrack record, because these firms cashflows are much more difficult to predict. In the early stagesin a
firm's development, alarge part of the financing is likely to be in the form of risk capitd — the persond
stake of the entrepreneur, retained earnings and love money. Risk capital is a more “patient” form of
capitd, asthereturns are linked directly to the earnings of the firm.

Risk capitd financing is particularly important for firms in the knowledge-based sector of the economy.
Typicdly these firms do not have many tangible assets, particularly at the early stagesin their growth, that
can act as security for providers of debt. If the firm is developing a product or service that will take time
to get to market, debt is rarely a good financing dternative because the firm does not have the means to
pay interest until that product or service is available for sae. Indeed, debt on the balance sheet can be
destabilizing for these firms; thus risk capitd is usudly the most gppropriate form of financing.

Rapid-growth firms generaly reach a point where the owners must consider taking in outside risk capita
investors. Thisisakey decison for an entrepreneur, because especidly at early sagesof afirm’ sgrowth,
outsdeinvestorsarelikely to want to play an activerolein management. Thevast mgority of entrepreneurs
decide not to take this step and decide to grow more dowly. For those firms that do take on outside
investors, the first step is usudly to go to informal investors (aso known as business angels or private
investors). These are individuas who make rdaively smdl invesments in private companies with high

growth prospects.

Successful firms quickly outgrow the ability of angels to provide growth capitd. The next Sage in risk
cgpitd financingisusualy to go to the venture capital market. It should be noted thet thisisused by avery
smdl number of firms. In 2001 therewere only 1,077 forma venture capita deals shared among 818 firms
in Canada. However, these are among the most important firms for Canada's future, as they have the
potential to grow exponentially and become the large firms of tomorrow. Firms that grow successfully
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through venture capitd typicaly get listed on astock exchange and raise further risk capitd in the form of
public stock issues.

In the section that follows, the report examines the state of the risk capital market in Canada in 2000. It
should be noted, however, that the report does not examine two of the most important sources of risk
capitd: the persond investments made by entrepreneursin their businesses, and retained earnings. These
sources of risk capitd will be the subject of future sudies.

WHERE SMESGO FOR RISk CAPITAL FINANCING?

As shown in Figure 16, various sources are available as potentia providers of risk capital to SMES. In
2000, 2.4 percent of SMEs made arequest for risk capital.!” The Statistics Canadasurvey asked whether
SMEs applied for “risk capital or agrant” and this explains the high number of requests in this section to
government and crown corporation. SMEs that sought risk capital also reported approaching banks and
credit unions. This result is somewhat anomaous, given that these indtitutions typically do not make risk
capita investments. This may be a result of survey methodology. For example, as the survey question
grouped venture capita with government grants, these forms of financing are often trested smilarly for
accounting purposes. Future surveys will include separate questions about venture capital and government
grants and will also attempt to discern whether SMES that report securing risk capita at banksand credit
unions were actually securing funds, or advice about how to raise funds. Informal providers of risk capitd,
such asfriends, family and informd investors, ranked high for those SMEs seeking risk capita in 2000.
However, to put thisin context it is important to recdl that only 2 percent of the total SVIE population
sought equity financing in 2001.

Figure 16 - Risk Capital Sources Approached by SMEsin 2000
NB: Of the 2.4 percent of SMEs which requested risk capital in 2000, this figure shows where they made their requests. As
multiple answers were possible, the results do not add to 100.

Government and Crown Corporations 44%
Banks/ Credit Unions

Friends or Family

Informal Investors

Venture Capital Firms

Current Owners/ Shareholders

Other

Employees

0% 10% 20% 30% 40% 50%
Percent of Requests
Source: Statitistics Canada, Survey on Financing of Small and Medium-sized Enterprises, 2000
Note: Survey questionnaire asked SMEs about requests made for risk capital from investors and venture capitalists as well as
requests for grants from government and community programs.

17 statistics Canada, Survey on Financing of Small and Medium-sized Enterprises, 2000.
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INFORMAL INVESTORS!8

Informal investor activity in Canada: The Survey on Financing of Small and Medium-Szed
Enterprises, 2000, which found that 18% of business owners have invested privately in other companies.
As part of the SME Financing Data Initiative, more data will be gathered to determine their total
contribution to the financing of SMEs. Data on informa risk capital investments in Canada are scarce,
partly because informa investors often prefer to remain anonymous and do not tend to operate in visble
networks and channds® Edtimates of informa investment activity in Canada vary widdy between $1
billion 2° and $20 hillion annualy, with 60 percent of this amount targeted a SVIEsin the early stages of
growth??, In the U.S. angels have been identified as the single most important source of risk capita for
SMEs#

Value-addedby Informal I nvestor s: Thevauethat informa investorsprovidebusinessventuresextends
beyond financing. For instance, SMIE ownersin the Ottawa region cited in astudy conducted for Industry
Canada?® six other ways in which informa investors contributed to their growth and success. Asshownin
Fgure 17 (page 41), the study found that the two most common non-financid contributions of informal
investors were advice and introductions to contacts and networks. Informal investors use their business
knowledge and experience to assst owners with corporate and strategic planning, marketing, and
manageria and genera businessguidance. Informa investors also sometimes sit on the boards of directors,

18 \While all informal investors put their own money at risk in making an investment in afirm, not al informal
investors are of the same type. Some are seeking investment opportunities with high rates of return as a professional
investor. Others are approached to make investments which will support the growth of their industry to the benefit
of their own firm aswell asthe investee. There may be many types of informal investors, which are yet to be
described and understood. The SME Financing Data Initiative, and other work, has only begun to cometo grips with
thisimportant source of risk capital investment. Some of the initial studieson informal investors can be found at
http://strategis.ic.gc.ca/fdi.

19 current estimates of aggregate annual investments were devel oped around methodol ogies that
extrapolate on regional studies of the size of local angel communitiesto anational level, therefore making numerous
assumptions that need to be refined and tested.

20 Ridi ng & Short, “On the Estimation of the Investment Perspectives of Informal Investors: A Capture-
Recapture Approach,” Journal of Small Business and Entrepreneurship, Vol.5, 1998, pp. 26-40.

2LE. Farrdl, Informal Venture Investmentsin Atlantic Canada: A Representative View of Angels. Atlantic
Canada Opportunities Agency and St. Mary’s University, Halifax, 1998.

22 The Centre for VVenture Economics, in a 1995 report for the Office of Advocacy of the U.S. Small Business
Administration, estimated that approximately 250 000 angel investors were investing about US$30 billion in 30 000
small companies each year. Thisis approximately twice the value of annual investments by U.S. institutional venture
capital funds and about 15 times the number of companies receiving (formal) venture capital investment (Freer, Sohl
and Wetzel, 1996 in Acsand Tarpley, 1998).

2 Equinox Management Consultants Ltd., Value Added by Informal Investors, 2001, commissioned by
Industry Canada.
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providing industry informetion and lending credibility, particularly with respect to future financing.

Figure 17 - ContributionsMadeto SMEsby Informal Investors

Advice 24
Contacts 15
Hands-on Assistance 11

Market and Business Intelligence 7

Board Involvement 7

Credibility 2
0 5 10 15 20 25 30
Frequency of Responses

Source: Equinox Management Consultants Ltd., Value Added by Informal Investors, 2001, commissioned by Industry Canada.
Note: Number of mentionsin a survey of 33 Ottawa-based angel financed companies

Figure 18 - Informal Investors Preferred Stage(s) of Businessfor

Stage of business development for | °

investment: Informal investors
typicaly invest in the earlier stages of 7% 7 64%
growth. A recent study by Equinox 60% 1 530

Management Consultants Ltd.?* found
that 50 percent of investors responded
that they had invested at the seed stage
of projects, while more than 60 percent
sad that they had invested at the Start-

up stage (see Figure 18). 10% 7 l
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H H : Source: Equinox Management Consultants Ltd., Practices and Patterns
II'TfOITnd Inv_estors. use ther -OWﬂ of Informal Investment, 2001, commissioned by Industry Canada.
networks, including professional Note: multiple answers were allowed
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lawyers, and other investors.
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Determinants of investment: generdly, informd investors consder three factors when evauating
potentid investment: the people involved, the product or technology, and the non-financia vaue that they
see themselves adding to the venture.

Approval rates: for informa investors who examine, on average, 24 proposas each year are low by

24 Equinox Management Consultants Ltd., Practices and Patter ns of Informal Investment, 2001,
commissioned by Industry Canada. This study surveyed 51 informal investorsin ten centres across Canada who
made investments large and small in many different sectors.
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comparisonwith other formsof financing: just 12 percent of proposa swere accepted according to arecent
study.?

Reasons for not investing: Generdly, informa investors believe that most potentid SMEs are not
“investor ready,” either because business plans and market knowledge are not well devel oped or because
business owners are unwilling to relinquish control of their businesses. In fact, as shown in Figure 19,
informd investors claim that lack of preparedness by SMIEs for investment is the leading factor inhibiting
informa investment in Canada, edging out taxation and regulation.

Figure 19 - Inhibitorsto Investment According to Informal Investors

Unrealistic Entrepreneurs’ Expectations
Unrealistic Entrepreneurs' Valuations
Existing Tax Laws

Entrepreneurs' Lack of Market Knowledge
Directors' Liability Issues

Lack of Quality Opportunities
Post-investment Time Demands

Lack of Investment Knowledge

Securities Regulations

0 1 2 3 4 5
Note: Survey was conducted during (1=not at all; 5=a great deal)
January and February, 2001. Relative Importance

Source: Equinox Management Consultants Ltd., Practices and Patterns of Informal Investment, 2001, commissioned by
Industry Canada.

Exit Strategies. To redize ahighleve of cgita gain, informd investorstypicaly negotiate exit Srategies
at the outset of their investments. Usudly, the terms are specified in the shareholders agreement. Typical
exit drategies may include buyout by a venture capitd fund, third-party acquistions, management
buy-backs or initid public offerings.
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VENTURE CAPITAL MARKET

Investmentsin 2001: Canada s venture capitd (VC) industry broke records in 2000 but faced new
chdlengesin 2001 induding limited exit opportunities that dampened the level of investment, sending it to
27 percent below the previous year. Nonetheless, 2001 actudly remained well above 1999 levels.

Canadian vs. U.S. VC activity: Inthe U.S. totd investment dropped 65 percent in 2001, bringing the
annud totd in line with levels experienced in 1998.% With asmdler rdaive dedinein VC invesmentsin
Canada in 2001, this left Canadian VC activity at about 9 percent of that the U.S,, taking currency
exchange into account, this compares with 4 percent in 2000.

Stage of business development: 1n 2001, $2.9 billion (60 percent of tota for 2001) was invested in
early-stage businesses - an increase from the 46 percent of total VC directed at early-stage firmsin 2000.

Value of investment in 2001: As shown in Figure 20 (page 44), $4.9 hillion was invested in
2001, compared to $6.6 hillior?” in 2000.

Number of investees, in 2001: 818 companies received VC, down from 1,132 in 2000.
Size of Investments. average ded szein 2001 was $4.5 million, up from $4.4 million in 2000.
Dedls involving more than $5 million accounted for 80 percent of the 2001 dedls, dightly higher
than the 78 percent seen in 2000.

Assets under management: The VC industry had $20.1 billion under management in 2001, up
from $18.6 hillion in 2000 — an 8 percent increase.

Funds available for investment: at the end of 2001, $6.2 billion was available for investment,
up from $4.2in 2000 — nearly a48 percent increase, representing about 15 months of investment
at the 2001 pace of investment.

26 Macdonald & Associates Limited, 2002.

27 The previously reported total disbursements for 2000 were $6.3 billion. This discrepancy is explained by
new methodol ogy used by Macdonald & Associates. It entails the fact that previously the reporting of RRSP
fundraising numbers for the LSV CCs were recorded through the end of the RRSP season (end of February) and
reported in the prior year; however, they will now be reported based solely on the calendar year. Historical data has
been refined to reflect this change in methodol ogy.




Figure 20 - Annual VC Investment by Size of I nvestment
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Source: Macdonald & Associates Limited, 2002

VENTURE CAPITAL INVESTMENT: A REGIONAL PERSPECTIVE

Consgdering that atotd of only 818 firmsreceived venture capita in Canadain 2001, variation in regiond
performance can be Sgnificant year over year. In regionswhich have had asmdl base of invesmentsinthe
past, avery smal number of investments can make dramatic shifts in the regiond digtribution. Given the
amdl numbersinvolved, it is perhapsless useful to focus on absolute numbersin any given year, but rather
to look at trends over alonger period.

The overdl pool of venture capita has been rising. So even if a particular region’s “share’ of totd
invesments does not change much relativeto other regions, thistill reflectsasubstantia incressein actud
dollars invested in firms located in that region. For example while, the Atlantic region’s share of VC
invesments was about 1 percent of total investments in 2001, this represented an increase from about
$33M in 1996 to about $50M in 2001 -- a 50 percent increase.

* VC Funds: the last five years have seen argpid growth in the number of VC fundsin Canada.
Moreover, there is an increasing trend toward speciaization and less concentration in Centra
Canada. For example, 181 V C funds have been created since 1996 bringing the totd to 293 (216
VCfirmsexised in 2001). Of thetota VC fundsin Canada, 162 are specidizing in information
technology and 78 in life sciences. There are 18 located in Alberta, 8 in Atlantic Canada, 39 in
British Columbia, 125 in Ontario, 80 in Quebec, and 23 in Manitoba and Saskatchewarr®.

e Ontario: In2001 theamount of venture capita invested in Ontario dropped 31 percent from $2.9
billionin 2000 to $2 hillion, as shown in Figure 21 (page 46). Thisisadightly higher decline than

2 Macdonald & Associates
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the 27 percent decline experienced across Canada.

* British Columbia: In contrast to the nationa decline of 27 percent in tota venture capital
experienced in 2001, British Columbia-based firmsattracted 8 percent lessin 2001 than in 2000.

e Quebec: in absolute terms Quebec has seen a dramatic increase in the vaue of VC investments
from $323 million in 1996 to $956 million in 2001; however, as noted in Figure 21 (page 46) this
region has seen adeclinein VC investments in 2001.

* Alberta: Firmsin Alberta saw a 50 percent declinein VC invesment last year, rdaive tothat in
received in 2000. A recent report by Ernst and Y oung LLP? reported that Alberta firms were
having some difficulty raisng VC funds in the $1M to $5M range, which the report suggests may
be afactor contributing to this decline. It is notable, from Figure 20 on previous page, thet this
Ssegment has seen asignificant declinein the last year.

e CanadianVC investmentsin foreign firms:. in absolute terms 24 percent of al investmentsby
Canada VC firms went to foreign-based firms, up from 19 percent in 2000. Macdonald &
Associates reports that large financings in technology-intengive firms located in the U.S.,, Europe
and Adahave contributed to this growing trend. Asthis phenomenon has only emerged in the last
few years, there has been little study to determine its nature, what is driving it, and what are the
factors contributing to it. More study and data gathering will be needed to determine these
guestions.

