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Minister of Industry Ministre de I'Industrie

Ottawa, Canada K1A OH5

The Honourable L’honorable
John Manley P.C., M.P. c.p., député

Her Excellency the Right Honourable Adrienne Clarkson, C.C., C.M.M., C.D.
Governor General

Government House

1 Sussex Drive

Ottawa, Ontario

K1A 0A1l

Your Excellency:

In accordance with section 18 of the Canada Small Business Financing Act (CSBFA),
I have the honour to place before Your Excellency a report on the administration of the CSBFA
for the 12-month period ended March 31, 2000.

In the past few years, Canada has enjoyed positive economic health. A decisive factor in
this result has been the growth and expansion of small businesses. In 1999, small and medium-
sized enterprises accounted for virtually all net new jobs created in Canada. Recognizing the
importance to Canada’s economy of this vital community, the government, through innovative
policies, continues to support and nurture it.

In April 1999, the CSBFA became effective. The new Act, based on the parameters of its
predecessor, the Small Business Loans Act (SBLA), incorporates strengthened measures to ensure
that the program benefits its target sector while improving its ability to move toward cost
recovery. Further, the new Act introduces provisions that authorize the development of two pilot
projects to extend the Canada Small Business Financing (CSBF) program to capital leasing and
voluntary sector organizations.
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After a year of operation under the new Act, | am pleased to report that the CSBF
program has been successfully implemented. This outcome would not have been possible without
the full cooperation of the lenders who deliver the program on behalf of the government and
without extensive consultation with stakeholders.

The CSBF program facilitates access to debt financing by small businesses. The gap it fills
is as relevant today as it was at the inception of the Small Business Loans program in 1961. In
1999-2000, there were 17 667 loans made under the program, amounting to approximately
$1.351 billion in debt financing. The average loan size increased to $76 493.

Lending through the CSBFA has allowed smaller, younger firms in particular to launch
themselves, to grow, to hire new employees and to succeed. More than 50 percent of CSBF loans
were granted to start-up or new businesses, which demonstrates the CSBFA’s success in filling
this significant market gap.

CSBFA borrowers expected an average of 3.1 jobs to be created per loan made in
1999-2000. This represents a 15 percent increase over the estimated jobs per loan made in the
last year of the SBLA. Borrowers estimated that in 1999-2000 their loans would allow them to
create 55 238 jobs.

The establishment of the new CSBF program was just the beginning. Next year, the
federal government will be developing proposals for two pilot projects under the program that
will undertake to offer small businesses and the voluntary sector access to additional and more
effective financing tools, thereby helping these sectors to grow and succeed. Further, through its
cost recovery provisions, the program will be contributing to our country’s dynamic economy at
a low cost to Canadians.

Respectfully submitted,

John Manley
Minister of Industry
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Highlights

Implementation of the New Act

The Canada Small Business Financing Act (CSBFA) became effective on April 1, 1999, and was
successfully implemented in partnership with lenders. The Act builds on a successful program that
has been in place since 1961, and replaces the Small Business Loans Act (SBLA).

Loans Made

Some 17 667 small business loans totalling $1.351 billion were made under the CSBFA during
1999-2000. The average loan size was $76 493.

Job Impact

Borrowers anticipate that the small business loans made in 1999-2000 will create an estimated
3.1 net new jobs each, for a total impact of 55 238 new jobs across Canada.

Loan Uses

Of the $1.351 billion in loans made, 62.1 percent of this amount was used to finance the purchase,
installation, renovation, improvement and/or modernization of equipment; 21.2 percent went toward
financing the renovation, improvement, modernization, construction and/or purchase of real property
or immovables; 15.7 percent was earmarked for the making or purchase of leasehold improvements;
and the small remainder paid for loan registration fees.

Firms Using the Program

Small businesses just starting up received more than half the number and value of loans made. The
industry sectors making greatest use of the loans made were accommodation, food and beverage
services, and retail trade. More than half of all businesses receiving the loans had annual revenues of
less than $500 000. Generally, the larger the firm in terms of annual revenues, the larger the loan made.

Claims Paid

In 1999-2000, 12 claims were paid on loans made under the CSBFA, for a total of $323 451. During
the same period, 4 720 claims were paid on loans made under the SBLA totalling $203.1 million.

Contingent Liability

As of March 31, 2000, the government had a net contingent liability of $296.8 million with respect
to $1.04 billion in outstanding loans made under the CSBFA. Contingent liability is used as a measure
to control the size of the program over its five-year period and is not an indication of the actual cost
of the program.

Cost Recovery Objective

The Small Business Loans (SBL) program (for loans made from 1995-96 to 1998-99) and the Canada
Small Business Financing (CSBF) program were both designed to meet their goal of cost recovery when
the loss rate is 6.25 percent. It now appears that loans made in 1995-96 and 1996-97 will have loss
rates greater than what is required to be cost recoverable. Significant changes were made to ensure
that additional loans made under the program would meet this goal. The many provisions included in
the CSBFA that were not found in the former SBLA are designed to achieve this end.



Background

The Canada Small Business Financing Act
(CSBFA) was enacted in December 1998 and
became effective on April 1, 1999. Industry
Canada is the department responsible for
administering it. The Act replaces the Small
Business Loans Act (SBLA) and builds on
the successful Small Business Loans (SBL)
program, which had been in place since
1961. The CSBFA continues to facilitate
asset-based debt financing of up to $250 000
for small and medium-sized enterprises
(SMEs) having annual revenues of up to

$5 million. It is not available for farming,
renting (with some exceptions) or purchase
for resale of real estate, or for charitable or
religious enterprises. The purpose of the
financing is for the establishment, expansion,
modernization and improvement of
borrowers’ businesses. Through a network of
1 500 private sector lenders offering access
to the program through some 13 000 points
of service, the Canada Small Business
Financing (CSBF) program operates in all
provinces and territories. The Government of
Canada underwrites 85 percent of the net
losses incurred by lenders on defaulted loans.
The program is designed to be self-sufficient;
revenues collected on loans are expected to
offset claims costs over a 10-year period.

A comprehensive review of the SBLA in 1998
had confirmed the program’s efficiency and
effectiveness in filling a gap in debt financing
for SMEs. Results from the review, together
with recommendations from the Auditor
General and the House of Commons
Standing Committee on Industry, were used
as the basis for developing the new CSBFA.

