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1. PREFACE

The Canada Small Business Financing Program (CSBFP) is a statutory program designed

to facilitate access to financing for Canadian small businesses. Established in 1999, it is
governed by the Canada Small Business Financing Act (CSBFA) and administered by
Innovation, Science and Economic Development Canada (ISED). As legislated by the CSBFA,
the program operates on a statutory five-year review cycle. This report covers the fourth
such review period from April 1, 2014, to March 31, 2019.

Please note that this report was developed and finalized during the past year, prior to the
COVID-19 pandemic. We acknowledge that the pandemic has had a significant impact on
small businesses and the Canadian economy. While the report does not address pandemic-
related issues, its recommendations are still largely relevant and timely as a means of
seeking to improve access to affordable financing for small businesses in Canada.

2. EXECUTIVE SUMMARY

The overall purpose of this review is to examine the extent to which the CSBFP has been
successful, during the past five years of operation, in facilitating small businesses’ access to
financing. Specifically, the review considers the degree to which the program has achieved
its objectives of:

* helping new businesses get started and established firms to make improvements,
modernize and expand, as per the CSBFA; and

* improving small businesses’ access to loans that would not otherwise be available or
would only be available under less favourable conditions.

A number of background studies were undertaken in support of this review, including an
independent program evaluation conducted by ISED’s Audit and Evaluation Branch. Key
findings of this comprehensive review report follow.

PROGRAM RATIONALE

« The CSBFP continues to be an important, efficient and effective program in helping small
businesses, especially younger, smaller and higher risk businesses, access financing that
may otherwise have been unavailable.

* There was consensus among stakeholders, which included financial institutions and the small
business community at large, that there is a continuing need for a program like the CSBFP.

 The CSBFP is the only national loan loss-sharing program that is accessible across
Canada to small businesses in all sectors (except agriculture).
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PROGRAM ACTIVITY AND BENEFITS

During the review period, the CSBFP facilitated access to over 27,000 loans worth
$5.15 billion. Each year, CSBFP lending represents close to 5 percent of all new small
business lending in Canada.

Although program lending levels have declined for over a decade, this trend reversed
somewhat during the review period, with increased lending levels in recent years.

Loans made under the CSBFP are highly incremental. Without the program, over
80 percent of all CSBFP loans would have been denied or only approved under less
favourable conditions.

More than 60 percent of program loans (by value) go to start-up firms less than
one year old.

Cost-benefit and economic impact analyses found that the program has a positive
economic impact and that the social benefits generated by the program exceed its
social costs.

Of all businesses included on the PROFIT 500 ranking of Canada’s fastest growing
companies for 2015 to 2017, approximately 59 companies, or 6 percent, were former
CSBFP borrowers.

EXPENSES AND REVENUES

During the 2014-19 period, 4,359 claims for loss, valued at $280 million, were paid, while
$286 million in fees were collected on all new and outstanding CSBFP loans.

For the first time, the CSBFP is expected to be fully cost recoverable for loans made
during the 2014-19 review period. As of March 31, 2019, the net surplus to government
of program loans made from 2014-19 is estimated to be $25.6 million over the maximum
10-15 year life of the loans.

PROGRAM CHANGES AND DESIGN

1.

* In 2014, regulatory amendments were made to reduce the administrative burden of the

program and better align the program with conventional lending practices.

In 2015 and 2016, legislative and regulatory amendments were implemented to increase
the maximum loan amount for real property from $500,000 to $1 million, expand
program eligibility to small businesses with up to $10 million in gross annual revenues,
increase the maximum term for real property loans from 10 to 15 years and further
reduce the administrative burden of the program.

While stakeholders are generally satisfied with program parameters, lower levels of
satisfaction were expressed towards the documentation requirements of the program
and the $350,000 limit for equipment and leasehold improvement loans.