P Erngt & Young LLP, Thethird annual Alberta Technology Report, 2001.
http://www.al bertatechreport.com/
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Figure 21 VC Investment by Region of Investee, 1996-2001

O Ontario O Foreign* W Quebec 0O B.C./Yukon W Alta/N.W.T. @ Man./Sask./Nunavut B Atlantic
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n
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$0 — T T
1996 1997 1998 1999 2000 2001
Ontario $482 $706 $531 $1,278 $2,939 $2,028
Foreign* $60 $128 $219 $348 $1,360 $1,158
Quebec $323 $560 $615 $791 $1,410 $956
B.C./Yukon $106 $195 $203 $29 $540 $502
Alta/N.W.T. $40 $53 $36 $133 $243 $119
N an/Sasic/ 44 $108 $9 389 963 358
unavut
Atlantic $33 $23 $48 $53 $75 $53
Source: Macdonald & Associates Limited, 2002
* Indicates Canadian venture capital invested in companies outside of Canada

| NFORMATION TECHNOLOGY IN 2000 AND 2001

I nformationtechnol ogy companies continued to attract asubstantia portion of VCinvested. Againin2001,
as in 2000, 65 percent of total VC was invested in the IT sector, while 22 percent was invested in life
sciences.
e Communications and networking: clamed one quarter of the totd investments, up from 20
percent in 2000.
» Software companies: received 15 percent of tota capita, equd to the previous year.
* Internet-related firms: In 2001, 12 percent of tota venture capital went to these firms, down
from 19 percent in 2000.
* Bio-pharmaceutical companies. within the life sciences sector, atracted 17 percent of tota
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capital, up from 10 percent in 2000.
Figure 22 - VC Investment by Sector in 2001
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Source: Macdonald & Associates Limited, 2002

EARLY-STAGE FIRMSDOMINATE VC INVESTMENTSIN 2001

Figure 23 - VC Investment by Stage of Businessin 2001

Continuing the growing focus on
investment in early-stage firms incdluding Acquisition/ Tumfof/ound Othr Stage
seed, start-up and other early-stage Buyout ’ 2%

firms, seen in 2000, 60 percent of 5%
capital invested in 2001 was in 451
early-stage firms. This amounted to a |Eexpansion
total of $2.9 hillion invested directly in 32%

early-gage firms. This was an increase

relaive to the 46 percent of total VC

. . . Early Stages
investment seen in 2000 which was 60%
made in 545 companies totdling $3 o

billion Source: Macdonald & Associates Limited, 2002

While focus on early-stage firms continues, fewer expanding companies are receiving financing. In 2001,
one third of dl investments were made in expansion projects, down from 47 percent of total capita
invested seen in 2000 (see Figure 23). The number of companies that received financing for expansion
dropped to 380 in 2001, well down from the 683 dedls in 2000 worth $3.1 billion.
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TRENDSIN 2000, 2001%°

Foreign VC investors: played a Figure24-VC Investment by Typeof Supplier in 2001
criticd role, bringing $1.6 hillion to the
Canadian VC totd annud investment Corporate

and ||ft|ng thar share of invesment to Other 9.4% Government
33 percent of the aggregate (see 16.5% 5-1%
Figure 24). In 2000, foreign investors
contributed 24 percent of thetota, and
19 percent in 1999. Macdonald &
Associates Limited suggests  that Foreign
Canadian VC groups may be 32.9%
increesingly co-investing with U.S-

Institutional
10.3%

LSvVCC
13.4%

Private

based VC funds in their Canadian Independent

12.5%

investments. This may account for the
apparent rapid growth in foreign VC
im/eg:ma]t in Cmaja_ Source: Macdonald & Associates Limited, 2002

Clearly thisis anew trend which will require more study to understand its implications. On the surface it
appearsto beagood thing that Canadian firmsare ableto attract foreign-based venture capital investments
to support their growth. However, time will tell what impact this trend has on the future of these firms. It
would be troubling, for example, if this led to an increase in firms leaving Canada and moving to foreign
markets, thereby representing a net loss for Canada. On the other hand it may bethat accessing foreign
VC dso gives Canadian firms more access to important foreign markets which can help them to grow
rapidly, both in Canada and in these new markets. As thisis an emerging trend, more study will be
required to determine its net impact.

Canadian VC investors: the second largest domestic VC investors behind foreign investors, were
L abour-Sponsored Venture Capita Corporations(L SV CCs) with 13 percent of tota investmentsin 2001,
followed by private independent fundswith 12 percent then pension funds and insurance companies (such
as Caisse de Dépbt et de Placement, the Ontario Municipa Retirement System, and the Ontario Teachers
Pension Fund) which contributed $526 million, or 10 percent of total capital invested in 2001.

%01 2000, methodol ogy for datareporting was revised to account for the increasingly important role being
assumed by Canadian institutional sources— particularly Quebec’ s Caisse de Dépbt et de Placement, the Ontario
Municipal Retirement System, and the Ontario Teachers Pension Plan — as direct investors.
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INITIAL PUBLIC OFFERINGS

Entry into public equity markets offers mature SVIES increased access to the capital they need to finance
larger-scale operations and to facilitate sustained growth. Pogt-initiad public offering (1PO) risk capita
finenangisrequired for SMESto meet financing needsthat have exceeded their ability to borrow. Thistype
of financing is particularly important for SMEsin KBIs.

An1PO of shareson astock exchangeis often the “ exit srategy” of choicefor VC funds, asonce apublic
market isestablished they can sell their shares. Through IPOs, hitorically, venture capitdistshave achieved
the maximum vauefor their investment. However, going public isnot without its disadvantages. The capitd
raised through an 1PO is seldom sufficient to meet dl the company’ sgrowth requirements. However, once
on the stock market the company’ s ability to raise capital through further issues of sharesis dependent to
a large extent on the performance of the stock market, which may be little influenced by an individua
company’ s performance.

Getting the price, the size and the timing of the share issue right is an art, and the extent to which the
company succeedsinthiswill have an influence onitsability to make futureissues. However, theseareonly
some of the factors that influence any decision to use this financing option. Other factors relate to the
internal readiness of the firm — demondirated by a strong financia position — which is needed to carry
it through the PO and sometimes difficult post-1PO stages.®! These factors may include;

» acapable and experienced management team;

* aprominent board of directors;

* anexperienced team of financid, legd and underwriter advisors,
* innovaive new products,

* anew business concept;

* alarge market share; and

* aconggent record of high growth or high growth potentid.

Achieving many of these criteriais difficult, especidly for SMEsin the high growth stage. Apart from this,
the success of any 1PO ultimately depends on firm performance, economic and market conditions. If these
conditions deteriorate when a company wantsto go public, vauation acceptable to the marketplace may
not provide sufficient capitd to the company, and could dilute the ownership and vauations of exigting
shareholdersto the point whereit is not attractive to undertake the IPO — which could lead to prolonged
problems for the company.

SlE, Wayne Clendenning & Associates, | ssues Surrounding Venture Capital, Initial Public Offering
(IPO) and Post-1PO Equity Financing for Canadian SMEs, 2001, commissioned by Industry Canada.
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Structure of Canadian Exchanges

In 1999 the Toronto Stock Exchange (TSE), dong with the Montreal, Vancouver and Alberta exchanges
were restructured which brought the competition that once existed among the Canadian exchangesto an
end, athough the competition between exchanges and markets worldwide has never been greater. The
TSE has become Canada s premier stock exchange, capturing 98 percent of value traded on Canadian
stock exchangesin 2000 and becoming the fourth most active stock exchange in North Americaafter the
New York Stock Exchange (NY SE), NASDAQ (North American Securities Dedlers Quotations) and
the Chicago Stock Exchange.® 1n 2000, NASDA Q Canada® was opened in Montreal asawholly-owned
subsidiary of the New Y ork-based NASDAQ market. This new stock exchange gives Canadians the
opportunity to invest directly from Canada in al 4,100 NASDAQ stocks through Canadian brokers.
According to NASDAQ Canada, 142 Canadian securities are listed on NASDAQ and 42 Canadian
companies are solely lissed on NASDAQ U.S.

The Canadian Venture Exchange was created in 1999 through the merger of the Vancouver and Alberta
exchanges, creating anationd junior market in Canada with officesin Cagary, VVancouver, Winnipeg and
Toronto. The Montreal Exchange continues to service the needs of the Quebec junior markets through an
affiliation with the Canadian Venture Exchange (CDNX).

The CDNX specidizesin financing for emerging companies and fogtering their development so they can
graduate to senior markets, such asthe TSE. Of the |POs on the TSE in 2000, 38 percent were graduates
of the CDNX.3* In July 2001 the TSE announced that it would acquire the CDNX. The CDNX has a
Capital Pool Company (CPC) Program® that focusses on providing risk equity to early-stage businesses,
and is designed to increase their vigibility and provide an opportunity to work toward having a presence
on senior exchanges. Since CPC began in 1987, more than $369 millionin capitd wasraised for qualified
companies. Companies that graduated from the CPC program have gone on to raise more than $3 billion
infinancing Sncetheinception of the program. Additiondlly, of the 38 percent of former CDNX companies
that issued I|POs on the TSE, one quarter were formerly CPC issuers.

32 The Toronto Stock Exchange, http://www.tse.com

33 For additional detail on the launching of NASDAQ Canada, visit http://www.nasdag-canada.com/

34 The Canadian Venture Exchange, Facts at a Glance, http://www.cdnx.com

35 For more information on the Capital Pool Company Program, visit
http://www.cdnx.com/L isting/M arketingPubs/ CPCBrochure. pdf
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Highlights of Canadian Exchanges Tablell- Number of IPOson Canadian Exchanges

during 2000-2001

According to a survey of IPO activity in
Canada in 200lpublished by
PriceWaterhouseCoopers®, therewere
74 1POs brought to market in 2001,
down 27 percent from 2000 (see Table
11). The technology and media sector
saw the largest decline in the number of
IPOs, with 80 percent fewer in 2001.
The mining sector dso saw the number
of IPOsissued drop in haf, whiletheail
and gas sector experienced asgnificant
increase.

Researchers suggest that owing to the
events of September 11, 2001 and the
then present economic downturn, a
pent-up supply of IPOs may be on the
horizon waiting for a more opportune
time to go public. According to
PriceWaterhouse Coopers, marketsare
“cyclicd and unpredictable,” therefore
companies hoping to issue an IPO
should be well prepared and ready to
move quickly when the market is
receptive to ther company and
indugtry’ s growth potentid.

The totd vaue of Canadian IPOs in
2001 dropped by 14 percent from
2000 (see Table 12). The sectors
hardest hit were technology, media and
life sciences. Thefocusof IPOsin 2001
shifted away from these sectors and
toward what is often referred to as
“bricks and mortar.” Large increases
were evident in the products and red
estate sectors.

Sector 2000 2001 % Change
Financial Services 24 33 375%
Mining 20 10 -50.0%
Oil and Gas 3 8 166.7%
Technology and Media 35 7 -80.0.%
Life Sciences 11 5 -54.5%
Products 7 5 -28.6%
Other 1 3 200.0%
Real Estate 0 3 -
Forestry 0 0 -
Total 101 74 -26.7%

http://www.pwcglobal.com

Source: PriceWaterhouseCoopers, Survey of IPOs in Canada in 2001

Table12 - Gross Value of all IPOson Canadian Exchanges (Millions

of Dallars)

Sector 2000 2001 % Change
Financial Services $3,7168 | $4,071.8 | 96%
Mining $25.0 $.9 -76.4%
Oil and Gas $51.1 $224 -56.2%
Technology and Media | $2,682.7 | $26.0 -99.0%
Life Sciences $289.3 $30.3 -89.5%
Products $40.0 $798.7 1,896.8%
Other $30.0 $416.9 1,289.7%
Real Estate $505.0
Total $6,834.9 | $5,877.0 | -14.0%

http://www.pwcaglobal .com

Source: PriceWaterhouseCoopers, Survey of IPOs in Canada in 2001

36 source: PriceWaterhouseCoopers, Survey of IPOsin Canadain 2001 http://www.pwcglobal .com/
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Canadian and American Stock Exchanges: Initial Public Offerings

Research indicates that Canadian markets have somewhat fewer regulatory requirements than American
markets, paticularly for smaller firms™. It costs considerably more in time and money for Canadian firms
to go public in the United States than in Canada. This is particularly true for Canadian companies
undertaking a joint issue — an issue involving both a Canadian and an American stock exchange —
because they must have both American and Canadian advisors to ded with each set of regulatory and
process requirements. According to recent research, * companies going public in Canadatend to be much
sndler than their U.S. counterparts. Canadian exchanges have different listing requirements than U.S.
exchanges. Canadian SMES, however, continueto go publicinthe U.S,, either solely in American markets
or jointly with a Canadian stock exchange®. This suggests that other factors, such as the size and depth
of American markets, may alow for easier accessto capitd, and override the regul atory benefits of going
public in Canada.

When launching an 1PO a company has to take into account the likelihood that its issue will be
underpriced.*® There may be many reasonsfor this, including theinterest of issue underwriters (investment
dedlers and brokers) to guarantee that they can sdll out an issue of shares completely in the shortest
possible time. This creates atension between the company’ s need to have the price high enough to provide
ufficent capita for the firm's growth requirements and the investment dedler’ sinterest in having the issue
price low enough to ensure a wide investor interest and complete subscription. Thusiit is understandable
that underpricing of IPOs isacommon characteristic of al public capital markets.

Many studies have concluded, however, that PO issues tend to be less underpriced in the Canadian
market than dsewhere”* This may be largely explained by the influence or aggressiveness of large
inditutiond investors in the U.S. marketplace, which resultsin lower valuations and grester underpricing
of new issues in the American market. Such investors are the magjor market for new issues. They are
interested in seeing under-priced issues, sncethishelpsto boost their portfolios asthe market adjusts post-
issuetothe“red” price of the shares. While indtitutiona investors are important players in the Canadian
market aswell, they have not wielded the same degree of influence asseeninthe U.S. markets. Giventhe
greater underpricing of issuesin the U.S. public capitd markets and the increased costs associated with

37 The Conference Board of Canada, Goi ng to Market: The Cost of IPOsin Canada and the United Sates,
June 2000.

BE, Wayne Clendenning & Associates, |ssues Surrounding Venture Capital, Initial Public Offering
(IPO) and Post-1PO Equity Financing for Canadian SMEs, 2001, commissioned by Industry Canada.

39 Accordi ng to the recent survey of 1POs by PriceWaterhouseCoopers, in 2000, two Canadian companies
listed exclusively on the NASDAQ, down from three in 1999.

40 Accordi ng The Conference Board of Canada and Canadian IPO Environment in the 1990s (Jog, 2001),

underpricing of |POsisacharacteristic of all financial markets. Underpricing means that the initial issue price of the
shares does not equal the full book value of the company — at |east as perceived by the current owners.

4 Vijay Jog, Canadian IPO Environment in the 1990s March 2001.
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theissuance of aCanadian IPOintheU.S,, it might appear paradoxica that Canadian companies continue
to issue there. However, it is likey this choice is less a function of the regulatory structure or the
disadvantage of underpricing of issues and more related to relative market conditions. Recent researchf
suggests that this may be partly afunction of business drategy, i.e. an attempt by the company to attract
not only investors but adso grester vishility among potentid customers and strategic partnersin the mgjor
market. It may aso be afunction of differing market conditions in Canada and the United States public
capital markets. For example, it may reflect the capacity of the market to absorb IPOs. Given thereative
szesof the Canadian and U.S. markets, avery large | PO in Canada stermsmay just beamedium or small
onein U.S. termsand can easly be accommodated, whereasit would be considered too risky for issuance
on a Canadian stock exchange. Likewise, Canadian market makers may perceivea“glut” of IPOsfrom
a certain sector at a particular moment. The same numbers of 1POs from that sector in the U.S. may be
viewed very differently. Other market conditionsmay aso contributeto making U.S. capita marketsmore
attractive than the Canadian market at a given moment for a Canadian issuer. Indeed, there may be many
other factors which contribute this choice, further study would be required to provide a definitive answer.
Further research may be conducted by the SVIE Financing Data Initiative to provide insgght into the
benefits and drawbacks of where a company conductsiits 1PO.

42 E. Wayne Clendenning & Associates, Issues Surrounding Venture Capital, Initial Public Offering
(IPO) and Post-1PO Equity Financing for Canadian SMEs, 2001, commissioned by Industry Canada.




OTHER SOURCES OF FINANCING

SUPPLIER CREDIT

Supplier credit, sometimesreferred to astrade credit, isatype of financing whereby a supplier givesafirm
aperiod of delay, often 10 to 30 days, to pay itsinvoices. In 2000, 29 percent of Canadian SMEs made
purchases using supplier credit (See Tables 13 and 14). Only 4 percent of SMEsthat attempted to finance
a purchase with supplier credit reported being turned down.

The following are key findings concerning the use of supplier credit:

* Larger SMEs: were more likely to use supplier credit than smaler SMEs. In 2000, 53 percent

of SMIEs with more than 100 employees used supplier credit.
* KBI sector: firmsin this sector were dightly more likely to have arequest to use supplier credit

refused.
* Manufacturing sector: firmsinthis sector were most likely to use supplier credit, while those

in the professiond services sector were least likely to use supplier credit.