Part 1. Canada Small Business Financing Act

The new Act’s program parameters parallel
those of the SBLA, but certain provisions
have been included to strengthen its ability to
move toward cost recovery. In addition, the
CSBFA includes provisions for the creation
of pilot projects to test the inclusion of
capital leasing and voluntary sector lending
within the program’s scope.

The program is delivered by private

sector lenders and is administered for

the government by Industry Canada’s

Small Business Loans Administration
(Administration). Industry Canada manages
the program for itself and the regional
economic development agencies: Western
Economic Diversification Canada, Canada
Economic Development for Quebec Regions
and the Atlantic Canada Opportunities
Agency. Lending institutions lend directly to
borrowers and are responsible for all aspects
of credit management, including decision
making on the loan and realizing on the
security when necessary, according to the
CSBFA and its regulations.

The Administration registers individual loans
made by lenders to small businesses under
the legislation (17 667 loans were made in
1999-2000), and audits claims presented by
lenders for payment (12 claims were paid on
loans made under the CSBFA in 1999-2000).
It collects both loan registration fees and
annual administration fees from lenders.

It also provides lenders with advice on
interpreting the Act and regulations. Finally,
the Administration collects and publishes
detailed statistics on program lending to
small businesses and on other related matters
in its annual reports.

2 « CSBFA and SBLA Annual Report 1999-2000



Program

Major Program Parameters

The CSBF program operates according to the
following major program parameters:

e Loan loss sharing ratio: The government’s
share of eligible losses is 85 percent for
loans in default (after recoveries on
security). Lenders are responsible for
the remaining 15 percent.

e Cap on claims: Each lender has a
separate account of loans guaranteed
under the program. In case of default,
the government pays claims not exceeding
90 percent of the first $250 000 of loans
in a lender’s account, 50 percent of the
next $250 000 and 10 percent of all
remaining loans. This means that
low-volume lenders are encouraged to
participate, while the potential liability
to high-volume lenders is capped at an
average of 10.6 percent of the value of
their guaranteed lending.

e Percentage of the cost of eligible
capital assets accepted for financing:
The maximum amount eligible for
CSBFA financing is 90 percent of the
cost of the assets.

e Fees: The borrower is obliged to pay
an up-front, one-time registration fee
of 2 percent of the value of the loan
extended, with the option to finance
this fee under the program. The lender,
meanwhile, is charged an annual
administration fee of 1.25 percent of
the amount of outstanding loans during
the term. The lender is permitted to pass
this cost to the borrower only indirectly,
through the interest rate charged on
the loan.

e Maximum interest rate: Lenders may not
charge interest in excess of 3 percent
above the prime lending rate for floating
rate loans, or the appropriate residential
mortgage rate for fixed rate loans. Most
of the loans made in 1999-2000 were
floating rate loans.

e Maximum loan size: The total value of
outstanding loans is capped at $250 000
per borrower.

e Length of term: The maximum term
length of any loan is 10 years from the
date the first principal payment is
scheduled to be made.

e Purpose of loan: The eligible purposes of
CSBF loans are restricted to the purchase
of equipment, real property and leasehold
improvements; the improvement of real
property and equipment; and the
financing of program registration fees.

Significant Changes from
SBLA to CSBFA

While the CSBF program’s major parameters
closely parallel those of the SBL program, a
number of improvements were made to
streamline the program, consolidate the Act,
and assist the program’s ability to achieve its
goal of cost recovery (see Table | in the
CSBFA Tables section for a detailed
comparison). Significant changes include the
following issues:

e Due diligence and care: The CSBF
program directs lenders to apply the same
due diligence and care to their handling of
CSBF loans as they do to non-CSBF loans.
This includes securing satisfactory credit
references and an assessment of the
borrower’s ability to repay. Handling
of this issue was not as strict under the
SBL program.

CSBFA and SBLA Annual Report 1999-2000 « 3



On-site audits: CSBFA legislation
empowers the Minister to conduct on-site
audits of lenders’ CSBF loan documents
and records to verify that the program is
being delivered in accordance with the
CSBFA and its regulations. There was no
such authority under the SBL program.

Appraisals: Appraisals are now required
in more situations, including when a

going-concern business is being purchased.

The requirement for appraisals was more
limited under the SBL program.

Related borrowers: Related borrowers
are limited to a maximum aggregate
outstanding CSBF loan balance of

$250 000, unless they are proven to be
independent of each other. There was no
such restriction under the SBL program.

Security: Security ranking requirements
are now clearly defined for various
situations not previously addressed under
the SBL program.

Revision of repayment terms: Under the
SBL program, alterations of repayment
terms were permitted only in cases of
actual or impending default. Repayment
terms may now be altered at any time
during the maximum loan term as long as
the changes do not compromise the
borrower’s ability to repay the loan.

Claim for loss: Interim claims for loss can
now be made before realizing on personal
guarantees and/or finalizing compromise
settlements. Under the SBL program, all
realization had to be completed before a
claim could be made.

Administration fee: Administration fees
of 1.25 percent are payable quarterly
under the CSBF program, rather than
annually under the SBL program.

e Remedies for non-compliance: Under
the SBL program, only a few specific types
of errors could be corrected, and even
then, only within a certain time frame.
The CSBF program allows for a greater
breadth of corrective measures with fewer
restrictive time limits. For example, the
inadvertent application of an excessive
interest rate can be corrected.

The Crown’s Maximum
Potential Liability to
Approved Lenders

The Crown is contingently liable to approved
lenders for the partial reimbursement of
losses they may sustain for loans made under
the CSBFA according to a particular formula
(see the explanation of Cap on claims on
page 3). As of March 31, 2000, the
government’s maximum net contingent
liability related to loans made under the
CSBFA was $296.8 million. Each lender has
a separate account of loans guaranteed under
the program during the lending period.
While all loans carry the same amount of
guarantee, not all loans carry the same
amount of government exposure.