These claim payments on defaulted loans reflect losses that were incurred during the review period on loans that were
made since 2004.
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* Small business support organizations have recommended that borrower eligibility, which
is currently restricted to for-profit small businesses, be expanded to include not-for-
profit and charitable social enterprises.

* Many stakeholders, including financial institutions, noted that small businesses have an
increasing need for flexible cash flow financing for intangible assets and day-to-day
expenses, which is not addressed by the current design of the CSBFP.

PROGRAM ADMINISTRATION

 The CSBFP is currently delivered by banks, credit unions and caisses populaires. Moving
forward, there may be an opportunity to expand this distribution network, without changing
key program parameters, to include Fintech platforms and Aboriginal Financial Institutions.

 From an awareness perspective, the majority of loan officers are aware of the CSBFP
(98 percent); however, awareness of the program remains very low among small
businesses (10 percent).

* By the end of 2018-19, over 97 percent of CSBFP loans were registered using the online loan
registration system (compared with 65 percent at the end of 2013-14) and 100 percent
of claim payments were being paid electronically (compared with only 9 percent at the
end of 2013-14).

GOVERNANCE AND INTERNATIONAL PROGRAMS

* The CSBFP is a public guarantee program that is administered by ISED and the Minister
of Small Business, Export Promotion and International Trade, and delivered in partnership
with private sector financial institutions. However, more work could be done to increase
engagement of public and private sector stakeholders in a systemic way.

e All G7 countries have loan guarantee programs, like the CSBFP, to improve access to
small business financing. Aside from the United Kingdom, Canada’s loan guarantees
for small businesses represent the lowest level of support in both absolute dollars and
relative to gross domestic product (GDP).

* With the exception of Canada, all G7 programs offer multiple debt-financing products,
such as lines of credit, and many allow financing to be used to fund working capital.

CONCLUSIONS AND FUTURE DIRECTIONS

* Going forward, it is important that the CSBFP continues to evolve to meet the current
economic environment and changing needs of small businesses.

e This review recommends that consideration be given to making changes to the
following areas:

1. Increase the maximum loan amount for equipment and leasehold improvements;

2. Expand the list of eligible loan classes to include intangible assets and start-up costs;
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3. Broaden business eligibility to include not-for-profit and charitable social enterprises;

4. Add a variable debt product, such as a line of credit, to help finance short-term
working capital requirements;

5. Expand the lender distribution channel to include organizations such as Aboriginal
Financial Institutions and Fintech platforms;

Increase program awareness and knowledge among lenders and borrowers;
Advance the CSBFP information technology systems infrastructure;

Reduce the administrative burden and complexity of the program; and

© © N O

Enhance stakeholder engagement in evaluation and review of the CSBFP.

3. OVERVIEW OF THE CANADA SMALL
BUSINESS FINANCING PROGRAM AND
FINANCING CHALLENGES FOR SMALL
BUSINESSES

3.1 PROGRAM DESCRIPTION

The CSBFP is a statutory program that aims “to increase the availability of financing for
the establishment, expansion, modernization and improvement of small businesses.”? It is
governed by the CSBFA and administered by ISED. The CSBFP was established in 1999 to
replace the Small Business Loans Program, which began in 1961.

The Government of Canada recognizes the need for small and medium-sized enterprises
(SMEs) to have access to financing. The objective of the CSBFP is to facilitate small
businesses’ access to affordable financing that would not otherwise be available to them
or would only be available under less favourable conditions. Specifically, the Government
of Canada partners with private sector lenders to share the risk of lending to help fill gaps
in the credit market for SMEs. The increase in the amount of financing extended to small
businesses under the program is expected to ultimately stimulate economic activity and
create jobs for Canadians.