Table 13 - Percent of SM Eswho used Supplier Table 14 - Percent of SMEswho used Supplier
Credit by Sector in 2000 Credit by Region in 2000
Agriculture 32.4% Atlantic Provinces 34.8%
Primary 24.0% Québec 22.0%
Manufacturing 41.7% Ontario 27.7%
Whol esale/Retail 39.9% Man./Sask/Nunavut 40.8%
Professional Services 15.6% Alberta/ NWT 34.0%
KBI Sector 20.3% BC/ Yukon 30.0%
Source: Statistics Canada, Survey on Financing of Small
Other Sectors 21.2% and Medium-sized Enter prises, 2000
Source: Statistics Canada, Survey on Financing of Small
and Medium-sized Enterprises, 2000

FACTORING

Factoring is the sale of accounts receivable, at adiscount, to athird party. When afirm provides another
with goods on apromise to pay in aperiod of time it essentidly extending supplier credit and creating an
“account recalvable’ a alater date. As we have seen that is a very common form of informa financia
arrangement. Whenthe supplier wantsto redizeimmediately thevaue of itsreceivablesrather thanwaiting
for them to be paid by her or his customer, he or shewill sdl the account receivable to the factor.  This
kind of asale usudly leaves the sdler with a percentage of the vaue of the receivable, to compensate the
factor for the risk of not collecting on the receivables.




In 2000, only 0.4 percent of Canadian SMEs used factoring. It appears that the factoring activities of
Canadian financia indtitutions tend not to be reported separately. The market for factoring appearsto be
much more developed in the U.S. than in Canada. Given the very smal number of observations, any
conclusions about the Canadian factoring market aretentetive and preliminary. Following aresomefindings
concerning the factoring market in 2000:

1. Sizeof SME: Factoring isadightly more common for larger SMEs than for smaller ones.

2. Sectors: factoring is dightly more common in manufacturing, wholesale/retail, and KBI, with 0.6
percent of SMEs in each of these industries using factoring in 2000.

3. Regional usage: Factoring was used by 1 percent of SMEsin theregion of British Columbiaand
the Yukon. This figure is higher than in dl other regions, where SMEs using factoring varied
between 0.1 percent and 0.4 percent.

4. Exporters: SMEs that export used factoring more often than non-exporters — 1.5 percent
compared to 0.2 percent. Thisis most likely due to the nature of work that exporting SMEstend
to do (i.e. goods producing).

5. Urban SMEs: were more likdly to use factoring than rural SMIEsin 2000 — 0.5 percent versus
0.1 percent.

QUASI-EQUITY FINANCING

Quasi-equity financing, often referred to as mezzanine financing or subordinated debt, involvesamix of the
characteristics of debt and equity. Asan investment it providesthe cash flow of term lending dong with the
capital gains of share ownership. According to Macdonald & Associates Limited,® it is generdly defined
asincluding subordinated convertibledebt and yield-based preferred shares, often structured withwarrants
or options. This type of financing tends to be an attractive financing option for companies that prefer not
to relinquishfull or partia control of the business by sdlling shares. The equity component dlowsinvestors
the ability to achieve a higher rate of return depending upon the success of the company, while the debt
element entails a premium price contributing to the overdl return of the investor. Unlike term or demand
debt, thistype of financing ismoreflexible and is congtantly evolving to respond to emerging market needs.
This market ssgment has seen recent growth Since it was introduced by afew financid ingtitutions in the
mid-1990s.

43 See hittp://www.canadave.com
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Inthefirst nine months of 2001, $234
million of quasi-equity was disbursed
in 337 transactions. Thisis 9 percent
higher than during the same time
period the previous year.*

Traditional sectors recelved the
mgority (64 percent) of financing in
the first nine months of 2001, unlike
the same period in 2000 when 54
percent flowed to technology sectors
during the same period.

Consumer products (at 52 percent)
was by far the sector of choiceamong
quasi-equity providers, followed by
communications and networking,
whichreceived 21 percent of thetotal
amount invested.

The Business Development Bank of
Canada (BDC) isthelargest provider
(amost threequarters) of quasi-equity
to companies in traditiond sectors, a
large increase from 56 percent one
year earlier. TheBDC directed dmost
half (48 percent) of its disbursements
to consumer-orientated firms, and 26
percent to manufacturing firms.

Quasi-equity providers have
traditiondly provided financing to
companies in the expanson stage, as
shown in Figure 26. In 2001, firmsa
this stage accounted for the largest
proportion (53 percent) of totda
finandng in the first nine months of
2001, and 83 percent of al deds.
Thisfocusissmilar to what was seen
in 2000.

Figure 25 - Quasi-equity I nvestment by Sector, First 9 Months of 2001
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Source: Macdonald & Associates Limited, Quasi-Equity Activity, First 9
months of 2001, prepared for Industry Canada

Figure 26 - Quasi-equity I nvestment by Stage of Business, First 9
M onths of 2001
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4 Macdonald & Associates Limited, Quasi-Equity Activity, prepared for Industry Canada, 2001.
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The BDC provided 74 percent of its quasi-equity funds to expanding companies.

Quasi-equity activity during thefirst nine
months of 2001 was more polarized
between large and smd| deds, with the
heavy focus on dedls of less than $1
million. Ninety-four percent of quas-
equity transactions involved $1 million
or less, dthough as shown in Figure 27,
large dedl's of over $5 million do absorb
the lion's share of capitd invested (60

percent).

The overdl increase in quasi-equity
activity isimpressve giventherdeivey
weak economy in 2001. The firg three
quarters of 2001 saw an increase in the
number of transactions (439 in 2001

Figure 27 - Quasi-Equity Investment by Deal Size, First 9 Months of
2001.
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of 2001, prepared for Industry Canada

versus 227 in the firgt nine months of 2000), aswell asintota capita provided ($234 million versus $214
million) relative to the same time period in 2000.
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Part Two
A - Profilesof SMEsand Entrepreneurs

PROFILE OF SMEsIN CANADA

SMES represent a diverse and dynamic component of the Canadian economy and provide an important
source of economic growth and prosperity. SMEs comprise 99.7 percent of the one million employer
businessesin Canada.*® Fifty-eight percent of employer businesses are considered micro-enterprises, or
SMEs, with one to four employees.

Figure 28 - Distribution of Canadian SMEs
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Source: Statistics Canada, Business Register, Dec. 2000

45 Accordi ng to Statistics Canada’ s Business Register, the total number of business establishments as of
December 2000 was 2 024 508. About one-half of these (1 042 204) maintained apayroll of at least one person
(possibly the owner), and are referred to as “employer businesses.”
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STAGE OF BUSINESS DEVELOPMENT AND FINANCING

A recent report commissioned by
Industry Canada and conducted by
Université du Quebec a Trois Rivieres
examined SMES financing experiences
for the period 1998-2001. As part of
this survey, 2200 SME
owners/managers were asked to report
on how they perceived the state of
development of their business, according
to the categories defined below. Figure
29 shows that the mgority of Canadian
SMESs congdered themsdvesinadow-

Figure 29 - Stages of Development of Canadian SMES?
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Source: The Research Institute for SMEs, Université du Québec a Trois-
Riviéres, Financing SMEs: Satisfaction, Access, Knowledge and Needs,

2001, commissioned by Industry Canada, 2002.

growth stage. Given what we know
from other work, we are beginning to get a picture of what types of financing firms use a which stages of
development.*

*  Sow-growth Firms (52 percent of SMES): These firms have sdes that are dowly growing. They
typicaly finance their growth through a combination of debt, retained earnings and sometimes from an
informad investor, friends or family or perhaps employees (Iove money).

e Mature Firms (21 percent of SMES): These firms have sdes that have stopped growing and
typicaly useretained earningsfor the bulk of their financia requirements, often supplemented by short-
and long-term debt instruments to meet specific capital needs.

* Fast-growth Firms (13 per cent of SM ES): Thesefirmsare growing much morequickly thantherate
of the economy. Their financing requirements often include risk capita. These firms may dso be
candidates for quasi-equity financing.

* Declining Firms (9 percent of SMES): These firms are seeing their sales decrease. They may well
be under-capitalized and facing severe to moderate competitive pressures.

*  Seed/Start-up Firms (5 percent of SMES): These firms have no or very little revenue, and are
finanang their operations through the savings of their principals, love money and short-term debt
ingruments. Once they are past the establishment phase and are readying their product(s) for market,

6 The Research I ntitute for SMEs, Université du Québec a Trois-Riviéres, Financing SMEs:. Satisfaction,
Access, Knowledge and Needs, 2001, commissioned by Industry Canada, 2002. It should be noted that these results
are determined by the self-reporting of the firm. These stages of development are somewhat different from those
used earlier in discussing venture capital.




they may need additiona equity. Companiesexpecting to achieve high growth will seek thisin theform
of risk capitd from informd investors.

Exporters Table 15 - Percent of SMEsthat Export and Invest in R&D by

A critical factor contributing to the BusinessSize
competitiveness of Canadian SMES is ther

ability to compete in export markets. Certainly Bi;enzfss Per cent of Pelrr::\?; ?I] %EDS;:' oA
there are many SMEsfor which exportingisnot (Number of SLISSUIES Products, Servicesand
adgtrategic objective. Thismay be because they Employees) Export Processes
are operating in a sector (e.g. professona 0 84% 2 0%
sarvicesor theretail sector) for which exporting

1-4 95% 22.2%

isnot amgjor activity. However, they may aso
be indirect exporters, contributing to the 519 14.7% 28.7%
exports of their customers (e.g. a components

: 20-99 28.4% 41.2%
upplier to a computer manufacturer that
exports most of its production). As Table 15 100-499 41.3% 49.9%
illustrates, generaly spesking, thelarger thefirm | o quies 106% 23.9%

the more Iikely it is to export. A previous Source: Statistics Canada, Survey on Financing of Small and
survey of SMEs conducted by Thompson | Medium-sized Enterprises, 2000

Lightstone & Company Limited*” found that 15
percent of SMEs export, which is not
sgnificantly different from the 11 percent found in the recent Statistics Canadasurvey. Further observations
fromfuture surveyswill berequired to determinewhether the differenceisattributable to adownward trend
or whether it isacase of datistica variation due to different survey techniques.

Resear ch and Development

The ability to commercidize research and development (R&D) is a critical determinant of a country’s
capacity toinnovate. Thisisaso akey contributor to the competitiveness of firms. Table 15 illugtrates that
the larger the SME themorelikely itistoinvest in R& D for products, services and process activity. Almost
one quarter (24 percent) of SMEs dtated that they invested in R& D in 2000, and one haf of SMEs with
more than one hundred employees stated they invested in R& D. However, no matter the Size of the firm,
R&D activities are akey part of its business investment strategies. For eventhe amdlest firms onein five
makes an invesment in R&D. Previousfindings by Thompson Lightstone (1998) found that 34 percent of
Canadian SMEs carried out R&D activities. While differing definitions and surveying discrepancies may
explan this variation, further monitoring of this issue will be required to determine whether a trend is
present.

4l Thompson Lightstone & Company Limited, Small and Medium-sized Businessesin Canada: An ongoing
perspective of their needs, expectations and satisfaction with financial institutions, 1998.
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Table 16 - SMES Sectorsof Operations by Region in 2000

. . . Wholesale/ Professional KBI Other
Agriculture Primary Manufacturing Retail . Sector Sectorst Total
Atlantic
) 6.6% 9.4% 5.1% 15.0% 7.5% 2.3% 54.2% 100%
Provinces
Quebec 9.7% 1.7% 7.1% 13.2% 10.8% 4.0% 53.4% 100%
Ontario 8.5% 0.7% 5.6% 10.4% 12.5% 5.6% 56.7% 100%
Man/ / 44.8% 1.2% 3.0% 8.2% 4.3% 1.9% 36.7% 100%
Nunavut
ﬁlvt\)leTrtal 20.2% 3.8% 3.5% 6.8% 12.3% 5.1% 48.3% 100%
BC/
3.9% 3.2% 5.5% 10.2% 12.7% 4.2% 60.4% 100%
Y ukon
Canada 12.9% 2.2% 5.4% 10.6% 11.1% 4.5% 53.4% 100%
Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enter prises, 2000

Sector of Operations®
The key SME sectorsin terms of percentage of firmsin Canada (as shown in Table 16) are:

* Agriculture (13 percent);
» Professional services (11 percent); and
*  Wholesale/retail industries (11 percent).

Regional Per spective

» Atlantic Canada: has higher percentages of SMEsin wholesde/retail (15 percent vs. 11 percent)
and primary (9 percent vs. 2 percent) than the Canadian distribution.

* Manitoba/Saskatchewan/Nunavut and Alberta/ Northwest Territories: haveahighratio of
SMEs in agriculture (45 percent and 20 percent respectively).

* British Columbia/ Y ukon: region has amuch lower percentage of SMEsin agriculture than the
rest of Canada (4 percent).

Asshown in Table 17 (page 62), the industria composition within the regions has a profound impact on
the contribution to GDP within each region. Quebec and Ontario have the highest contributions from

® The target population for the Survey on Financing of Small and Medium-sized Enterprises, 2000
includes SMEs with fewer than 500 full-time equivalent employees and less than $50 million in annual revenue.
Excluded from the popul ation are unincorporated firms with less than $30 000 in revenues, non-profit organizations,
government organizations, schools, hospitals, subsidiaries, co-operatives, and financing and leasing companies.
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manufacturing (58 percent and 55 percent, respectively). The contribution to GDP from agriculture is
highest throughout the Prairie provinces.

Table 17 - Percentage of GDP of Each Region by Selected I ndustries,* 2000

Agriculture | Primary | Manufacturing RV\étr:ijll(.T_sra;g/e Fl’rg(fare\sl?'cga sggtr;?rs

Atlantic 28% 12.7% 230% 20.7% 45% 36.5%
Provinces

Quebec 32% 3.2% 58.1% 15.6% 04% 19.6%
Ontario 2.2% 21% 55.5% 17.4% 0.4% 225%
Manitoba 11.4% 53% 30.4% 19.6% 2.2% 30.8%
Sask/Nunavut 15.1% 24.6% 11.7% 16.7% 3.2% 28.7%
Alberta/NWT 5.0% 36.2% 19.1% 11.8% 0.9% 27.1%
BC/Y ukon 37% 16.2% 29.6% 15.5% 1.3% 33.7%

Source: Statistics Canada

*Excluding Utilities, Finance and Insurance, Management of Companies and Enterprises, Educational Services, Public
Administration, and Hospitals

Table 18 - Per centage Change in GDP of Each Industry by Region, 2000*

Wholesale/ .
. . Manufac- . Professiona Other
Agriculture Primary . Retail .
turing | Services Sectors
Trade
Year 1998-  1999- | 1998- 1999- | 1998-  1999- | 1998-  1999- | 1998-  1999- | 1998-  1999-
1999 2000 1999 2000 1999 2000 1999 2000 | 1999 2000 | 1999 2000
Atlantic Region 38%  -1.6% 74%  204% | 8.7% 28% | -27%  3.9% - 49% | -26%  0.6%
Quebec 3.0%  -5.5% 2.4% 2.8% 8.4% 6.8% - 5.1% - 4.9% -
15.7%
Ontario 29%  -34% | -6.3% 1.3% 8.9% 4.7% - 5.8% - 4.9% - 3.5%
Manitoba -12%  41% | -144%  10.3% | -0.5% 0.4% - 2.9% - 4.9% - 0.8%
BC/Y ukon 55%  2.3% 7.9% 5.6% 6.7% 4.2% - 2.7% - 4%9 - 3.3%
AlbertaNWT - -2.4% - 6.6% - 6.0% - 18.6% - - - 14.9%
Sask/Nunavut - -4.7% - 10.7% - 8.6% - 5.3% - 4.9% - 2.7%

Source: Statistics Canada
*Missing values reflect missing observations in data.