The contingent liability of the taxpayer
under the program is the maximum amount
of money that the government may be called
upon to pay to lenders if all CSBF loans were
to default simultaneously (without any
repayments or without recoveries from
guarantees or the sale of assets). However,
the experience of the program does not come
close to approaching this figure. The
contingent liability is used as a measure to
control the size of the program over its five-
year period and is not an indication of the
net cost of the program, which must take
into account recoveries made against defaults
and fees collected. All loans are subject to

4 « CSBFA and SBLA Annual Report 1999-2000



both the 2 percent registration fee and the
annual 1.25 percent administration fee,
which is to be paid quarterly beginning in
2000-01. Therefore, as contingent liability is
accumulated, so are fee revenues.

Cost Recovery Measures

The CSBFA has a number of provisions to
help meet the goal of cost recovery that were
not included in the SBLA. Lenders must use
the same level of due diligence in making
CSBF loan decisions and assessing loan
repayment as they do when considering
conventional loans. There is a provision for
auditing a lender’s loan files to assist in the
monitoring of program compliance.

“Related Borrower” and “Independent Small
Business™ are two concepts introduced in the
new Act to prevent project splitting without
stifling successful entrepreneurs who are
operating more than one small business at
different premises whose projected gross
revenues from each other do not exceed

25 percent. There are more situations under
the CSBF program where an appraisal is
required than under the SBL program. The
quality of security required has been
improved over SBL program requirements by
increasing the number of situations where
equal ranking security is required. In
addition, the real property for which the
CSBF loan is made can be taken as security
to finance leasehold improvements to a
borrower who is not dealing at arm’s length
with the landlord.

To speed the payment of claims and reduce
the overall cost of interest paid by the

Administration, interim payments are now
permitted. This provision allows lenders to
file claims earlier than they could under the
SBLA. The government pays interest on the

value of the unpaid principal of the loan
from the date interest was last paid by the
borrower to the time the associated claim is
paid. Further, accelerated claim payments
combined with a reduction in the time during
which interest on claims is accumulated will
reduce interest costs to the Crown.

Determining whether the program is on track
to meet its goal of cost recovery requires an
ability to forecast the value of claims against
and flow of fees from future and existing
loans. The evaluation framework of the
CSBFA includes the collection and analysis
of new data. These will enhance Industry
Canada’s monitoring and forecasting capacity,
and its ability to foresee problematic situations
before they materialize. With new major
program parameters, the government now
can make immediate adjustments, if
necessary, to ensure the program meets

its goal of cost recovery.

Monitoring and Forecasting
Challenges

In December 1997, the Auditor General of
Canada recommended that factors affecting
the SBL program’s ability to meet its goal of
cost recovery should be carefully monitored.
Another recommendation was that systems
and practices designed to forecast the
performance of the program should be
developed and implemented. Under the
CSBFA, the Administration has been
collecting more comprehensive data and with
greater frequency to improve its information
systems. Moreover, a more robust model for
forecasting revenues and expenses has been
developed. However, several factors that
complicate the Administration’s ability to do
so with confidence remain.
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e Research has demonstrated that a

minimum of three to five years under a
stable program structure is needed to
produce sufficient data for reliable
forecasting. The SBL program’s
parameters changed significantly in 1993
and again in 1995 with the introduction
of new administration fees and the
reduction in the financing rate and
guarantee rate. Further, with the
introduction of the CSBFA, significant
changes aimed at improving the program’s
ability to meet its goal of cost recovery
were implemented. The newly developed
model facilitates the forecasting of
revenues and expenses associated with a
given value of lending. However, there are
insufficient data for the model to reflect
the current program confidently.

Lenders may take as long as three years
after a loan defaults to claim their losses,
resulting in a reporting lag. The average
lag between default and claim under the
SBLA was 12.1 months, in part because
claims could not be filed before all
personal guarantees were realized on the
loans, a time-consuming process. Under
the CSBFA, interim claims are allowed to
be filed before the realization of all
personal guarantees. However, claims on

defaults of smaller loans are still expected
to be received more quickly than those of
larger loans. The maturity period of a
loan is 10 years after the first repayment is
made (a borrower can make his or her
first payment up to a year after the loan is
disbursed) and, as such, claims could
conceivably be filed up to 14 years after
the associated loans were made.

Under the SBLA, lenders were not
required to report on outstanding balances
on a per-loan basis or by the fiscal year in
which loans were made. As a result, it is
difficult to analyse the government’s
revenue stream from administration fees
and to review its financial obligations in
any one year. However, beginning in 2001,
lenders will be required to report on the
status of all individual outstanding loans,
including their outstanding balances. This
will allow for more confident forecasting
of claims activity and fee payments.

6 « CSBFA and SBLA Annual Report 1999-2000



Performance

Economic Environment

The Canadian economy continued to
perform well throughout 1999-2000. It
expanded by a strong 4.6 percent (annual
rate) in the fourth quarter of 1999, marking
the 18th consecutive quarter of economic
growth, the longest stretch since the 1960s.
Growth was led by an increase in business
investment and housing construction.

Inflation remained in check. However, higher
energy prices put upward pressure on inflation
in recent months. A solid 22.4 percent
increase in energy prices drove up inflation

to 3 percent in March, its largest year-over-
year increase since December 1991. Strong
growth and higher costs for women’s clothing
and travel tours also put upward pressure

on prices, although an expected appreciation
of the dollar offset some of these pressures.
On the whole, inflation remained within

the Bank of Canada’s official 1 to 3 percent
target range.

The prime interest rate rose in February
2000, reaching 6.75 percent, following an
increase in the Bank of Canada’s bank rate.
The prime rate is the benchmark for many
consumer and small business loans.

The national unemployment rate stood at
6.8 percent in January 2000, the lowest level
since April 1976. More than 192 000 net
new jobs were created by employer
businesses in Canada between the third
quarter of 1998 and the third quarter

of 1999. This is slightly lower than the

208 000 jobs recorded in 1997-98.

The Canadian dollar continued to hold
steady against the U.S. dollar and other
major foreign currencies. It was supported by

strong economic fundamentals at home and
a global rebound in commodity prices. The
Canadian dollar value averaged about
US$0.67 in 1999.