Under the CSBFP, Canadian small businesses with gross annual revenues of up to $10 million
can receive term loans to finance real property, equipment and leasehold improvements.
Farming,® not-for-profit, charitable and religious organizations are not eligible. Borrowers
can finance up to $1 million, of which a maximum of $350,000 can be used for equipment
and leasehold improvements. The maximum government coverage period is 15 years for

2.  Canada Small Business Financing Act.
3. The Canadian Agricultural Loans Act (CALA) Program provides loan guarantees to farms and agricultural co-operatives.
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real property and 10 years for equipment and leasehold improvements. Furthermore, the
maximum allowable interest rate under the program is the prime (or residential mortgage)
rate plus 3 percent. See Appendix A for key CSBFP parameters.

The CSBFP is a national program and is available in all provinces and territories. To access
the program, small businesses apply directly to the lender of their choice. Financial
institutions, which include banks, credit unions and caisses populaires, are responsible for
all credit decisions and for applying the same due diligence to CSBFP loans as they do for
conventional loans. Once the loan is approved, the borrower receives the funds from the
lender, not the government, and the lender registers the loan with ISED. In the event of

a default, lenders must realize on all securities and guarantees to reduce the loss before
submitting a final claim for payment, along with all necessary documentation, to ISED. ISED
reviews all claims and pays the lender up to 85 percent of eligible losses.

3.2 SMALL BUSINESS AND THE FINANCIAL MARKETPLACE

Small businesses account for the majority of enterprises in Canada and drive job creation,
productivity and growth in the economy. As of December 2017, there were 1.18 million
employer establishments in Canada, 97.9 percent of which were small businesses (i.e., fewer
than 100 employees).* These small businesses employed more than 8.3 million people, or
close to 70 percent of the private sector labour force. Small businesses are also key drivers
of job creation, accounting for 67.5 percent of net employment growth between 2013

and 2017.

Small businesses must have access to capital to start up, expand and modernize. In 2017,
new small business credit disbursements (i.e., lending under $1 million) accounted for

$25.2 billion.® The value of CSBFP lending in the same year (2017-18) was $1.2 billion, which
represents close to 5 percent of all new small business lending in Canada.

In 2017, approximately 47 percent of SMEs in Canada requested external financing.® About
one quarter sought debt financing (e.g., mortgages, term loans, lines of credit or credit
cards), while the remainder sought trade credit, leasing and equity financing. Of those small
businesses that did not seek any type of financing, 91 percent reported that financing was
not needed.

In terms of how firms plan to use borrowed funds, most SMEs stated that they intended
to use the funds to support working and operational capital expenditures (62 percent), to
purchase machinery/equipment (25 percent) and to purchase land/buildings (15 percent).”

4. Innovation, Science and Economic Development Canada. Key Small Business Statistics, January 2019.

5. Innovation, Science and Economic Development Canada. Biannual Survey of Suppliers of Business Financing —
Data Analysis, First Half 2017, 2018.

6. Statistics Canada. Survey on Financing and Growth of Small and Medium Enterprises, 2017.
7. Statistics Canada. Survey on Financing and Growth of Small and Medium Enterprises, 2017.

CSBFA | Comprehensive Review Report 2014-2019



While purchases of equipment and property have remained fairly stable since 2011

(26 percent and 17 percent respectively), the percentage of businesses indicating that
financing was to be used for working capital has grown (51 percent in 2011), signifying that
there is an increasing need for financing to cover day-to-day operating expenses.

3.3 CHALLENGES IN ACCESSING FINANCING

The credit market for business financing in Canada has been strong for the past several
years according to available data; however, stakeholders have indicated that it remains
difficult for some small businesses, particularly younger and smaller businesses, to access
the financing they need to start, expand and modernize. The main reason that SMEs
experience more difficulty in obtaining credit is “information asymmetry” — SMEs are
unable to provide detailed information on their creditworthiness as they lack collateral and
a credit history.2 This lack of information creates reluctance among financial institutions to
lend as there is uncertainty about the integrity of the borrower and potential future returns.
In addition, small businesses tend to have a higher mortality rate and are more vulnerable
to changes in economic conditions than medium-sized and large businesses, which also
factor into a lender’s decision regarding whether or not to approve financing requests.? The
combination of these factors leads to a difference between the demand for financing and
the supply of funds, which is referred to as the “financing gap for SMEs.”"