Table 19 - SME Business Size Categories by Region in 2000

Empioree | canasa | B | quebe | ontario | Mamees! | Al | B8 | raa

0 45.9% 3.8% 18.9% 38.3% 11.5% 14.8% 12.7% 100%

1-4 35.1% 8.0% 24.9% 32.8% 7.4% 12.6% 14.3% 100%

5-19 15.0% 7.9% 24.8% 36.9% 5.9% 11.5% 13.0% 100%

20-99 3.7% 6.9% 27.7% 35.3% 6.0% 10.8% 13.4% 100%

100-499 0.3% 7.2% 32.0% 36.0% 5.1% 14.0% 5.7% 100%
Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enter prises, 2000

Size of Business
As shown in Table 19, nearly haf (45.9 percent) of Canadian SMESs have no employees.

Regional Per spective
The digtribution for each business sze across the regions changes somewheat for larger firms.

» Atlantic Canada: accounts for over 7 percent of Canadian SMEswith over 100 employees, yet
it represents only 4 percent of Canada's salf-employed segment.

e BritishColumbia/ Y ukon: hasasomewhat |ower percentage of SMESs, with over 100 employees
acoounting for only 6 percent of Canada's SMEs in this Size category. However, this region
accounts for 14 percent of Canada’ s micro-businesses (1 to 4 employees).
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B - Demographic Factors

BuUsINESS OWNER CHARACTERISTICS A FACTOR IN ACCESSING FINANCING?

INTRODUCTION

Over the last decade there has been adebate, not only about accessto financing for SVIEsin generd, but
a so about whether specific demographic characteristics of ownership contribute to or inhibit their access
to financing. For the most part this debate has focussed on market failures, otherwise known as“gaps’ in
the financing market. There has been consderable academic literature generated in the last two decades
on this concept. This paper does not intend to revigt this debate. Its purpose isto report on the relevant
findings of Statistics Canada sSurvey on Financing of Small and Medium-sized Enter prises, 2000 and
the survey on Financing SMEs: Satisfaction, Access, Knowledge and Needs, 2001, commissoned by
Industry Canada from the Université du Québec a Trois-Rivieres. While the debate concerning the
financing of SMEs owned by female entrepreneurs (discussed later in this section) has attracted the most
attentioninthelast few years, thefinancing experiences of other groups of entrepreneurshavereceived less
atention. While these surveys do not purport to be the find word on the financing experiences of these
groups, they do shed light on the experiences of various demographic groups, in some cases for the first
time. More data gethering and andysis will be needed to provide definitive conclusions on the degree of
weght attributableto any single characteristic of afirmin assessng whether it hasgreater or lesser difficulty
ng financing.

TENTATIVE CONCLUSION

Thefindings outlined in this section suggest that the characteristics of abusiness— such as Size and sector
of operation — may be stronger determinants of a firm’'s success in accessng financing than the
demographic characterigtics of business ownership. This is condggtent with earlier findings, but more
researchwill berequired to determinetheweight to attach to each characterigticin ng itscontribution
to afirm’slikdihood of successin accessing financing.
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Figure 30 - Demogr aphics of Business Owner ship, 2000

Half Female Owner ship
Of which 8% are youth;
7% are visible minorities

No Female Owner ship
Of which 10% are youth;
6% are visible minorities

Minority Female-Owned
Of which 9% are youth;
6% are visible minorities

Majority Female-Owned
Of which 11% are youth;
8% are visible minorities

Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enterprises, 2000

Majority Female Majority Male
34% French Speaking 66%
23% English Speaking 7%
18% Non-Official Language 82%

Source: The Research Institute for SMEs, Université du Québec a Trois-Rivieres, Financing
SMEs: Satisfaction, Access, Knowledge and Needs, 2001, commissioned by Industry Canada,

GENDER OF PRINCIPAL OWNER OF CANADIAN SM Es
Of dl Canadian SMEs
»  54.7 percent are 100 percent owned by men;
* 454 percent are wholly or partialy owned by women,

e 19.0 percent are owned equaly by men and women; and
e 14.9 percent are wholly owned by women.
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FEMALE ENTREPRENEURS. BUSINESS CHARACTERISTICS

Sector of Operations
As seen earlier (see Figure 30, page 65), 45 percent of all SMEs have at least one femae owner. For 34
percent of dl SMESs, women hold 50 percent ownership or more. Figure 31 focusses on the sectors in
which these businesses operate, where they account for the following percentages of al SMEs:

Wholesale/retail: 43 percent (of which 20 percent are half-owned by women)
Professional Services: 38 percent (of which 16 percent are haf-owned by women)
Agriculture: 37 percent (of which 32 percent are half-owned by women)
Manufacturing: 31 percent (of which 18 percent are haf-owned by women)

KBl s: 31 percent (of which 20 percent are haf-owned by women)

Other sectors: 31 percent (of which 17 percent are haf-owned by women)
Primary Industries: 23 percent (of which 19 percent are half-owned by women)

Figure 31 - Gender Distribution of SME Owner ship Across|ndustry Sectors

0%

100% -

80% A

60% A

40% A

20% A

19% 18% 20% 16% 9 17%
32% 20%
4%
13% 23% 22% 11% 15%
5%
63% 76% 69% 62% 68% 69%
57%
Agriculture Primary Manufacturing Wholesale/Retail ~ Professional KBI Other
Services
| W Majority Male-owned O Majority Female-owned B 50% Femal e-owned |
Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enterprises, 2000

As will be seen later in this section, earlier research found that these factors gppear to be sgnificant in
determining whether businesses owned by femae (or mae) entrepreneurs are successful in accessing
finendng. However, recent research suggests that size of business and sector of operations tend to be
stronger determinants than gender when it comes to success in accessing financing.
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Size of Business
Mg ority femal e-owned bus nessestend to have fewer employees, accounting for 16 percent of SMEswith
fewer than 5 employees, and 4 percent of SMES with more than 100 employees.

Structure of Firms

* 44 percent of mgjority female-owned SMEs are incorporated, compared with 55 percent for
mgority male-owned SMES. Thislikely reflects the fact that SMEs owned by women tend to be
amdler. The smdler the firm the more likely it isto be unincorporated, irrespective of the gender
of the business owner. Over 90 percent of firmswith more than 100 employees are incorporated,
whereas only 58 percent of firms with fewer than five employees are incorporated.

» 51 percent of female-owned businesses operate sole proprietorships. Again thisisacharacteristic
of the sze of the business — the smaler the business the more likdly it is to operate as a sole
proprietorship (nearly 50 percent of firmswith no employees are sole proprietorships, compared
with only 3 percent of firmswith over 100 employees).

* 5 percent are partnerships. Again, gender does not appear to be a determining factor, since only
8 percent of mgority male-owned SMEsare partnerships. Rather, thisownership structureismore
oftenfound in certain industry sectors. Partnerships are most often found in the agricultura sector
(25 percent) and in the wholesalefretail sector (27 percent).

Stage of Development
« 58 percent of SVMIEsthat are mgjority- Table 20 - Stage of Reported Business Development by

. Gender of O in 2000
owned by female entrepreneurs are in - ——————
a dow-growth stage of development. Vo Mas | Marorty Famdle

* 9 percent of SMEs with mgority Ownership Ownership
femde ownership report being in fast

. Start-u 5% 4%

growth— dgnificantly fewer thanthose P ’ °
mgority-owned by males. Slow Growth 4% 58%
Fast Growth 14% X0

Compared to mae owners, fewer femde
owners reported being in the fast growth stage Maturity 23% 18%

of deve] opment or hayi ng atained maturity. Decline %% 10%
These findi ngs ae indicative of the sectors in Source: The Research Institute for SMEs, Université du Québec a
which women operate (wholesde'retall), the Trois-Riviéres, Financing SMEs: Satisfaction, Access,Knowledge
lower average age of femaeowners ( 43vs. 49 and Needs, 2001, commissioned by Industry Canada, 2002.

for men), and the lower age of ther firms
relative to those owned by men. Taken as a
whole, these elements have a profound effect on the development of femae-owned firms.

Age of Businesses Owner

It isfar from clear how the age of the business owner has a bearing on the prospects of afirm’s accessng
finendng; however, asillugrated in the following section, it may be aconsderation in thefinancing decison
when it comes to non-collateraized “character” lending or investing. Female business owners are, on
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average, 6 years younger than their male counterparts (43 years of age vs. 49).* More research will be
needed to determine whether this difference is asignificant factor in accessing financing.

Yearsin Operation
Comparing firms mgority-owned by males and females

* 76 percent of the femaes have more than 9 years of experience in the indugtries in which they
operate; and
o 87 percent of the males have that level of experience.

The experience of theprincipal businessowner may have animpact on the perception of riskinessof her/his
promise to repay a debt or on the projections of returns an investor might expect from the firm. Further
research will be required to determine whether this experience factor has a sgnificant impact on firms
access to financing.

Regional Perspective

There are few regiond variations in women's entrepreneurship, except that the Prairie provinces have
dightly fewer women-owned SMEsthan the nationd average. More research and andysis may reved that
thisis due to the relatively high proportion of family farms, where ownership is often shared, compared to
the overdl business population in thisregion.

Exports

Fndings indicate that 8 percent of mgjority women-owned SMES export, compared with 11 percent of
mgority mae-owned SMEs. This variation is withinthemargin of error of the survey; however, there may
be apostive correlation between exporting and the two variables of business size and industry sector (see
Table 15 on page 60). Larger SMIEs tend to be more export oriented, whereas smdler firms, which tend
to be femae-owned, are less likely to export. Giventheir concentration in the retail sector and since only
14 percent of wholesd eretall firmsexport (asector wherewomen play asignificant role), itisnot surprising
that female-owned SMEs are less likdly to export. These findings correspond to the 1998 Thompson
Lightstone & Company study, which found that mae ownership is sgnificantly more common among
SMEs that export. The findings indicate that 55 percent of Canadian SMESs tha export are exclusvely
male-owned, whereas 47 percent of the entire SME population is majority mae-owned.*®

9 The Research Institute for SMEs, Université du Québec a Trois-Riviéres, Financi ng SMEs: Satisfaction,
Access, Knowledge and Needs, 2001, commissioned by Industry Canada, 2002.

%0 Thompson Lightstone & Company Ltd., Small and Medium-sized Businessesin Canada: An Ongoing
Perspective of their Needs, Expectations and Satisfaction with Financial Institutions, 1998.
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FINANCING FEMALE-OWNED SM ES

Requests by Gender
In 2000, SM Es owned by women made fewer requests for debt and leasing than SMIEs owned by men.

Requestsfor Debt Figure 32 - Requestsfor Financing by Gender in 2000
As seen in Fgure 32, only 17 0% - B o e »
percent of firms that were mgority ° ajority Male-own
female-owned requested debt in © Majority Female-owned
2000. Thisfinding is not surprising 30% - 28% # 50% Female-owned

giventhat alarge number of femde
entrepreneurs own smaller
bus nesses and often operatein the
professona services indudtries.
Both of these characteristics show 10% 1
lower than average request rates
for debt. As shown in Table 5
(page 28), 19 percent of SMEs
withOempI Oyees requested debtin Source: Statistics Canada, Survey on Financing of Small and Medium-
2000 and onIy 13 percent of firms sized énterprises, 2000

in the professona services sought
debt.

20% -

3%

2% 2%

0% -

Request for Debt Request for Leasing  Request for Equity

Requestsfor Lease Financing

The dightly lower demand for lease financing by mgority femae-owned SMEsis sector related, given that
the wholesale/retall sector isthe least likdly to use this form of financing, and thisisthe sector in which the
most mgority female-owned SMEs operate. Given therdatively smal numbersof businessesreporting the
use of leases, this variaion may be within the Satistical margin of error of the survey and thus may not be
sgnificant.

Requestsfor Equity (Risk Capital) Financing
Giventhat the numbers of requestsfor such financing are smdl, thevariation for firmsthat are owned 50/50
by men and women is not Satigticaly sgnificant.
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Debt Approval Rates by Gender in 2000 Table 21 - Debt Financing Approval Ratesby Gender in
The gender of the business owner did not havea 2000

gonificant impact on debt approva rates for
SMEs. Asillugtrated in Table 21, there was no
difference in the rates of approval between Majority Male-owned 80%
mgority femae-owned SMEs and SMEs overal
in2000. More datamay reved whether or not the
digntly higher approva rates for firms owned
equdly by men and women is daidicaly All SVIEs 82%
sgnificant. It is possble that the survey results | Source Statistics Canada, Survey on Financing of Small and
were heavily influenced by the joint ownership of | Medium-sized Enterprises, 2000.

many family farms. Thirty-two percent of
agricultura  businesses have this ownership
gructure — the highest of any sector — and agriculturd SMES have aso reported the highest rates of
request and approval for debt financing. Given these factors it is likely that sectora congderations have
more of an influence than ownership structure per se.

Owner ship Approval Rate

Majority Female-owned 82%

50% Female-owned 87%

Debt Financing — Suppliers

There was d<0 little variation between men and women in the type of lender they approached for debt
finendng, with the exception of Crown corporations and government ingitutions. Of the women
entrepreneurs who made requests for debt in 2000, only 4 percent approached Crown corporations or
other government lending ingtitutions, compared to 8 percent of SMEs overal, despite the presence of
some government financing programs targeting women. Given the smal numbersinvolved, thismay not be
adatigicaly significant observation, but it merits further research.

Figure 34 - Finance SuppliersWhere M ajority Male-
Figure 33 - Finance SuppliersWhere M ajority owned SM Es Requested Debt in 2000
Female-owned SM Es Requested Debt in 2000

Crown
Corporation/
Government
Crown Institution
Corporation/ 8%
Government
Institutions Credit Union/
4% Other Credit Caisses
Suppliers

Other Credit
Suppliers
7%

Populaires

Credit Union/
6% 19%

Caisses
Populaires
22%

Chartered
Banks
66%

Chartered
Banks
68% . ) .

Source: Statistics Canada, Survey on Financing of Small

Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enterprises, 2000

and Medium-sized Enterprises, 2000




Financing Application Process

Per ceptions: The Survey on Financing of Small and Medium-sized Enterprises, 2000 found that
women SME ownerswho required financing but did not gpply often claimed that the difficulty surrounding
the gpplication process, and thelikelihood of not being authorized, made them reluctant to request any form
of finanaing.

Experience: In contrast to these perceptions, women who did gpply for debt financing were not required
to provide any more documentation to credit suppliers than were SME owners in generd. In fact, 23
percent of SVIEs owned by women that applied for debt in 2000 were not required to provide any
documentation — compared to 16 percent of male-owned SMESs.

Collateral Requirementsfor Debt Financing

Collatera requirements appear to be smilar for men and women. There was no difference reported
between SMEs owned by women and SMES owned by men concerning the use of persona assets of the
owner as collaterd for credit. Rather, the industry in which owners operate gppearsto be amuch stronger
determinant of this requirement. For example, 46 percent of firmsin the wholesae/retail sector — asector
in which many women entrepreneurs operate — were required to use persona assets as collaterd,
compared to 39 percent for all sectors.

Use of business assets to secure debt also seems to be based more on industry sector than gender.
Busness assats are used to a greater extent in mae-dominated industry sectors, such as agriculture,
manufacturing and the primary sectors. Accordingly, SMEs owned by men used business assets as
collatera 40 percent of the time, compared to only 35 percent for SMES owned by women.

DEBATE ON FINANCING OF SM EsSoOwWNED BY WOMEN ENTREPRENEURS

Muchof the recent debate about the financing experiencesof particular population groups of entrepreneurs
has centred on women entrepreneurs. In a 1995 study comparing SMES owned by women with similar
businesses owned by men, the Canadian Federation of Independent Business suggested that there is a
“finanding double standard” within the Canadian financing market.>* According to this study, SMEsowned
by women were 20 percent morelikely to beturned down for financing by abank than smilar firmsowned
by men.

Other research, including some conducted by Statistics Canada,> found that women entrepreneurs
operated moresmall serviceor retaill establishmentsthan mal e entrepreneurs. Thesetypesof establishments
and sectors, regardless of the gender of the owner, are often identified by financia indtitutions as dow

51 Martine Marleau, Double Standard: Financi ng Problems Faced by Women Business Owners, Canadian
Federation of Independent Business, March 1995.