Small businesses continue to be of vital
significance to the Canadian economy, as
shown by the following statistics:

e The number of employer businesses
in Canada continued to rise, reaching
1 970 099 in September 1999 (Business
Register Division of Statistics Canada).

e The number of self-employed workers
grew by 2.7 percent from January 1999 to
January 2000 (Industry Canada, Small
Business Quarterly, 2000, Vol. 2, No. 1,

p. 1).

e SMEs accounted for virtually all net new
jobs created in Canada in 1999.

Performance Overview

There were 17 667 loans worth $1.351 billion
made under the CSBF program in 1999-2000,
its first year of operation (see Table Il in the
CSBFA Tables section for a breakdown by
major lenders). This represents decreases of
approximately 22 percent and 16 percent in
the number and value of loans, respectively,
made under the SBLA in 1998-99. The
decrease in activity may be attributed mainly
to the introduction of the new legislation and
the learning process associated with it.
However, lending momentum increased
during the year. Lenders required time to

feel comfortable with the new program.

The average loan size grew slightly to
approximately $76 500 over the same
period. Table 1 on the following page
presents a breakdown of lending by

loan size.
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Table 1: Number and Value of Loans Made, by Loan Size, 1999-2000

Loan size

Number of loans Value of loans

Less than $10 000

$10 000 or more and less than $25 000
$25 000 or more and less than $50 000
$50 000 or more and less than $75 000
$75 000 or more and less than $125 000
$125 000 or more and less than $250 000
$250 000

Total*

*Details may not add up to totals because of rounding.

The loans made were used for the following
purposes:

e Equipment purchase, installation,
renovation, improvement and/or
modernization accounted for $840 million
(62.1 percent) of the 1999-2000
financing. Of this amount, $13.3 million
was used to purchase software.

e Real property or immovables required
$286 million (21.2 percent) in financing
for renovation, improvement,
modernization, construction and/or
purchase.

e Tenants making or purchasing lease-
hold improvements took $212 million
(15.7 percent) of the financing.

e The financing of the 2 percent registration
fees represented $13.4 million (1 percent)
of the total amount of loans.

This breakdown represents a small shift in
lending use from equipment to real property,
immovables and leasehold improvements,
relative to financing activity in 1998-99
under the SBLA.

($000)

851 5711
3134 54 029
4045 146 269

2 804 169 673
3357 326 209
2781 475 758
695 173 750

17 667 1 351 399

In 1999-2000, 12 claims associated with
loans made under the CSBFA were paid, for
a total of $323 451. Given the minimal
claims activity experienced to date under the
program, any detailed discussion related to
this activity would be premature. More
detailed claims information, such as claims
paid by sector and by firm size, will be
presented in future annual reports as a
greater base of data becomes available.

Loans Outstanding and
Claims Forecast

More than $1.351 billion in CSBF loans
were made as of March 31, 2000. Overall
loan reductions amount to $314.5 million,
an aggregate of $314.2 million in borrowers’
repayments and $323 451 in government
reimbursements of lenders’ loan losses. This
suggests that in the CSBF program’s first year
of operation, the government’s claims paid
rate was 1 percent on the overall portfolio of
loans repaid (see Table 2).
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Table 2: CSBF Loans Outstanding as of March 31, 2000

Borrowers’ repayments
Crown’s loss reimbursements

Overall loan reductions

Loans made between April 1, 1999, and March 31, 2000

Loans outstanding on lenders’ books as of March 31, 2000

$1 351 398 808
($314 220 672)
(323 451)

(314 544 123)
$1 036 854 685

The goal of the CSBF program is to run on a
cost-recovery basis. This means that for a
given portfolio of loans made in a given
fiscal year, the cost to the government of
paying claims on these loans should be offset
by the registration and administration fees
collected over the life of these loans.

As of March 31, 2000, the government had
a net contingent liability of $296.8 million
with respect to the almost $1.04 billion

in outstanding CSBF loans. More than

$25.2 million in registration fees was
collected in 1999-2000, while gross claims
paid amounted to $323 451. The net result
was a positive balance of almost $25 million.

The monitoring and forecasting challenges
mentioned above make it impossible to
forecast accurately how this balance might
change over time. While administration fees
were accumulated on CSBF loans during
1999-2000, lenders are not required to pay
these fees until early in 2000-01. Beginning
in 2000-01, lenders will be obligated to pay
administration fees quarterly.

The SBL program (for loans made from
1995-96 to 1998-99) and the CSBF program
were both designed to meet their goal of cost
recovery when the loss rate is 6.25 percent.

Given the existing registration and
administration fee structure and the
comprehensive cost-recovery measures
implemented under the CSBFA, the CSBF
program is expected to recover its costs over
the life of the loans.

Borrowers, by Age
of Enterprise

Lenders are required to report the age of the
enterprises for which small business loans are
approved under the CSBFA. Business start-
ups, which are key targets of the program,
received the majority of the number and
value of small business loans made in
1999-2000. Moreover, their share of lending
activity was greater than it had been recently
under the SBLA. The shift occurred more
from enterprises that were one to three years
old than from those older than three years.
Figures 1 and 2 on the following page
present the breakdown by firm age of the
number and value of loans made in
1999-2000.

CSBFA and SBLA Annual Report 1999-2000 « 9



Figure 1: Number of Loans Made, by Age of Enterprise, 1999-2000

B 3+ years
|:| 1-3 years
- Start-ups

Figure 2: Value of Loans Made, by Age of Enterprise, 1999-2000

$411 456 409

$765 074 719

B 3+ years
|:| 1-3 years
- Start-ups

Additional Employment
Resulting from Loans

Borrowers must provide lenders with their
current number of employees and their
estimate of the additional employees they
intend to hire as a result of the loan. Lenders
in turn forward these figures to the
Administration. While these figures are

useful in analysing trends, it is important to
remember that they are informal estimates
and should be interpreted as such.

CSBFA borrowers estimated that the loans
they obtained in 1999-2000 allowed them to
create an estimated 55 238 new jobs. While
this estimate was lower than the estimated
61 650 jobs created as a result of SBLA
lending in 1998-99, it translated into more
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jobs created per loan at 3.1 jobs, compared
with 2.7 jobs per loan in 1998-99. A 1996
survey of nearly 700 borrowers determined
that borrowers’ own initial job creation
estimates were conservative; the borrowers
tended to hire more employees as a direct
result of their loans than they had
anticipated. Additional studies addressing job
creation, job loss and displacement are
planned. Future annual reports will carry
enhanced data on jobs created by borrowers.