52 statistics Canada, National Survey on Financing of SMEs, 1995.
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growth, low profitability and high risk. It has been suggested that these characteristics of the service and
retall sectors, rather than the gender of the business owner, are the underlying causes of financing
differences. In fact, women in high-risk, low-margin sectors gppear to face no more of afinancing barrier
than do their male counterpartsin these sectors.®

The findings outlined above would gppear to support the generd observation that it is the sector in which
a business operates and its size, and not the gender of the business owner, that are the key determinants
of access to financing. Women tend to own firms in dower growth, higher risk sectors, such as
wholesdelretall, in which access to financing is rdatively more chdlenging than for other, less risky
industries. In 2000, out of 23 percent of wholesdelretail firms that requested debt financing, 74 percent
were gpproved, oneof thelowest approva ratesamong theindustriesstudied. Furthermore, thereisaclear
correlation between access to financing and sze of business operations. Smdler firms, in which a higher
concentration of femae owners can befound, had lower gpprova ratesin 2000 than firmswith 20 or more
employees. These two factors — sector and Sze — while perhgps not reveding the complete financing
picture facing women entrepreneurs in Canada, are certainly contributing factors.

53 G.H. Haines, B.J. Orser and A L. Riding, “Myths and Realities: An Empirical Study of Banks and the
Gender of Small Business Clients,” Canadian Journal of Administrative Sciences, vol. 16(4), 1999.
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YOUNG ENTREPRENEURS

Table 22 - Per centage of SMEs Owned

| ntroduction by Youth (age 25-34) by Region in 2000
Y oung entrepreneursowned 8 percent of Canadian SMEsin 2000.

The changing economiclandscape hasintroduced entrepreneurship Youth-owned SMEs

as an increasingly dtractive and viable dternative for Canadian Canada 8%
youth. As an example of this phenomenon, data for British

Columbia indicate that the number of young SME owners has | _Atlantic Provinces o
grown by more than 70 percent since 1995.>* Nonetheless, Quebec 12%

Statistics Canada reports that 14 percent of Canada s population

e Ontario ™
fdlswithin this age group, yet young people own only 8 percent of
businesses. M an/Sask/Nunavut 8%
_ _ AlbertalNWT P
Regional Perspective:
BC/Y ukon %

As shown in Table 22, there is little variation from the nationd —

average across the regions, with the exception of Quebec. Given [ Fvoe = faeds B &
the limited number of observations within the survey sample, it is | Enterprises, 2000

not clear whether the dightly larger percentage of businesses
owned by young entrepreneurs in Quebec is Satidicaly Table 23 - Percentage of SV Es Owned
sgnificant. While this percentage gppearsto bewithinthe margin - py v outh (age 25-34) by Business Size
of error of the survey, more data over time will be needed to  Categoriesin 2001

determine its Sgnificance.

Y outh-owned SMEs

Y outh-owned SM Esface the same challengesasall new ventures 0 Employees %
in securing financing, but meeting the criteria of finance providers

may be more difficult for the young. In making a credit decision, | _1-4Employees 1%
finanders typicaly look at factors such as number of years of 5-19 Employees Db
experience in managing a business and credit history, which puts

young applicants a a natura disadvantage. For a higher-risk 20-99 Employess s
aoplication, a lender may be more likely to seek additional 100-499 Employees 2%

security in the form of a pledge of persona assets; again, ayoung | Source: Statistics Canada, Survey on

entrepreneur may be less likdly to be able to meet this | framrics 2000 o
requirement. As young entrepreneurs tend to operate smaller
bus nesses (see Table 23), few will likely be ableto attract outsde
risk cgpita. Therefore, thefinancing options may berdatively few
— apersond equity investment and “love money” from family and friends— until afinancid track record

can be established and debt secured.

4 B.C. Stats, Western Economic Diversification Canada, and B.C. M inistry of Small Business, Tourism and
Culture, Small Business Profile 2000: A Profile of Small Business Growth and Employment in British Columbia,
2000, http://www.wd.gc.ca
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PROFILE OF YOUTH-OWNED SMESs

Size of SMEs

As shown in Table 23 (page 73), SMIEs owned by young entrepreneurs represented 11 percent of al
SMEs with 1 to 4 employees, and only 20 percent of SMEs with more than 100 employees. Given this,
it is not surprising that businesses owned by youth had less formal corporate structures, for example
incorporation, than other SMEs.

Education

Busness owners under the age of 30 have achieved the highest level of academic accomplishment
compared to other groups of business owners, with 34 percent having earned a university degree and a
further 27 percent having earned a college education.®

Yearsof Experiencein Industry of Operation
Businessowners under the age of 30 have, on average, 7 years of experiencein theindustriesin which they
operate, compared with 22 years of experience, on average, for al age cohorts.>®

Sectors of Operation

As shown in Table 29 (page 91) at the end of this section, compared to entrepreneurs in generd,
bus nesses operated by youth are more heavily concentrated in the new knowledge-based industries. In
fact, in 2000, entrepreneurs aged 15-34 accounted for 13 percent of SMEsin the KBI sector, the highest
of any sector. The percentage of businesses owned by young entrepreneurs in other sectors is cons stent
with the percent of their overal business ownership.

Stage of Business Development
Aswould be expected, the vast mgority of youth-owned SMEs are il in the earlier stages of business
development. Asillugtrated in Table 24 (page 75),

» 86 percent of SMESs owned by young people under the age of 30 arein the seed/start-up or dow

growth stage of development; and,
» only 4 percent of young entrepreneurs report their business has reached maturity.

SM Es majority-owned by young females, visible minoritiesand Aboriginals

* 19 percent of SMES owned by young people were mgority female-owned, contrasting with 15

percent of dl SMEs that were mgority femae-owned,
e 12 percent of SMEsowned by young people had mgjority visible-minority owners, contrasting with

%5 The Research Institute for SMEs, Université du Québec a Trois-Riviéres, Financing SMEs:. Satisfaction,
Access, Knowledge and Needs, 2001, commissioned by Industry Canada, 2002.

%6 pid.
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* 12 percent of SMEsowned by young peoplehad mgjority visble-minority owners, contrasting with
7 percent of dl SMEs with mgority visble-minority owners; and

* 4 percent of SMES owned by young people have mgority Aborigina owners, contrasting with 1
percent of al SMEs with mgority Aborigind owners.

Table 24 - Reported Stage of Business Development by Age of Entrepreneur in 2000

30 years 31-40 41-50 51-60 over 60
oldor less | yearsold | yearsold | yearsold yearsold
Start-up 15% 6% 5% 1% 2%
Slow 71% 56% 53% 51% 36%
Growth
Fast 10% 20% 15% %% 4%
Growth
Maturity 4% 15% 20% 24% 3%
Decline 1% 3% ™% 12% 21%
Source: The Research Institute for SMEs, Université du Québec a Trois-Riviéres, Financing
SMEs: Satisfaction, Access, Knowledge and Needs, 2001, commissioned by Industry Canada,
2002.

Exports

Fewer SMIEs owned by young entrepreneurs exported than did SVIEs overal — 7 percent, compared to
11 percent on average. As noted earlier, there appears to be a positive correlaion between the size of
business and the likelihood of its being an exporter (see Table 15, page 60). As shown in Table 23 (page
73), SMEs mgjority owned by young people are smdler than other SVIES, and avery smdl number have
50 employees or more. The fact that a smaller than average percentage of youth-owned SMES export is
very likdly atributable to the size of operations.
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FINANCING HIGHLIGHTS OF SM ESMAJORITY OWNED BY YOUNG PEOPLE

Requests for Financing: Compared Figure 35 - Proportion of SM Es Requesting Financing by Age of
with the genera population of SMEs, Owner in 2000
those owned by young people, on | 54 -

average, made more requests for al m 25-34 years old

forms of financing in 2000 (see Figure | 40% 4 37% O 35-44 years old

35) Ml 45-64 years old
30% 4 O 65+ years old

e 37 percent requested debt
finandng, vs. 23 percent for | 20%
SMEsoverdl;

e 14 percent requested leasing,
vs. 9 percent; and

3 pecent requested equity

11%

10% -+

3%3% 296 19

] . Request for Credit Request for Request for Equity
financing, vs. 2 percent. Leasing

Source: Statistics Canada, Survey on Financing of Small and Medium
sized Enterprises, 2000

The fact that younger age groupshavea
markedly higher demand for financing is
not surprising when the resources and needs of younger business owners are taken into consideration. As
discussed, youth are typically operating firms that are ill in the early, expansion stages of growth. These
firms may not yet have theinterna financing sources, such asretained earnings, to finance their operations.
However, other factors may aso be contributing to the higher demand for financing by younger
entrepreneurs.

Approval Ratesfor Debt Financing: Of al requestsfor debt by firms mgority owned by young people
in 2000, 78 percent were successful in obtaining financing, compared to 82 percent®’ for dl SMIES. While
this variation is within the margin of error of the survey, it may reflect factors such as lack of an earnings
history, size of firm and sector of operations. With regard to the latter, it isworth noting that firms mgority-
owned by young people tend to operate morein the KBI sector, which reported thelowest approva rates
of al sectors. The fact is that the firmsin this sector, irrespective of their ownership, often lack the kind of
tangible business assets that financing suppliers look for as collatera for debt. As we have seen, young
entrepreneursare more often operating smaller, newer businesses, many at the start-up or expanson stages
of development. These are often perceived as higher risk and therefore are of less interest to suppliers of
debt. Asaresult, many young entrepreneurs must turn to capital from private sources, including persond
savings, loans from family and friends, informal investors, and other sources of risk capitd.

57 sStatistics Canada, Survey on Financing of Small and Medium-sized Enter prises, 2000.




Financng Suppliers: Contragting
Figure 36 with Figure 11 on page 21,
we can see that SMES owned by young
people approached thesamesuppliersof
debt in roughly the same proportions as
SMEsin generd.

Application Process for Debt
Financing: Similar to the perspectivesof
may women who reported that they
needed financing but did not pursue the
gpplicationprocess, young entrepreneurs
cited more frequently than other age

Figure 36 - Finance SuppliersWhere M ajority Young
Entrepreneurs Requested Debt in 2000

Crown
Corporations
Credit Union /Government
| Caisses Institutions
Populaires 9% Other Credit
21% Suppliers
6%
Chartered

Banks
64%
Source: Statistics Canada, Survey on Financing of Small-and
Medium-sized Enterprises, 2000

groups thelikdihood of aturndown and
the difficulty of the application process
as the primary reasons for their reluctance to gpply for financing.

Collateral Requirementsfor Debt Financing: Providing collaterd, particularly in the form of persond
assets, isanother oft-cited problem for young entrepreneurs seeking accessto financing. A report by Angus
Red Group suggested that the young entrepreneur’ slack of persona assets was the major impediment to
obtaining financing.>® Findings in 2000 about the experience of young entrepreneurs, however, did not
support this clam. Given that proportionaly more SMES owned by young people made requests for
finanang of al types as noted above, it israther surprising that the Survey on Financing of Small and
Medium-sized Enterprises, 2000>° found that young entrepreneurs were required to provide fewer
personal and business assets as collatera than other businesses:

* Personal Assets: Fewer youth-owned SMES were required to provide personal assets as
collatera in 2000 than were SMIEs in generd — 30 percent compared with 39 percent.

* Business Assets: Youth-owned SMEs were also less likely to provide business assets as
collatera for their financing — 37 percent compared with 41 percent of SMIEs overall.

58 Angus Reid Group, Financing Servicesto Canadian Small and Medium-sized Enterprises: A Report to
the Business Devel opment Bank of Canada, 2000, http://www.bdc.ca

%9 statistics Canada, Survey on Financing of Small and Medium-sized Enter prises, 2000.




VISIBLE-MINORITY ENTREPRENEURS

Introduction

The 1996 censusreported that visbleminoritiescongtituted 11 percent of the Canadian population. Visible-
minority owners of SMEs accounted for mgority ownership in 7 percent of dl Canadian SMEs in 2000.
Regiondly, visble-minority-owned SMEs had a higher concentration in Ontario and British Columbia,
representing 9 percent and 13 percent of SMES in those provinces, respectively. In Quebec, visble-
minority business entrepreneurs owned 3 percent of the overal population of SMEs.

As compared with al SMEs operating in Canada, those mgjority owned by visible minorities have severa
distinct characteristics. The research outlined here begins the work of building our understanding of them,
and of the factors and issues that may arisein rlaion to their seeking financing. As mentioned in the Note
on Interpretation at the beginning of thisreport, the degree of satistica accuracy of survey results declines
rapidly for sub-groups of the SME population. A casein point is the 11 percent of SMESs that reported
having mgority visble-minority owners, the sample was too smdl to use to draw anything more than
preliminary inferences about behaviour and performance.

PROFILE OF VISIBLE-MINORITY OWNED SMES

Size of Business

SMEs owned by visble minorities tended to be larger than average, accounting for 9 percent of dl SVMIEs
with between 20 and 99 employees in 2000, but represented only 6 percent of the salf-employed in
Canada. Smilarly, the 1998 Thompson Lightstone study® found that visible-minority entrepreneurstended
to own larger firms, on average, in terms of both employees and annud revenues.

Corporate Structure
In 2000, 64 percent of visible minority-owned SMEs were incorporated, compared with 53 percent of
Canadian SMEsin generd.

Sectors of Operation

As compared with their 7 percent contribution to the overdl SME population, mgority visble-minority-
owned SMEs were found disproportiondly in the KBI sector (representing 11 percent of all SMEsin that
sector) and the wholesalefretail sector (representing 10 percent of SVIEsin that sector); and least oftenin
the agricultural sector (representing 2 percent of SMES in that sector) and the primary industries sector
(representing 2 percent of SMEsin that sector).

€ Thompson Lightstone & Company Ltd., Small and Medium-sized Businessesin Canada: An Ongoing
Perspective of Their Needs, Expectations and Satisfaction with Financial I nstitutions areport prepared for the
Canadian Bankers Association, 1998.
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Demographics
Therewasno gatigticaly sgnificant variation in age between visible-minority-owned firmsand non-visble-
minority-owned firms, however, there were anumber of other distinctions:

* Gender of Business Owner: Mde and femde ownership among visible-minority-owned
businesses followed a dightly different pattern than that for SMEs overdl:
* 18 percent of visble minority-owned SMEs were mgority femae-owned vs.15 percent for
businesses overal; and,
* 60 percent of vishle-minority-owned SMES were mgority male-owned, vs. 66 percent for
businesses overal.

o Equim@ofBugn%Ownerin Table 25 - Yearsof Experiencein Industry of Operation
Industry of Operation: As reported by Visible-Minority-Ownersin 2000

illugrated in Table 25, visble

. Visible-minority- Other
minority entrepreneurs have fewer owned Firmsy Firms
years of manageria experience (73
percent have more than 9 years | _Lessthan2years 3% 2%

experience vs. 86 for all SMEs). 2to5years 14% 6%
This study does not make it clear
whether the number of years of
experience afirm's owner hasin the Morethan 9 years 3% 86%
industry contributes positively or Source: Statistics Canada, Survey on Financing of Small and

! Medium-sized Enterprises, 2000
otherwise to the SME's access to
financing. However, it is reasonable
to suppose that bankers might consider this factor, among others, in assessing the risk of lending
to younger businesses, particularly ones operating in riskier sectors.

610 8 years % 6%

e Educational Attainment: Visible-minority business owners are more likely to hold a universty
degree than other SME owners. 51 percent of visble-minority entrepreneurs have a university
education, compared with only 31 percent of other SME owners.5!

Exports

SMEs owned by visble minoritieswere dightly morelikely to be exportersthan were SMIEsoverdl — 13
percent compared to 11 percent. Asstated earlier (with respect tofemale-owned firms), thisfindingislikely
correlated to Sze of business. However, for somein thisgroup, particularly those ownerswho arerdatively
recent immigrants, family or business connections abroad may aso be afactor.

61 The Research I nstitute for SMEs, Université du Québec a Trois-Riviéres, Financing SMEs:. Satisfaction,
Access, Knowledge and Needs, 2001, commissioned by Industry Canada, 2002.




FINANCING HIGHLIGHTSOF VISIBLE-MINORITY-OWNED SM ES

Overdl, the supply of and demand for financing
by visible-minority-owned SMEsin 2000 did not
vary subgtantidly from those of other SMEs.

Request Ratesfor Debt Financing: In 2000,
therewasno differencebetweenvisble-minority-
owned SMEs and other firms in their request
rates for financing.

Approval Rates for Debt Financing: There
was no variaion in the rates of approval for debt
financing between SMEs owned by visble-
minority entrepreneurs and other SVMIEsin 2000
— 83 percent compared with 82 percent,

respectively.

Figure 37 -SuppliersWhereMajority Visible-Minority-
owned SMEs Requested Debt in 2000

Crown
Corporations

/Gov't Inst.

Other Credit
Suppliers
1%

4%

Credit Union/
Caisses
Populaires
5%

Chartered
Banks
90%

Source: Statistics Canada, Survey on Financing of Small-and
Medium-sized Enterprises, 2000

Suppliers of Debt Financing: SMEs owned

by visble-minority entrepreneurswere much morelikely than the genera population of SMIESto approach
chartered banksfor their debt financing in 2000 — 90 percent compared to 66 percent (for comparative
data, see Figure 11 on page 21). Vishble-minority-owned SMES were not as likely to approach credit
unions or caisses populaires (5 percent), or Crown corporations or other government lending programs
(4 percent), compared with 21 percent and 9 percent respectively for other SMES. The overal demand
for debt from chartered banks is high in the regions where visble-minority-owned firms are most heavily
concentrated. So the location of visible-minority-owned firms, rather than any particular preference for
chartered banks, may explain this outcome.

Application Process for Debt Financing: Survey findings indicate differences in the preferences and
perceptions of visble-minority entrepreneurstoward thefinancing process. Visble-minority-owned SMEs
reported that they were required to provide more documents, such asfinancial statements and gppraisals
of assats, than other SMEs. For 17 percent of non-visible- minority-owned firms, no documents were
required, compared with only 8 percent of visble-minority-owned firms. Perhaps related to this, vishle-
minority-owned SMEs percaeived more difficulty in the gpplication process for financing. This reason was
cited by visble-minority entrepreneursmore frequently than by other SMIE owners— 7 percent compared
with 2 percent — in their decision not to pursue debt financing in 2000, despite aneed for it. A number of
factors may explain these findings. Firs, visble-minority-owned firms are found to be more concentrated
than other SVIEsin the KBI and wholesale/retail sectors. These sectors sometimes have more difficulty in
securing debt. Secondly, visible-minority-owned firmstend to have fewer years of experiencein operation
than other firms. Thirdly, visble-minority-owned firms tend to secure debt from chartered banks, which
have adightly lower than average approva rate for SVIEs overdl (at 79 percent vs. 82 percent overdl).
Additiona data and andlyss will be required to determine the weights in the factors that explain the
different experience of visble-minority entrepreneurs.
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ABORIGINAL ENTREPRENEURS

Introduction

According to Aborigina Business Canada (ABC),%? there were more than 20 000 Aborigina business
ownersin Canadain 1996, representing 3.9 percent of the Aborigina population. Thiscompareswith 7.9
percent of the genera Canadian population who own businesses. Therate at which Aborigina Canadians
are becoming entrepreneurs is growing a approximately 7 percent per year.®® Given the rdatively smdl
population base of Aborigind-owned SMEsin Canada, nationd surveys of the generd SME population
do nat identify asufficient amount of Satisticaly sgnificant data. Accordingly, in someareasthisreport has
had to rely on supplementa information to offer a more complete portrait of Aborigina-owned SMEs.

While Aborigind entrepreneurs face al the same chdlenges in garting up and finding financing for a
business as other SME owners, they face some unique challenges, depending on the location of their

business. On-reserve Aborigina businesses operate within a legal framework that makes accessing

financing a challenge, though not necessarily an impossbility. Under the Indian Act, no individud can
pledge on-reserve assets — particularly red property — in return for debt financing. Whileiit is possble
to create corporate entities to work around this problem, it has been seen as a barrier to on-reserve

financing and dmogt certainly has affected the growth of on-reserve businesses. Thisis a complex legd-

treaty issue whose details are well beyond the scope of this report.

Another key issue for Aborigind entrepreneurs is the remoteness of some of their communities from key
markets and sources of financing. This creates its own specid challenges, as the mass of capital and
resources critical to building a successful firm can be difficult to find far from maor population centres.
Likewise, access to markets is more expensive, affecting the margins that firms in remote locations can
expect, which in turn impact their ability to attract capital, as they may present an increased risk profileto
lenders.

PROFILE OF ABORIGINAL ENTREPRENEURS

Ovedl, according to the 1996 Census, Aborigina peoples accounted for 3 percent of the Canadian
population. Incontrast, just 1.4 percent of al Canadian SMEsweremgority owned by Aborigina persons.

62 This organization, affiliated with Industry Canada, manages the federal government’sinvestmentsin a
network of Aboriginal capital corporations across Canada that provide |oans and risk capital financing to Aboriginal
businesses, on and off reserve. In this capacity ABC studies the needs of Aboriginal entrepreneurs from a number of
angles, including financing.

63 Aboriginal Business Canada, Aboriginal Entrepreneursin Canada: Progress & Prospects, 2001.
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Regional Digribution: The pattern of concentrations of Aborigina business ownership mirrors the
distributionof concentrations of the general Aborigina population. Aboriginal-owned bus nessesrepresent
the following percentages of dl the SMEs in the following regions

* Albertaand the Northwest Territories—4 per cent of dl SMEsin theregion;
* Manitoba/Saskatchewan/Nunavut — 2 per cent; and
e Atlantic provinces— 2 percent.

Sectors of Operation: Aborigina-owned SMES represent the following percentages of al the SMIEsin
the following sectors

* Agriculture — 2 percent of al SVIEsin the sector;
e Primary industries— 2 percent;

* Professional services— 1 percent; and

» KBIs —lessthan 1 percent.%

Demographics: This rapidly growing cadre of business owners (as noted earlier, the population of
Aborigind business ownersis growing by 7 percent per year) is characterized by the presence of young
people and the relative absence of Aborigina women business owners®®

* Aboriginal youth are approximately twice as likely as Canadian youth in genera to become
entrepreneurs.

* Aboriginal womenarelessthan onehaf aslikdy to sart an SME as Canadian womenin generd.
The number of SMEs owned by Aborigind women, however, isgrowing at arate higher than any
other group.

Exports. Recent findings indicate that mgority Aborigina-owned SMESs account for 2 percent of SME
exporters in Canada® This is in line with the 1.4 percent of Canadian SMEs that are owned by
Aboriginds.

64 These figures correspond with those found in the 1997 Aboriginal Peoples Survey and the 1998
Thompson Lightstone & Company Limited study, which found that Aboriginal-owned SMEs were more
concentrated in agriculture, primary and retail sectors, and notably in fishing, logging and mining.

& Aboriginal Business Canada, Aboriginal Entrepreneursin Canada: Progress & Prospects, 2001.

6 Thisfigure contrasts with the 6 percent found in the 1997 Aboriginal Peoples Survey and islikely simply
aresult of the small samplesize.




FINANCING HIGHLIGHTS OF ABORIGINAL-OWNED SMES

Introduction: Overdl, information from the recent Survey on Financing of Small and Medium-sized
Enterprises® wasnot conclusive on the financing practices of Aborigina-owned SMEs. Asnoted above,
surveys of the generd business population usudly do not yied gatisticaly sgnificant data for the study of
the Aboriginal-owned businesses.

This section relies on a 1998 study,® which found that 56 percent of Aborigina entrepreneurs had
inadequate access to debt and equity capita to finance their businesses. Other significant findings of the
study are highlighted below.

Debt Financing Suppliers:®® Banks are the primary source of start-up capital (47 percent), followed by
Aborigind development corporations (24 percent), federal government programs (11 percent), family and
friends (10 percent) and provincid/territorid government programs (7 percent).

Application Processfor Debt Financing: 1ssues seen to affect accessto capitad included:

* lack of collateral — 40 percent;

* inability to use assets on reserve as collaterd — 30 percent;
» lack of loca financid inditutions— 27 percent; and

* having an unprofitable busness — 22 percent.

Debt Financing I nstruments: Aborigina entrepreneurswere asked what sources of financing they used
in 1998. The responses™ may be summarized as follows:

»  sourced financing from persond loans from family and friends — 48 percent;

o supplier credit — 30 percent;

* loansfrom Aborigind lending inditutions— 22 percent;

* non-guaranteed commercid bank loans— 20 percent;

e government guaranteed bank loans— 15 percent; and

» conditiona saesagreements— 11 percent.

67 Statistics Canada, 2001.

%8 David Caldwell and Pamela Hunt, Aboriginal Businesses. Characteristics and Strategies for Growth,
Aboriginal Business Canada, Industry Canada Occasional Paper 20, 1998.

% pid.

0 See chart on p. 6 of the Caldwell and Hunt study. Like the methodology used in the 1996 Orser, Gasse
and Riding study cited here, respondents were asked to choose all forms of financing they had used, so the results
will not equal 100 percent.




Equity Financing: The same study asked respondents about their perceptions of equity financing. The
most frequently cited reasons for lack of access to this type of financing among Aborigina entrepreneurs
were:

» lack of persona resources— 58 percent;

» lack of accessto venture capital — 36 percent;

* inadequate retained earnings — 32 percent;

»  dbsence of community investment funds— 31 percent; and
 inability of family and friendsto invest — 16 percent.

Types of Start-up Financing: Of al respondent Aborigina entrepreneurs who had started a business:

+ 88 percent relied on persona investment, vs. 55 percent for al SMEs;"™

» 31 percent used retained earnings, vs. 60 percent for dl SMEs,

o 21 percent received investments from family and friends, vs. 5 percent for al SMEs;
* 7 percent obtained investments from community invesment funds; and

* 5 percent relied on venture capital, vs. 2.8 percent of dl SMEs.

Requirements Start-up Financing: At gart-up, of dl Aborigina firms:
e 32 percent required less than $5000;
» 32 percent required between $5000 and $25 000; and
e 12 percent required more than $100 000.

Risk Capital Usage: Aborigind SMEs used more equity than debt in their capital structure when starting
their businesses

» 45 percent were entirely financed by equity at start-up; and
o 17 percent were entirely financed by debt at start-up.
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L ANGUAGE GROUPS

Introduction

Until now, littleempirical evidence hasbeen collected on the financing needs and conditionsfacing language
groupsin Canada Mogt of the statistics highlighted in this section were extracted from the study conducted
for Industry Canada by the Université du Quebec a Trois Riviéeres during the soring and summer of 2001.

L ANGUAGE PROFILES OF ENTREPRENEURS

The mother tongue of Canadian entrepreneurs are very smilar to those of the overal population:

e 59 percent English for SME owners vs. 59 percent of the overdl population;
o 27 percent French vs. 23 percent; and
e 14 percent non-officid language vs. 16 percent.

The average age of SME owners, by mother tongueis:

* 46 years of age for entrepreneurs whose mother tongue is French;
e 48 yearsof age for entrepreneurs whose mother tongue is English; and
» 49 yearsof age for other language groups.

Non-officid language minority business owners are more likely to be male than are any other group.

Educational Attainment: As Table26- Educational Attainment by Mother Tongue of Entrepreneur in
shown in Table 26, entrepreneurs 2000
whose mother tongue was French —
tended to have less forma Highestlev of | English- | French- | \or-offical

. . . . Language
education than other SVIE owners; | Education Attained | speaking | speaking |\, 1o Tongue
24 percent had a university degree
vs. 33 percent for entrepreneurs
whose mother tongue was English High School 38.0% 437% 30.6%
and 37 percent for other languages.

Elementary 6.3% 9.9% 6.1%

College 23.2% 22.2% 25.9%

Stage of BusinessDevdl opment: University 324% 24.2% 37.4%

With r&spect to thear enterprises, Source: The Research Institute for SMEs, Université du Québec a Trois-Rivieres,
. Financing SMEs: Satisfaction, Access, Knowledge and Needs, 2001,

French-speaking  entrepreneurs

tended to own older firms in more

advanced stages of business

development. As shown in Table 27 (page 86), these entrepreneurs aso had the lowest percentage of

business start-ups compared to other language groups.
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Table 27 - Reported Stage of Business Development by Linguistic Profile of Entrepreneur in 2000

. . . Non-official Language
English-Speaking French-Speaking Mecther Tongue
Start-up 5% 1% 14%
Fast Growth 13% 12% 13%
Slow Growth 51% 54% 50%
Maturity 22% 21% 1%
Winding Down D% 12% 5%
Total 100% 100% 100%
Average Growth Expected Over 37% 250 1%
Next Two Years
Source: The Research Institute for SMEs, Université du Québec a Trois-Rivieres, Financing SVIEs: Satisfaction, Access,
Knowledge and Needs, 2001, commissioned by Industry Canada, 2002.

Growth Expectationsby L anguage Group: SMEswereasked what growththeir bus nesseswould have
to achieve over the next two yearsto meet their goals. They reported that their businesswould haveto see:

» 49 percent growth (for entrepreneurs with a non-officia language mother tongue);
o 37 percent growth (for English-speaking entrepreneurs); and,
» 25 percent growth (for French-speaking entrepreneurs).

Export Activity: Non-officid language groups were dso more likely to be exporters:

e 26 percent of non-officid language owners exported;
o 21 percent of English-speaking owners exported; and
» 13 percent of French-speaking entrepreneurs exported.

FINANCING HIGHLIGHTS OF SM ESBY LANGUAGE GROUP

There do gppear to be some substantid differences in the suppliers used and in approva rates among
language groups. As illustrated in Figure 38 (page 87), 48 percent of French-speaking SME owners
reported their main financid inditution for their daily operationsto be acredit union or caissepopulaire. In
contrast, 80 percent of English-speaking business owners dealt with chartered banks for their daily
financing needs, as did 90% of non-official language entrepreneurs (see Table 6 on page 29).
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Figure 38 - Main Financial Institution Reported by Entrepreneur for Business' Daily Operations, by Linguistic
Profile of Entrepreneur in 2000

100% 1 - — m\ /]
i 6o Ul
75% 7
50% A
25% 1
0% A . .

English Speaking French Speaking Non-Official Language

B Chartered Banks O Credit Unions/ Caisse Populaires B Other

Source: The Research Institute for SMEs, Université du Québec a Trois-Rivieres, Financing SMEs: Satisfaction, Access,
Knowledge and Needs, 2001 , commissioned by Industry Canada, 2002.

These patterns may reflect the structure of the financia servicesindustry acrossthe country morethan any
actud preference for the ingtitutions among the bus ness owners from these language groups.

Approval Ratesfor Debt Financing: Thisstudy found that, with an overal approva rate of 82 percent
of dl SMEs, firms owned by non-officia language minority entrepreneurs faced the lowest gpprovd rates
for finanaing:

For applications for lines of credit, the acceptance rates were:

» non-officid language SME owners— 69 percent;
*  French-speaking SMEE owners — 91 percent; and
»  English-gpesking SME owners— 81 percent.

For gpplications for medium- and long-term loans, acceptance rates were:

» non-officid language minority SME owners— 75 percent;
*  French-speaking SMEE owners — 94 percent; and
* English-speaking SME owners — 83 percent.
Further data gathering and andysis will be needed to reved whether these variations reflect satistica
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anomdlies or are more strongly correlated to the sectora, age and regiond profiles of their enterprises.
Non-officia language minority-owned SMEs are comparably younger and have a higher percentage of
gart-up ventures than other firms.

Debt Financing Instruments. Ve little variation was found in gpplication rates for various financid
ingruments between language groups, with the exception of leasing. As shown in Figure 39 (page 898),
French-spesking entrepreneurs were dightly less likely than other language groups to request leasing.