Additional Employment
Expected, by Sector

The Administration collects comprehensive
information from lenders on borrowers,
including the sector in which they operate
and size of their revenues (see next section).
A great deal of work has been undertaken to
classify borrowers by industry more
accurately and comprehensively. Borrowers
that formerly may have been classified in the
other services or unclassified categories are
now more precisely categorized. As a result,
CSBF loan data are more comprehensive.
However, the availability of the additional
details complicates comparisons with lending
activity by industry sector in previous years.
Given the very small number of claims
received associated with these loans made,

it is too early to present data for claims at
this time.

A preliminary review of existing data
indicates that, in most instances, there have
been only minor changes in the relative
shares of loans made by industry sector as a
result of the transition to the CSBFA from
the SBLA. Performance in terms of job
creation per loan made varied greatly across
industry sector, but generally resembled that
experienced in 1998-99. Borrowers in the
accommodation, food and beverage services

sector accounted for the greatest number and
value of loans made under the CSBF
program in 1999-2000 and the largest
average loan size (see Table 3 on the
following page). The retail trade, and the
transportation and warehousing sectors were
also very active in terms of borrowing under
the program. Firms in the accommodation,
food and beverage services sector also
expected to create more jobs than any other
sector as a result of CSBF program lending.

Additional Employment
Expected, by Firm Size

The transition to the CSBFA did not have a
significant impact on the relative distribution
of lending among firms of different sizes in
terms of revenues. The data suggest that
firms with revenues of less than $500 000
accounted for more than 50 percent of both
the number and value of loans made in
1999-2000. However, the average loan size
increased with firm size. These trends
parallelled those experienced under the SBL
program. There was a slight increase in the
average size of firms borrowing under the
program in terms of revenues; it was

$608 446 in 1998-99 under the SBL
program, compared with $631 466 in
1999-2000 under the CSBF program.

The average expected additional employment
created by borrowers per loan increased with
firm size. Firms with revenues of more than
$500 000 were expected to create the largest
amount of additional employment. These
trends are similar to those experienced in the
final year of lending under the SBLA. Table 4
on page 13 presents data on loans made and
anticipated employment increases by firm
size expressed in revenues.
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View of the Future
Goals for 2000-01

The Administration has a number of goals
related to the delivery of the CSBF program
in 2000-01. They centre around the
continued implementation of the new
elements of the CSBFA, improvement of the
Administration’s information systems,
application of the principles of Government
On-Line, improved partnering with lenders,
continued development of service standards,
and the development of the voluntary sector
and capital leasing pilot projects. For more
detailed information on the pilot projects,
please see next section.

With the successful launch of the CSBFA in
1999-2000, the Administration aims to
consolidate its implementation in its second
year of operation while maintaining efficient
processes. This includes developing a
consistent corporate understanding and
introducing policies regarding designation

of new lenders, interim payments and the
conduct of on-site audits. The Administration
will install a new information system to
improve its program reporting and
forecasting ability and better manage
program cost and revenues. Once in place,
the improved information system will
accommodate the payment of annual
administration fees quarterly, improved
accrual accounting activities, annual reporting
by lenders on a loan-by-loan basis, and data
collection related to both pilot projects.

The Government of Canada is committed to
ensuring that Canadians can carry out all of
their transactions with Government On-Line
by 2004, with an interim target of 50 percent
of transactions by 2002. The Administration
is studying the implications of introducing
further electronic commerce processes to its

operations and those of its clients. The goal is
to ensure that the government’s commitments
regarding on-line transactions related to small
business financing can be met.

A comprehensive goal of the Administration
for 2000-01 is improved partnering with the
lenders who are delivering the program.
Lenders need to be regularly informed of
developments that could directly affect them.
Moreover, the efficient operation and success
of the program is helped with ongoing input
from the lenders. The Administration plans
to develop service standards for the CSBFA,
publish information bulletins, and further
advance a program to review and deal with
issues arising from the delivery of the CSBF
program.

Pilot Projects: Review of the
Voluntary Sector and Capital
Leasing Pilots

The Act provides authority to develop pilot
projects for lending to the voluntary sector
and for capital leasing. The purpose of the
pilot projects is to identify and test the
viability and utility of the program in these
areas, which are currently outside the scope
of the CSBFA. In undertaking the pilot
projects, the federal government seeks to
meet the same incrementality and cost-
recovery objectives as in the core program.

Industry Canada, as the department
responsible for administering the Act, has
undertaken extensive research to determine
the feasibility and design challenges of these
pilot projects. This research has examined
the scope and financial structure of the
voluntary sector and has probed its financing
needs. It has also examined the structure of
the leasing industry, the gaps in serving
financing needs in the SME community,
securitization and other technical issues
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essential to the implementation of a pilot
project for capital leasing. The Canada Small
Business Financing Act: Assessing New
Opportunities (Industry Canada, Ottawa,
2000, http://strategis.gc.ca/csbfa) provides
summaries of most of the research and early
consultations undertaken as part of the
process of developing pilot project designs.
Further consultations are to take place
during summer and fall 2000.

Any pilot project implemented would require
an evaluation framework before the launch
that is designed to evaluate the success of the
pilot project during and after its life span. A
framework would predetermine the type of
data to be collected to evaluate if a pilot
project is being managed efficiently and is
achieving its objectives. There would be
emphasis on the objectives of cost recovery
and the ability to meet a need for our target
clientele. This information would also be
used to decide whether a pilot project
should be permanently amalgamated with
the core program.

Program Review

In contrast to the predetermined end of the
SBLA's lending authority, the CSBFA will
have a mandatory Program Review every five
years, in consultation with Parliament.
Critically, the CSBFA will allow the
government, through regulation, to alter
eligibility criteria for access to program
loans. Such changes may be made if research
and consultations suggest that they would
better assure the program’s move toward
cost recovery.

Program Evaluation
Framework

Industry Canada is starting a broad program
evaluation that will be used to assess the
CSBF program over the next four years. Data
are being collected and analysed and will be
reflected in modifications to annual reports
as results become available.