Risk Capital: A key characterigtic of risk capitd isthat investors expect to share the ownership of thefirm
in return for their investment. Entrepreneurs who seek risk capita financing must be willing to share the
ownership of their business in order to attract this type of financing. It is interesting to note that while
Quebec has arguably the most highly developed system for investing risk capita in smdl business of any
region in Canada, French-speaking owners are more resistant to diluting ownership of their SMEs, asthe
following findings indicate:”

» one hdf of French-gpeaking SME ownersreported that they would not sell part ownership in their
SME to finance its growth or expansion;

e 39 percent of English-gpeaking owners reported that they would not sell part ownership in their
SME to finance its growth or expanson; and

» 35 percent of non-officia language mother-tongue entrepreneurs owners reported that they would
not sal part ownership in their SVIE to finance its growth or expansion.

Figure 39 - Proportion of FirmsMaking an Application for Financing, by Instrumentsand Linguistic Profile of
Entrepreneur between 1998-2000

50% 7 4406 47%  45%

40% A

0 30%
30% - 28%

21%
21% 140, 21%
20% T

10% T

0% -

Line of Credit Medium / Long-term Leasing Government Program
Loan
W English-Speaking O French-Speaking W Speaking a non-official Languages

Source: The Research Institute for SMEs, Université du Québec a Trois-Riviéres, Financing SMEs: Satisfaction, Access,
Knowledge and Needs, 2001 , commissioned by Industry Canada, 2002.

72 The Research | nstitute for SMEs, Université du Québec a Trois-Riviéres, Financing SMEs:. Satisfaction,
Access, Knowledge and Needs, 2001, commissioned by Industry Canada, 2002.

SM E FINANCING IN GANADA



Requests for Risk Capital: Compared to other language groups, French-speaking entrepreneurs made
dightly fewer requests for “internd equity financing:”

o 2 percent of French-spesking SMIE owners requested interna equity financing, compared to
* 5 percent of English-spesking SME owners, and
e 4 percent of non-officid language minority SVIE owners.

Similarly, for externd forms of equity financing™ such as venture capital, French-speaking SME owners
made fewer requests. The Satistics are;

» 1 percent of French-gpeaking SMEE owners,
* 4 percent of English-spesking SVMIE owners; and,
* 4 percent of non-officid language minority SVIE owners.

3 The definition of internal equity financing, according to the UQTR study, includes financing from friends
and family aswell as from employees.

"4 UQTR defines external equity financing to include informal investors, venture capital and financing from
Crown corporations.
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Table 28 - Key Profileand Financing Statistics of SMESs, by Per centage of Female Owner ship in 2001

Greater Than 50% 50% Owned by Less Than 50% 0% Owned by
Owned by Women Women Owned by Women Women

Overall

14.9% 19.0% 11.5% 54.7%
Size of SME
0 Employees 15.1% 20.0% 8.1% 56.9%
1to 4 Employees 16.2% 18.5% 12.5% 52.8%
5to 19 Employees 12.5% 18.7% 16.4% 52.3%
20to 99 Employees 9.5% 13.3% 23.0% 54.3%
100 to 499 Employees 4.3% 4.9% 32.1% 58.7%
Regions
Atlantic Provinces 15.5% 12.8% 12.5% 59.3%
Quebec 15.4% 10.1% 11.7% 62.8%
Ontario 16.7% 17.7% 9.3% 56.3%
Manitoba/Saskatchewan/ Nunavut 10.9% 29.8% 16.7% 42.7%
Alberta/ Northwest Territories 11.0% 29.1% 14.7% 45.3%
British Columbia/Y ukon 15.2% 22.8% 9.9% 52.1%
Industry
Agriculture 4.7% 32.3% 17.4% 45.5%
Primary 4.4% 19.3% 15.1% 61.2%
Manufacturing 13.2% 18.2% 11.4% 57.1%
Whol esal e/Retail 19.0% 19.5% 13.3% 48.2%
Professional Services 23.4% 15.4% 9.5% 51.7%
KBI Sector 11.5% 19.8% 12.6% 56.1%
Other Sectors 15.2% 16.1% 9.5% 59.2%
Areas
Urban 16.1% 16.6% 11.5% 55.8%
Rural 11.6% 25.4% 11.4% 51.6%
Debt Financing
Rate of Request 16.9% 28.4% 23.0% 21.8%
Rate of Approval 82.1% 87.0% 80.0% 78.5%
L ease Financing
Rate of Request 6.9% 9.2% 9.3% 8.6%
Rate of Approval 99.1% 98.4% 97.1% 96.7%

Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enter prises, 2000
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Table 29 -K ey Profileand Financing Statistics of SMEsin 2001, by Percentage Owner ship of Disabled, Aboriginal,

Visible Minority, and Age

Persons With Aboriginal Visible LessThan25 | 25to34 Years

a Disability Persons Minorities Yearsof Age of Age
Overall 2.1% 1.4% 7.0% 0.6% 8.4%
Size of SME
0 Employees 2.4% 1.2% 5.6% 0.6% 6.9%
1to 4 Employees 2.2% 1.4% 7.5% 0.5% 10.6%
5to 19 Employees 1.4% 1.6% 9.5% 0.6% 9.2%
20 to 99 Employees 1.9% 2.0% 9.2% 0.4% 5.4%
100 to 499 Employees 0.3% 0.6% 6.2% 0.4% 1.7%
Regions
Atlantic Provinces 3.3% 2.1% 2.4% 0.6% 8.6%
Quebec 2.0% 0.4% 3.4% 1.0% 11.5%
Ontario 2.5% 0.9% 9.1% 0.2% 7.2%
Manitoba/Saskatchewan/Nunavut 1.6% 2.0% 3.2% 0.5% 7.6%
Alberta/ Northwest Territories 1.3% 4.1% 6.3% 0.6% 8.7%
British Columbia/Y ukon 2.2% 1.0% 12.7% 0.7% 6.9%
Industry
Agriculture 2.9% 2.3% 1.9% 0.5% 8.5%
Primary 2.1% 2.2% 1.5% 0.4% 9.2%
Manufacturing 2.8% 1.4% 8.5% 0.7% 8.2%
Wholesale/ Retail 1.9% 0.9% 10.0% 0.3% 7.2%
Professional Services 2.2% 0.8% 6.3% 0.1% 5.2%
KBI Sector 2.0% 0.2% 10.9% 0.8% 12.2%
Other Sectors 2.0% 1.5% 7.2% 0.7% 9.2%
Areas
Urban 2.1% 1.2% 9.1% 0.5% 8.3%
Rural 2.2% 1.9% 1.4% 0.8% 8.8%
Debt Financing
Rate of Request X X 24.3% X 36.5%
Rate of Approval X X 82.7% X 78.1%
L ease Financing
Rate of Request X X 8.0% X 13.7%
Rate of Approval X X 91.2% X 97.0%

Source: Statistics Canada, Survey on Financing of Small and Medium-sized Enter prises, 2000

Note X - datais not statistically significant
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Part Three
SME Financing Data Initiative: History and Outlook

BACKGROUND

In 1996 the federd government commissioned the Task Force on the Future of the Canadian Financia
Services Sector (theMacKay Task Force) to examine public policiesaffecting thefinancia servicessector.
Asasmdl part of amuch wider mandate, the government asked the Task Forceto makerecommendations
relating to the financing of SMEs.

Inlate 1998, the MacK ay Task Forceissued itsreport which responded in detail to therest of its mandate,
but concluded with regard to the financing of SMES that there was insufficient data available for them to
be able to make any recommendations. In light of this, the Task Force recommended that the government
make a concerted effort to improve the qudity and the quantity of information on SME financing, covering
al financia service providers as well as SMEs themsdlves.

In June, 1999 the government responded to the report of the Task Force. Asapart of this response, the
government accepted this recommendation and mandated Industry Canada, the Department of Finance
and Statistics Canada to work together to gather data on SME financing and report on regularly to the
House of Commons Industry Committee ion the state of SME financing in Canada. To this end these
government organizations have formed a partnership to design and implement the SME Financing Data
Initiative (SME FDI) and have committed resources to establish this data collection regime. Through this
Initiative, other research and anadysis they plan to provide a comprehensive picture of SME financing,
covering the entire spectrum of financing products and services,

STATE OF SME DATA COLLECTION : BEFORE THE SME FINANCE DATA
INITIATIVE

Prior to the SME Financing Data Initiative, data collection on smdl business financing conasted mainly of
reports of various industry groups and Statistics Canada labour force and industry surveys. For example,
snce 1995 the Canadian Bankers Association (CBA) haspublished datisticsonthe SME lending activities
of the mgjor chartered banks. In addition, the Canadian Venture Capitd Association (CVCA) and the
Canadian Financeand Leasing Association (CFLA), have provided regular reportsonthe activitiesof their
members in financing SMES. The Canadian Federation of Independent Business (CHIB) has dso
adminigtered regular surveys of its membersto determine their perceptions and experience with respect to
the availability of credit.

Although these efforts have resulted in substantia progress in the collection of data on small business
finanding, they shared no single conceptud framework through which to observe the overd| state of SME
financing in Canada. As a reault, critics, including the MacKay Task Force have raised issues of

SM E FINANCING IN GANADA




comparability between data sources, lack of coverage for dl sgnificant providers of financing, and the
possihility of bias in the analyss and reporting of results. All of this pointed to the need for consstent,
comprehensive and impartid SME finance data collection.

DESIGN AND IMPLEMENTATION OF THE SM E FINANCING DATA INITIATIVE

(FDI)

In developing the research agenda for the SVIE Financing Data Initiative, the government partners drew
upon the experience of the CBA and the CFIB. The SME FDI, however, will expand the depth and
breadth of datacollectiontoincludedl significant suppliersof financing to smal businessin Canada, in both
the debt and equity markets.

Theinitid desgn of the SME Financing Datalnitiative envisaged two surveys one of suppliersof financing
to SMIEs and the other on SMES demand for financing which together set out to uncover the broad issues
surrounding debt and equiity financing in Canada. The moreintricate details of SME financing wereto have
been explored using the results of speciaized studies, (four of which have been completed to date and have
beendiscussed in Parts| and |1 of thisreport.) While thisgenerd structure of data collection and research
emerged from nationwide consultations with key stakeholders in the field of SME financing, it was
ggnificantly more sharply focussed as aresult of these consultations.

CONSULTATIONS

In generd this initiative is meant to ater permanently the approach of gathering and reporting on the
avalability of, and demand for, al kindsof financing for SMIEs. Asthere were no moddls, either domestic
or foreign to follow, the partners undertook a comprehensive set of consultations on the gpproach,
methodologies and survey instruments with a diverse range of stakeholders As noted in the May 2000
report to the House of Commons Standing Committee on Industry™, developing this initiative involved
extendve consultation with various groups having a vested interest in the state of SMEE accessto financing
in Canada, including organizations representing SMES, providers of SME financing, and government
organizations. At the outset, the approach involved two rounds of consultations during the spring and
summer of 2000.

More than 75 firms, organizations and individuas participated in meetings held in Montred, Quebec City,
Toronto, Vancouver and Ottawa. The partners aso held more detailed discussions with key stakeholders
on specific detalls of questionnaire content. As their views and participation are crucid to the success of
this endeavour, stakeholderswill continueto beinvolved in the devel opment of survey design and research
plans.

I Industry Canada, Statistics Canada, SME Financing Data I nitiative, Report to the House of Commons
Standing Committee on Industry, May, 2000.
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FIRST ROUND OF CONSULTATIONS

The god of this round of consulations was to obtain generd support for the need for the Initiative and
stakeholders views about the proposed gpproach. During these consultations, which concluded in April
2000, the participants generally agreed that there was a need for improved information on SME financing
in Canada. Encouraged by the government's commitment to fill thislong-standing information gap on such
a key segment of business, stakeholders welcomed the opportunity to participate in the initiative. The
concerns that arose tended to focus on the:

* length of questionnaires,

e complexity of the requested data € ements;

» need for greater darity in terminology and definitions;

* need to minimize the response burden for survey respondents.

To satisfy stakeholder concerns, the approach and tools for data collection were re-evauated. Survey
questionnaires were shortened and smplified. The partners, in consultation with key stakeholder groups,
began the process of developing standard definitions for complex data eements.

To address the compliance burden concerns, the proposed methodology for data collectionwas refined.
This was done by condensing the data requested from suppliers of financing, and expanding the amount
and scope of data to be collected through the SME survey. Since many financid providers do not
sysemdicaly record client-based information and since concerns arose about the confidentidity of
information, eements that were transferred from the supplier survey to the SMIE survey included many of
the quditative data relating to business and business owner characterigtics. Financid service providers
questioned their ability to provide the datarequired for theinitiative— at least in the short term. To address
this concern, it was agreed to extend the implementation agenda over five years to give respondents the
time required to adapt their systems.

SECOND ROUND OF CONSULTATIONS

The god of the second round of consultations, conducted in June and July 2000, wasto seek agreement
for, and commitment to, the five-year implementation plan to improve the collection and analyss of
information. The second round a so focussed on the technica aspects of the proposed datadementsinthe
supplier survey, the selection of specific data dements to be collected and their gppropriateness, and the
suppliers ability to provide the data within the time frame requested.

The stakeholder response to the technical aspects of the data collection program was generally favourable
and condructive. Stakeholders acknowledged that many of the requested data elements were in fact
already collected — and in some cases even reported — for many industry groups. Stakeholders were
often concerned about e ements for which they had no data— elements such as employee size and posta
code ligtings of clients, stlandard terminology of knowledge-based industries (KBIs), and the measurement
of finandd flows.
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Recognizing these limitations, the partners incorporated the suggestions received during consultationsinto
the data collection program. For theinitid basdine survey of suppliersof financing, “number of employees’
was replaced by “ gpproval Sz€’ as ameasure of business size. As a proxy for measuring financid flows,
the partners plan to conduct quarterly surveys of suppliers and to collect data on outstanding amounts, or
stocks, a asngle point in time. Geographic detall has aso been pared back to the provincid/territorid
level. Thereductionin detall during theinitid rounds of surveyswill dlow financid providersto modify their
data systems so that Statistics Canada can collect the required information from respondents in later
surveys.

DATA COLLECTION PROGRAM

As a reault of the consultative planning process, the partners launched a revised two-pronged data
collection process, congsting of basdine surveys and specidized studies. Statistics Canada has the main
respongbility for implementing regular basdine surveys of SMIEs (demand-side surveys), as wel as of
providersof financing to SMEEs (supply-sde surveys). These surveysaim to measure the tota value of new
and outstanding financing by supplier, instrument, region, industry and size of SME, aswell asto shed light
on the financing practices and patterns of SMEs across Canada

While the surveys will be comprehensive, they may not provide sufficient detall to alow and in-depth
understanding of certain niche areas of the SME financing market, for example, informa investors, KBI,
and Aborigind businesses. Thisiswhy the basdine surveys are being complemented by specidized studies
conducted by Industry Canada and/or Statistics Canada. Among the studies under way within Industry
Canadaisabiannua survey of theattitudes, perceptionsand expectations of small-businessownerstoward
SME financing in Canada. The SME Attitude Survey is smilar in desgn and gpproach to the
Thompson-Lightstone study, commissioned in 1996, 1997 and 1998 by the CBA.

REPORTING OF BASELINE SURVEY FINDINGS

The first demand-side survey, in 2001, was conducted by telephone with a follow-up fax to collect
additional information. This work will provide information from businesses about the debt and equity
finanang they request and obtain. The triennid survey has two broad objectives: firg, to learn the nature
and outcomes of businesses gpplications for financing; and second, to determine the relative importance
of the different instruments and sources of financing that businesses use. In addition to an industry
breakdown, other important criteria for data analyss and reporting will be sze of business (defined by
number of employees), geographic region, and age of business. Business-owner characteristics have a'so
been gathered to assess whether they have an impact on SMES ability to access financing.

Thefirg survey of suppliersof financing was, conducted in 2001, surveyed domestic banks, credit unions,
caisses populaires, factoring companies, some federd Crown corporations, mutua funds, venture cepita
funds, insurance companies, vehicle and equipment leasing companies. This survey, which will become
quarterly over the next two years, reportson aggregate amounts outstanding and losses by type of supplier,
goprova sze, instrument, region, and indudtry.
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PLANNING AND PRIORITIES FOR IMPROVED DATA COLLECTION

Given the scope of the SME Financing Data Initiative, the partners established a five-year horizon for
bringing the data collection and research program to maturity. A long-term Strategy was needed because
of aspects of the data collection that require survey respondents to make system changes.