The evaluation will address the following
issues:

e the ongoing relevance of increasing
access to financing for small businesses
and the need for continuing federal
government involvement;

e awareness of the program and its
effectiveness in achieving its stated goals
including incrementality;

e the impact of the program on the
creation, maintenance and displacement
of jobs; and

e the performance of borrowers.

The evaluation will also report on progress
toward achieving cost recovery and on the
reliability of the forecasting of program
conditions, given the effects of program
changes over the past number of years.

To this end, the Administration, in the
future, will gather and analyse more data
than are currently collected. Part of the
evaluative effort will include interviews with
stakeholders, a survey of small businesses
and a review of other similar programs.
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Upcoming Challenges

In the coming months, the program faces
two key challenges related to the designation
of lenders under the Act. The MacKay Task
Force on the Future of the Canadian
Financial Services Sector recommended
expansion of membership in the Canadian
Payments Association (CPA). In response, the
Minister of Finance introduced legislation on
June 6, 2000, to reform financial sector
regulatory legislation. Included in this
package are changes to the Canadian
Payments Association Act. Because the
CSBFA uses CPA membership as a key
criterion for designating lenders,
implementation of these changes will

impact on the CSBFA.

The Department of Finance proposes to
include new categories of CPA members: life
insurance companies, securities dealers,
cooperative credit associations, trustees of a
qualified trust, and money market mutual
funds. Under the CSBFA definition of lender,
all members of the CPA are eligible lenders
under the program. Accepting all new non-
lending members of the CPA as eligible
lenders could potentially increase the risk
exposure to the Crown. To address this
concern, the proposed financial services
reform legislation includes a consequential
amendment to section 2 of the CSBFA to
modify the definition of lender.

These actions will not affect current CPA
members nor new CPA members in the old
categories. However, new members in the
new categories must fulfil the requirements
of the amendment. These measures will
mitigate the risk exposure to the Crown,
as inexperienced lenders will not have
automatic access to the program. Further,
this legislation will have no impact on the
Policy Respecting the Designation of
Lenders.

The CSBFA defines three categories of
lenders: members of the CPA, members of a
central cooperative credit society that is a
member of the CPA, and lenders designated
by the Minister. While the Act and its
regulations provide authority for designating,
as lenders, non-members of the CPA, they
provide no criteria for doing so. For this
reason, guidelines have been created to deal
with outstanding applications from
organizations wanting to be designated to
make loans under the Act. The guidelines
seek to ensure that, in designating new
lenders, the Minister has reasonable
assurance that they demonstrate adequate
financial stability and experience. The
Minister has full authority to set and alter
the criteria of this policy at any time. The
goal of putting formal guidelines in place is
to provide transparency in program
administration.
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CSBFA Tables




Table I: Comparison of Canada Small Business Financing Act and
Small Business Loans Act: Major Program Differences

Due
diligence
and care

Appraisals

Eligible
assets

Related
borrowers

Security

Revision of
repayment
terms

Claims for
loss

Adminis-
tration fee:
1.25 percent

Remedies
for non-
compliance

On-site
audits

Canada Small Business Financing Program

Lenders are required to apply same due diligence procedures
to CSBF loans as they do to non-CSBF loans. This includes
obtaining satisfactory credit references and an assessment
of the borrower’s ability to repay the loan.

Appraisals are required in four different situations, including
when a going-concern business is being purchased.

Decontamination costs can be financed in certain
circumstances. The 50 percent minimum space requirement
applies only to purchase of premises and the 100 percent
rule applies for improvements.

Related borrowers are limited to a maximum loan limit of
$250 000 combined, unless they are proven to be independent.

Security ranking requirements are defined for a comprehensive
array of situations. A distinction is made between primary

and additional security. Rules for substitution and release

of assets are extended to cover more situations.

Repayment terms may be altered at any time as long as the
changes do not compromise the borrower’s ability to repay
the loan.

An interim claim for loss can be made before realizing on
personal guarantees and/or finalizing compromise settlements.
Submission deadline of 36 months can be extended with no
limitations. Interest on claims is accumulated for 12 months at
the full rate and for 12 months at one half the full rate.

Beginning in 2000-01, annual administration fees of
1.25 percent will be payable quarterly.

Specific remedies are set out for several categories of
non-compliance.

Legislation permits the Minister to conduct on-site audits of
lenders’ documents and records to verify that the program
is being complied with according to the Act and its regulations.

Small Business Loans Program

Not specifically addressed.

Appraisals were required only in one situation:
non-arm’s-length transactions.

Decontamination costs were not specifically
addressed. The 50/50 rule applied to purchase
and improvement of premises loans.

Each borrower’s maximum loan amount was
limited to $250 000. No restrictions for
related borrowers.

Security ranking requirements were defined for
a limited number of situations. No distinction
was made between primary and additional
security. Rules for substitution and release of
assets covered a limited number of situations.

Changes were permitted only in case of actual
or impending default.

All realization had to be completed before
submitting a claim for loss. Submission deadline
of 36 months could be extended by only six
months. Interest on claims was accumulated for
12 months at the full rate and for 24 months at
one half the full rate.

Annual administration fees of 1.25 percent were
payable annually.

Remedies for non-compliance were limited.
Correction periods were more restrictive.

The Minister had no authority to conduct on-site
audits of lenders’ documents and records to
verify that the program was being complied with
according to the Act and its regulations.
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Overview

The Small Business Loans Act (SBLA) was
repealed on March 31, 1999. It was replaced
by the Canada Small Business Financing Act
(CSBFA). The SBLA was designed to help
new and existing SMEs obtain affordable
term financing for the purchase and
improvement of fixed assets. These business
improvement loans were made directly by
approved lenders to the small and medium-
sized enterprises (SMEs). The pivotal
component of the SBLA was the sharing of
loan losses, if any, between the lenders and
the federal government. In 1995, the
government added the goal of cost recovery
to the Small Business Loans (SBL) program.
Revenues on loans made since April 1, 1995,
were expected to offset the value of claims
paid by the government over the lifetime of
these loans. For reference, Table IV in the
SBLA Tables section provides details on how
SBL program parameters have changed

over the years.

A comprehensive review of the SBLA in 1998
confirmed the program’s efficiency and
effectiveness in filling a gap in debt financing
for SMEs. However, to streamline the
legislation and incorporate the review’s
findings, together with recommendations
from the Auditor General and the House of
Commons Standing Committee on Industry,
it was decided that it was advisable to
develop a new Act rather than to amend the
SBLA. The new Act’s program parameters
parallel those of the SBLA, but include
certain provisions to strengthen its ability to
move toward cost recovery.

From its inception in 1961 until 1993, the
SBL program was modest in scope. In these
32 years, approximately 316 000 loans
totalling approximately $9 billion were
made. Following significant changes in

Part 2: Small Business Loans Act

program parameters in 1993, lending
ballooned to more than $2.5 billion in
1993-94 alone and to $4.4 billion in
1994-95. In 1995, program amendments
were made to place it on a cost-recovery
track. Nevertheless, the program continued
to achieve its objective of increasing access to
financing, and more than 117 000 loans
totalling approximately $7.85 billion were
guaranteed under the Act after the program
was put on a cost-recovery basis in 1995-96.

While lending activity under the SBLA ceased
on March 31, 1999, the Small Business
Loans Administration (Administration) will
continue to receive claims and revenues
associated with these loans for many years to
come. SBL loans can have maturities of up to
10 years after the first scheduled principal
payment, and lenders may take as long as
three years after a loan defaults to claim
their losses. Claims associated with SBL loans
could conceivably be filed up to 14 years
after the last of these loans was made.

Historically, peak claims activity has lagged
loans activity by three years and is affected
by economic cycles. Following an extended
period of relatively constant and modest
claims activity, the number and value of
claims paid approximately doubled in
1996-97 over the previous year. The number
and value of claims then jumped further to
all-time highs of 5 964 and $246 million,
respectively, in 1997-98, and then decreased
gradually. This declining trend is expected to
accelerate in the years to come as loans are
retired, especially those made in 1993-94
and 1994-95, and as a result of the end of
the SBL program.

Figure 3 presents the number of loans made
under the SBL program from 1990-91 to
1998-99 as well as the number of claims on
loans made under the program paid from
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1990-91 to 1999-2000. Figure 4 shows Table I in the SBLA Tables section details
similar information for the value of loans historical loans and claims activity of the
made and claims paid over the same period. SBL program.

Figure 3: Number of Loans Made from 1990-91 to 1998-99 and SBL

Program Claims Paid from 1990-91 to 1999-2000

1990-91 - Loans made

1991-92 Claims paid
1992-93

1993-94
1994-95
1995-96
1996-97
1997-98
1998-99

1999-2000 — . . . . . . |
0 10 000 20000 30000 40000 50000 60000 70000 80000

Figure 4: Value of Loans Made from 1990-91 to 1998-99 and SBL

Program Claims Paid from 1990-91 to 1999-2000

1990-91 - Loans made

1991-92
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SBL Program Lending,
by Firm Size

The Administration collects comprehensive
information from lenders on borrowers,
including their size in terms of revenues and
the sector in which they operate. A review of
the data suggests that for any fiscal year’s
lending, the greatest value of claims paid on
these loans occurs two to three years later,
after which the value of claims paid declines.
Historical data on the SBL program suggest
that the majority of the value of claims
associated with a given fiscal year’s lending
activity is paid within the following three
fiscal years. Table 5 provides a breakdown of
the value of claims paid on associated loans
made from 1995-96 to 1998-99 by firm size
in terms of revenues.

SBL Program Lending,
by Industry Sector

Much work has been undertaken to
accurately and comprehensively classify
program borrowers by the industry in which
they operated. For example, as claims were
processed, information on the sector in
which the borrowers operate was reviewed
and confirmed. One effect of these measures
is that data on more recent loans or for
which a claim was processed may be
classified differently than data on older loans
or on those for which no claim has been
received. Keeping these differences in mind
when analysing activity under the program is
important.

Table 6 on page 26 presents data on the
value of claims paid on associated loans
made from 1995-96 to 1998-99 by firms
in the accommodation, food and beverage
services, retail trade, transportation and
warehousing, manufacturing, and other
services categories. Firms in these sectors
have been the most active in terms of SBL
program lending recently.
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Table 5: Value of Claims Paid on Loans Made
from 1995-96 to 1998-99, by Firm Size

Annual
revenues Fiscal year | Value of Net claims paid in: Total net
of firm loans made | loans |1995-96 1996-97 1997-98 1998-99 1999-2000 | claims paid*
($000) ($000) | ($000) | ($000) | ($000) ($000) ($000)
Less than 1995-96 867 722 307 9 786 27 265 22 269 15 792 75418
$100 000 1996-97 175 956 27 1410 2 803 3027 7 267
1997-98 154 338 18 847 2 574 3440
1998-99 121 153 3 947 950
$100 000 1995-96 367 674 0 1785 8 788 7278 5517 23 368
or more 1996-97 495 312 31 4135 7961 10 025 22 152
and less 1997-98 457 380 48 2 280 7 659 9 987
than $250 000 1998-99 353 204 0 2612 2612
$250 000 1995-96 343 253 0 1965 11 384 12 415 7 338 33103
or more 1996-97 462 014 108 4990 13 081 14 322 32501
and less than 1997-98 447 039 194 2999 11 732 14 925
$500 000 1998-99 374 261 63 4544 4 607
$500 000 1995-96 318 572 0 868 9211 12 446 7 828 30353
or more 1996-97 431735 62 4 797 11 162 13438 29 459
and less than 1997-98 451 576 22 4125 11 915 16 062
$1 000 000 1998-99 358 600 17 3225 3242
$1 000 000 1995-96 248 772 0 823 6161 6 905 5696 19 584
or more 1996-97 335191 0 2 283 8 604 8 422 19 309
and less than 1997-98 350 931 64 2998 7 896 10 958
$2 500 000 1998-99 297 571 35 2 210 2 245
$2 500 000 1995-96 97 164 0 218 2334 2102 1835 6 490
or more 1996-97 118 735 0 659 2 964 2 387 6 010
1997-98 116 046 0 304 2 266 2570
1998-99 108 585 0 583 583
Total 1995-96 2 243 157 307 15 446 65 143 63 414 44 007 188 316
(all firms)* 1996-97 2018 943 228 18 274 46 575 51 620 116 697
1997-98 1977 309 346 13 553 44043 57 942
1998-99 1613 373 117 14 122 14 239
All years 7 852 782 307 15 674 83763 | 123659 153 792 377194