The schedule below reflects the issues outlined in the government's mandate and research topics
recommended for further study in the MacKay Task Force report, as previoudy shared with the Industry
Committee. Included is the projected time frame for future baseline surveys, as well as an overview of
specidized sudies planned for the near future. Additiond studiesand brief surveyswill likely be conducted

as the data andysis from the basdline surveys suggests topics for more in-depth research.

Baseline Surveys 2000/2001 2001/2002 2002/2003 2003/2004 2004/2005
Demand Survey Pilot Survey Benchmark Survey [ Supplemental | Supplemental Benchmark
(June 2000) (June 2001) Survey Survey Survey
Supply Survey Benchmark Benchmark Semi-annual Quarterly Quarterly
Survey Survey Surveys Surveys (April, | Surveys (April,
(March 2001) (January 2002) (January and July, October, July, October,
July 2002) January) January)
Specialized Studies |+  Practices o Business- e Pension Funds
and Research Reports and Owner e Micro-credit
Patterns of Characteristic |+  KBI and Innovation
Informal s o International Venture Capital
Investors | Venture e Rura/Urban
e Vdue Capital »  Electronic Financing
Added by Profiles « R&D
Informal o Financing Gap|e Pricevs. Risk
Investors Analysis
o Venture
Capital and
IPO
SME Attitude Study SME Attitude SME Attitude
Study Study
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TOPICSOF SPECIALIZED STUDIESAND RESEARCH

The data collection schedule outlined above represents a preliminary plan that will require continued
monitoring and re-eval uation as new research issues and prioritiesemerge and survey results are assessed.
In particular, the content and timing of the speciaized studies after 2001/2002 will depend largely on the
andysis of earlier sudies and the basdline survey data. Both the surveys of financia suppliers and those of
SMEs across Canada will be usad to flag areas of financing that require further exploration, but lack the
basdlinesto provide in-depth andlysis. The niche areas of financing that the partners have targeted thus far
are described below.

COMPLETED STUDIES

PRACTICESAND PATTERNSOF | NFORMAL |NVESTORS

Updated profilesof typicd informa investorswere obtained using empirica data. Thisstudy collected data
pertaining to the habits, perceptions, and opinions of investors on the invesment dimate in Canada. The
methodology involved meeting with 11 focus groups of informal investors across Canada, and allowed for
capture of regiond differences.

VALUE ADDED BY I NFORMAL INVESTORS: FINDINGSFROM A PRELIMINARY STUDY

This was a report on the types of contributions, such as advice, contacts, and market and business
inteligence, made by private investors, and dso a documentation of business owners perceptions of the
vaue of these contributions. The aim of this study was to increase understanding of the role that private
investors play in the growth of Canadian SMEs.

| SSUES SURROUNDING VENTURE CAPITAL, INITIAL PUBLIC OFFERING (I PO) AND POST-1PO EQUITY
FINANCING FOR CANADIAN SM ES

This study provides an overview of the venture capitd and |PO markets in Canadaand the United States
to inform thefuture research agendain these areas. The study examines access, costs, sectoral and regiond
differences, supply versus demand, and cross-border flows.

FINANCING SMALL AND M EDIUM-SIZED ENTERPRISES: SATISFACTION, ACCESS, KNOWLEDGE AND
NEEDS

This study measures the levd of satisfaction of SMEsin Canada with the qudity of service received from
financid service providers. It reports on the needs, concerns, perceptions, knowledge and awareness that
SMEs have of the various financid instruments available to them.

BUSINESS-OWNER CHARACTERISTICSAND EFFECTSON ACCESSTO FINANCING

This report provides aliterature review of recent work examining the obstaclesto smal businessfinancing
attributed to business-owner characteristics, with particular emphasis on barriersattributed to gender, age,
languege profile, and whether the business owner isan Aborigina or amember of avisbleminority. Based
on the findings of this research, a corresponding methodological report was devel oped, which informs our
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future research agenda on these issues.

FINANCING GAP ANAL YSIS STUDY

This study examined exigting research to identify market failuresin accessto, and/or provison of, financing
to Canadian SMEs. As part of the report, the study provides an andyticd framework to anadyse basdine
survey data and determine where market failures may occur and how to effectively measure these gaps.

ONGOING STUDIES

PROFILESOF VC INVESTORS
Updated profiles of typica venture capita investorswill be developed usng empirica data. This study will
collect data pertaining to the habits, perceptions and backgrounds of venture capitdistsin Canada.

UPCOMING SURVEYSAND STUDIES

SUPPLEMENTAL DEMAND SURVEY
In the years between the benchmark demand surveys, a brief supplementa survey will gather pertinent
information to gauge access to financing by SMESs on an ongoing basis.

PENSION FUNDSAND THEIR INVESTMENT IN SM ES
Current investment practices of Canadian pension funds and those of American fund managers will be
examined in detall in this Sudy.

AVAILABILITY OF M ICRO-CREDIT FINANCING
This study will evauate the issues surrounding micro-entrepreneurs seeking financing amounts of lessthan
$25 000 and the supply of such financing.

VENTURE CAPITAL INTERNATIONAL COMPARISONS

International comparisons of venture capita activity are often chalenging, as different G-8 countries use
different definitions for VC. This study will compare the data coming from these sourcesin an attempt to
reconcile Canada's V C investment performance relaive to its mgor competitors.

K NOWLEDGE-BASED | NDUSTRIESAND | NNOVATION: ACCESSTO FINANCING
This research will identify the financing needs specific to SMEs in the KBI sector. Basdline data will
contribute to a pecific agenda for the study.

ACCESSTO FINANCING: RURAL VERSUSURBAN
This sudy will examine the differences, if any, in accessto financing by SMEsin rura and urban Canada,
and the changing factors that impact on that access.

ELECTRONIC FINANCING
This study will identify emerging trends in eectronic methods of financing — such as Internet credit




goplications and matchmaking services — and their usage by SMEs.

SEED AND RESEARCH AND DEVELOPMENT FINANCING NEEDS
This survey will identify the financing needs specific to SMEsin the seed stage of devel opment, and those
enterprises with sgnificant research and development requirements.

PRICE VERSUSRISK OF CAPITAL
This report will examine options available to finance risky SME ventures as projects move up the risk
curve, to determine if there are gaps in access to debt or equity financing.

INITIAL PUBLIC OFFERINGS: WHY | SSUE IN CANADA AND/OR THE UNITED STATES?

Thisstudy will report on the statements of benefitsand drawbacks given by companiesthat have conducted
an|PO in Canadaand/or the United States. There are reported advantages and disadvantages determining
which country and exchange a company should use when conducting an IPO. This study will probe the
reasons behind the decisions of companies that have undertaken this process.

DEMOGRAPHIC STUDY OF INFORMAL INVESTORSIN CANADA

This study will am to transform angdl profile data (refer to the completed study Practices and Patterns
of Informal Investment) into nationa proxy data, allowing for a better understanding of the presence of
informa investorsin Canada and their potentia impact on the economy.

NATIONAL SURVEY OF INFORMAL |NVESTORS
Using the results of previous research that profiled typicd informa investors, this study will develop a
nationd representative survey of informa investors to estimate their tota financing impact annudly.

DATA AVAILABILITY

For those seeking additiond information regarding the SME Financing Data Initiative, including research
results and findings, there is a dedicated Web site as a part of Industry Canadas Strategis site
(http:/drateqisic.gc.calfdi). It enables stakeholders to find out about a project’s origins, partners,
objectives, datastudiesand findings. Information about upcoming surveysand past sudieswill bepublished
onthisWeb ste. Usarswill find the summaries, methodol ogies and key findings of surveysand studiesthat
have been conducted. In addition, some aggregate data from the studies will be available for further
andyss. As much detalled data as possible will be available from Statistics Canada, consstent with
protecting confidentiality.
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APPENDIX A

DEFINITION OF KNOWLEDGE-BASED | NDUSTRIES

In 1996, based on research undertaken by Industry Canadaand the Business Devel opment Bank of Canada, adefinition
of knowledge-based industries (KBl s) was devel oped using the Standard Industrial Classification (SIC). Thishassince
been converted to the North American Industrial Classification System (NAICS). Since there was no single definition
of aKBI, Industry Canada proposed the use of atwo-tiered categorization of industries that would be appropriate for
identifying industries as knowledge based:

€ Tierl—anarrow band of science and technol ogy-based firms composed of knowledge producers; and
€ Tierll —abroad band of "high knowledge" firmsthat, based on measures of research and devel opment
and knowledge worker inputs, could be considered to be business innovators and high-knowledge

USErsS.

Examples of industriesin the Tier | group arelisted below.

Aerospace products and parts

Audio and video equipment

Cable and other program distribution
Computer and peripheral equipment
Computer systems design and related services
Data-processing services

Engineering and life sciences
Environmental consulting services
Motion picture and video production
Navigational and guidance instruments
Pay and specialty television
Pharmaceutical and medicine

Post-production and other motion picture and video
industries

Radio

Research and development in the physical sciences

Satellite communications

Semi-conductor and other electronic components

Software publishers

Telecommunications resellers

Telephone apparatus

Television broadcasting

Wireless communications

Examples of industriesin the Tier |1 group are listed below.

Adhesives

Alkali and chlorine

Architectural services

Basic inorganic chemicals

Chemical fertilizer (except potash)

Custom compounding of purchased resins

Electric power distribution

Engineering services and drafting services

Explosives

Fossil-fuel electric power generation

Heating equipment and commercial refrigeration
equipment

Hydro-€electric power generation

Industrial and commercial fan and blower and air
purification equipment

Industrial gas

Material handling equipment

Mining and oil and gas field machinery

Nuclear power generation

Paper industry machinery

Pesticide and agricultural chemical
Petrochemical

Petroleum and coal products

Petroleum refineries

Pipeline transportation of crude il

Pipeline transportation of natural gas
Pipeline transportation of refined petroleum products
Power distribution and specialty transformers
Printing ink

Pumps and compressors

Relay and industrial control apparatus

Resin and synthetic rubber

Rubber and plasticsindustry machinery
Sawmill and woodworking machinery
Switchgear and switchboard

Synthetic dye and pigment
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Mixed fertilizer
Motors and generators
Motor vehicles and electronic equipment

Turbines and turbine generator units
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APPENDIX B

GLOSSARY OF TERMS

Aboriginal: A person who identifieswith at least one Aboriginal group (i.e. North American Indian, Métis or Inuit)
and/or who isaTreaty Indian or a Registered Indian as defined by the Indian Act of Canada and/or whoisa
member of an Indian Band or First Nation.

Credit Risk: Risk that aborrower may default on obligations, thus adanger that repayment will not take place.

Collateral: An asset or security that is pledged to support or secure aloan (e.g. acollateral mortgage on ahouse or a
pledge of abond taken as security by abank to support aterm or operating loan).

Debt: The money that one owes.

Debt Financing: A form of financing, other than leasing or factoring, that resultsin a debt on the part of the
borrower.

Demand Loan: A loan that must be repaid in full on demand.

Disbursements: The total amount flowing from investors to investee companies.

Equity: Theresidual value of abusiness or investment after all debts and other claims are settled.
Equity Financing: Any form or financing based on the equity of the business.

Factoring: The sale of receivablesfrom one company to another at a discount.

Fast-growth Stage: The stage at which abusinessis growing at arate much faster than the economy.

Financial I nstitutions: Establishments that handle monetary affairs, including banks, trust companies, investment
dealers, insurance companies, leasing companies and institutional investors.

Financingsand Investments: A transaction with an investee company representing one round of financing, in which
multiple investors can participate. For example, if three investors participated in one transaction, it would be
recorded as one round of financing and three investments.

Investee Company: A firm that has secured an equity or quasi-equity investment from one or more venture capital
investors.

Knowledge-based Industries: Since there is no consensus on a definition of KBIs, Industry Canada has proposed
the use of atwo-tiered categorization of industries that would be appropriate for selecting Standard Industrial
Classification (SIC) codes as indicators for banks lending to KBIs. The categories are:

Tier | - anarrow band of science and technology-based firms, comprising knowledge producers; and

Tier 1 - abroad band of “high knowledge” firms that, based on measures of research and development and
knowledge worker inputs, could be considered businesses of innovators and high-knowledge users (see
Appendix A (page 100)for additional detail).
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Labour-sponsored Venture Funds: Venture capital corporations established by labour unions. They function as
other venture capital corporations but are subject to government regulation.

L ease An agreement to rent for a period of time at an agreed price.

Lineof Credit: An agreement negotiated between aborrower and alender that establishes the maximum amount
against which aborrower may draw. The agreement also sets out other conditions, such as how and when
money borrowed against the line of credit isto be repaid.

Maturity Stage: The stage at which sales have stopped growing.

M ezzanine Financing: According to Macdonald & Associates Limited, asenior investment that provides the cash
flow of term lending with the capital gains of share ownership. Mezzanine financing generally includes
subordinated convertible debt and yield based on preferred shares, often structured with warrants or options.

Winding-down Stage: The stage at which sales have started to decrease.
Woman-owned Business: A business that is more than 50 percent owned by awoman or women.

Mortgage: A debt instrument by which the borrower (mortgager) givesthe lender (mortgagee) alien on property as
security for the repayment of aloan.

Operating Loan: A loan intended for short-term financing to support cash flow or to cover day-to-day operating
expenses. Loans of thistype are part of the line of credit.

Partner ship: A non-incorporated business venture of two or more individuals or companies. Profits and losses flow
directly and equally to the partners.

Quasi-Equity Financing: A type of financing that involves amix of debt and equity. The equity allowsinvestorsto
achieve a high rate of return upon the success of the company, while the debt component entails premium price
contributing to the return of the investor.

Request: The act of approaching any type of credit supplier for new or additional credit for business purposes.
Refusal: The act of refusing to authorize afinal request for financing in a given year.

Retained Earnings: The amount of earnings retained and reinvested in a business and not distributed to the
shareholders as dividends.

Rural Location: A location in which the second digit of the postal code is zero (except in the province of New
Brunswick). A community with less than 1500 points of call (or POCs— destinations to which mail is delivered)
or where amajority of the POCs are concentrated in an areawith a popul ation density of less than 400 per
square kilometer. Areas within acommunity that are separate from the population concentration of the
community and are served through one or more postal installations that have less than 1500 POCs. Additionally,
apost office that does not have aletter carrier associated with it can be deemed arural office.

Seed Stage: The stage at which a business has no clients yet and has not fully developed its business plan.
Slow-growth Stage: The stage at which abusiness' s sales are slowly increasing.

Small and M edium-sized Enter prises: Firms with less than 500 employees and less than $50 million in annual
revenues.
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Start-up Stage: The stage at which aproject is clearly defined or the prototypeis finished and the businessis
starting commercialization.

Subordinated Debt: A non-conventional financing instrument whereby the lender accepts a reduced rate of interest
in exchange for equity participation.

Term: Usually the duration of aloan.

Term Loan: A loan intended for medium-term or long-term financing to supply cash to purchase fixed assets such as
machinery, land or buildings, or to renovate business premises.

Underpricing: The difference between the closing or opening price of a product on thefirst day of trading and the
initial offering price of the firm, expressed as a percentage of the initial offering price.

Urban Location: A location in which the second digit of the postal code is not zero (except in the province of New
Brunswick). A community (defined as a city, town, township or settlement) that has 1500 points of call (POCs—
destinations to which mail is delivered) or more and where the majority of these POCs are concentrated in an
area of the community with aminimum population density of 400 per square kilometer. Also, a post office with
letter carriers assigned to it is considered urban.

Venture Capital : Risk capital invested in privately held companies by VC firms, through the underwriting of newly
issued stock and/or convertible bonds

Venture Capitalist: An entity investing in acompany or companies that have an element of risk but offer potentially
above-average returns.

VisibleMinorities: Persons other than Aboriginal personswho are non-Caucasian or non-white.

Working Capital : The excess of current assets over current liabilities. This represents the amount of net non-fixed
assets required for day-to-day operations.
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