*Details may not add up to totals because of rounding.
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Table 6: Value of Claims Paid on Loans Made
from 1995-96 to 1998-99, by Selected Industry Sectors

Industry Fiscal year | Value of Net claims paid in: Total net
sector loans made | loans |1995-96 1996-97 1997-98 1998-99 1999-2000 | claims paid*
($000) | ($000) | ($000) | ($000) | ($000) ($000) ($000)
Accommodation,|  1995-96 372516 6 4506 16 803 17 019 12 438 50 772
food and 1996-97 380 114 186 6 066 15 496 16 534 38 282
beverage 1997-98 351 467 143 5119 13551 18 813
services 1998-99 321 145 0 4 466 4 466
Retail trade 1995-96 274 026 8 2 811 8 175 8 946 5 348 25 288
1996-97 272 817 17 3899 8 845 7 675 20 436
1997-98 269 144 49 2075 6 519 8 643
1998-99 224 810 0 3340 3340
Transportation 1995-96 306 718 54 703 3054 3585 2984 10 380
and 1996-97 263 405 0 832 1889 1827 4548
warehousing 1997-98 241 858 4 741 1 357 2102
1998-99 192 485 0 475 475
Manufacturing 1995-96 207 856 32 1184 5 787 6 152 6112 19 267
1996-97 183 948 11 1 006 4 455 7 156 12 628
1997-98 174 555 7 1644 6 287 7938
1998-99 128 158 49 1604 1653
Other 1995-96 333 807 14 2094 12 339 10 966 2 705 28 118
services 1996-97 409 346 0 3 347 9 870 3681 16 898
1997-98 425 032 52 2399 3781 6 232
1998-99 376 945 68 1455 1523
Total 1995-96 1494 923 114 11 298 46 158 46 668 29 587 133 825
(all firms 1996-97 1509 630 214 15 150 40 555 36 873 92 792
in the above 1997-98 1 462 056 255 11 978 31 495 43 728
industry 1998-99 1243 543 117 11 340 11 457
sectors)*
All years 5710 152 114 11 512 61 563 99 318 109 295 281 802

*Details may not add up to totals because of rounding.
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Legacy of SBLA

Loans Outstanding and
Claims Forecast

Since April 1, 1985, loans worth

$19.46 billion were made and registered
under the SBLA. Overall loan reductions
amounted to $15.63 billion, an aggregate of
$14.51 billion in borrowers’ repayments and
$1.12 billion in government reimbursements
of lenders’ loan losses (see Table 7). The
government’s claims paid rate, therefore,
was 7.2 percent on the overall $15.63 billion
portfolio of loans repaid.

The number and value of outstanding loans
have been falling since 1996-97 and
1995-96, respectively. As of March 31,
2000, there were 86 206 outstanding loans,
which accounted for an outstanding balance
of $3.83 billion. Nearly all of the loans were
made in Lending Period 12 (April 1, 1993, to
March 31, 1999). As of March 31, 2000,
the government’s net contingent liability
with respect to these outstanding loans (see
Table Il in the SBLA Tables section) had
been reduced to a maximum $959.4 million.
Future claim payments on loans outstanding
as of March 31, 2000, are estimated at some
$313.7 million. This is the amount that

could be paid to lenders during the next

10 fiscal years. When this $313.7 million in
estimated future claims payments is added to
the $1.12 billion already paid in claims as of
March 31, 2000, the estimated cumulative loss
rate amounts to 7.4 percent on $19.46 billion
in loans made since April 1, 1985.

Based on historical data, less than 10 percent
of the value of all claims payments associated
with SBL loans made in a given fiscal year is
expected to be paid by the end of the
subsequent fiscal year. The value of claims
payments then accelerates. It is expected that
over two thirds of the value of all claims
payments associated with a portfolio of loans
made in a given fiscal year will be distributed
in the following three fiscal years. The
proportion rises to over 95 percent when
examining the following five fiscal years.

Table Illa in the SBLA Tables section

provides a record of recoveries, receipt of

fees and claims payments for loans made
before April 1, 1995. The introduction of

the administration fee in the 1995-96 fiscal
year, together with the registration fee,

was intended to place the program on a
cost-recovery basis over a 10-year period.
Table 111b in the SBLA Tables section
provides a record of receipt of fees and claims

Table 7: SBL Loans Outstanding as of March 31, 2000

Borrowers’ repayments

Overall loan reductions

Loans made between April 1, 1985, and March 31, 1999

Crown’s loss reimbursements* (7.4% of overall loan reductions)

Loans outstanding on lenders’ books as of March 31, 2000

$19 463 429 697
($14 505 710 604)
(1123 217 877)
(15 628 928 481)
$3 834 501 216

*The $1 123 217 877 in loss reimbursements paid by the Crown represents subrogated debts. Included in this amount is $217 712 748,
which, in accordance with standard procedures, was written off during the 1999-2000 fiscal year.
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payments for loans made after March 31,
1995. It shows that the net position of these
loans as of March 31, 2000, was a negative
balance of approximately $70 million.

The goal of the program is to run on a cost-
recovery basis. This means that for a given
portfolio of loans made in a given fiscal year,
the cost to the government of paying claims
on these loans should be offset by the
registration and administration fees collected
over the life of these loans. Table 8 presents
an accrual breakdown of annual cash flows
related to loans made from April 1, 1995, to
the end of 1998-99. Revenues at the
beginning of this period far exceed expenses
as the 2 percent registration fee is collected
at the time a loan is registered. As existing
loans mature, expenses in the form of claim
payments will increase. The cost-recovery
goal is for these cash flows to balance over
the operating life of the program.

Given that the anticipated loss rate for
Period 12 is 8 percent, the SBL program is
not expected to meet its goal of cost recovery
on SBL loans made from 1995-96 (a loss
rate of 6.25 percent is necessary for the
program to achieve its goal of cost recovery).
As a result of the Program Review in 1998, a
number of measures were identified to
address this issue. The implementation of the
CSBFA introduces measures that will help
ensure that the CSBF program meets its goal
of cost recovery.
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