Over the past nine years, approximately 24 percent of Canadian small businesses, on
average, request debt financing each year. Of those that request financing, 85 percent are
approved and 15 percent are not approved. Those that are approved receive approximately
87 percent of the amount requested. These statistics have been fairly stable over the past
nine years (Table 1). The main reasons given by lenders for not approving debt-financing
requests were insufficient sales or cash flow (41 percent), insufficient collateral (32 percent),
project too risky (29 percent) and poor or lacking credit history (28 percent)." While there is
likely a small portion of requests that will be denied due to poor business plans, there is also
a small share of “discouraged borrowers” with good business plans that may not request
financing due to the cost and difficulty of obtaining it or the belief that their request would
be turned down.

8. Organisation for Economic Co-operation and Development. Facilitating Access to Finance. Discussion Paper on Credit
Guarantee Schemes, 2010.

9. Organisation for Economic Co-operation and Development. Facilitating Access to Finance. Discussion Paper on Credit
Guarantee Schemes, 2010.

10. Organisation for Economic Co-operation and Development. Evaluating Publicly Supported Credit Guarantee Programmes
for SMEs, 2017.

1. Statistics Canada. Survey on Financing and Growth of Small and Medium Enterprises, 2017.
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TABLE 1: ACCESS TO DEBT FINANCING FOR CANADIAN SMALL BUSINESSES

Authorized-to-

Request rate (%) Approval rate (%) requested ratio (%)
2009 14 79 72
2010 18 88 88
201 25 88 90
2012 26 89 90
2013 30 85 89
2014 28 81 83
2015 23 88 93
2016 26 82 86
2017 26 87 93

Sources: Industry Canada / Innovation, Science and Economic Development Canada, Credit Conditions Survey (2009,
2010, 2012, 2013, 2015, 2016) and Statistics Canada, Survey on Financing and Growth of Small and Medium Enterprises
(2011, 2014, 2017).

The data indicate that while small businesses in Canada are generally successful at raising
necessary funds, certain categories of small businesses continue to face difficulties
accessing financing. Various business characteristics, such as size, age and industry, impact
the ability of a small business to access financing due to the risk level associated with

each of these factors. See Appendix B for approval rates for debt financing in Canada
categorized by business characteristics.

Larger (i.e.,, more employees) and older businesses, on average, tend to have higher
approval rates and receive loans closer to their full requested amount when compared with
smaller and younger businesses.” Small start-ups are often deemed to be riskier due to
their lack of credit history, managerial experience and collateral, which makes it difficult for
them to access financing. In fact, of businesses two years old and younger that were denied
debt financing, 64 percent indicated that a lack of credit history was the reason given for
the refusal.® This is a key gap in financing as start-ups represent about 10 percent of SMEs
within Canada.*

While financing request rates are similar across industries, approval rates and loan terms
vary by sector. The highest approval rates, on average, over the past nine years are in
the agriculture, forestry and mining sectors (92 percent) and the construction sector
(90 percent). In contrast, the lowest approval rates are in the accommodation and food
services sector (80 percent), followed by the retail trade sector (83 percent) and the
transportation and warehousing sector (85 percent).

Overall, while Canada has a good credit market and good conditions for business, some small
businesses have more difficulty accessing financing than others due to their characteristics,
sectors and regions. Certain firms face greater challenges because of more volatile sales and

12. In 2017, young businesses (2 years old and younger) had a slightly higher overall approval rate than businesses aged
4-10 years. However, when approval rates were broken down by debt products, young businesses had a much lower
approval rate for term loans (78 percent) than older businesses (88—95 percent).

13.  Statistics Canada. Survey on Financing and Growth of Small and Medium Enterprises, 2017.
14. Statistics Canada. Survey on Financing and Growth of Small and Medium Enterprises, 2017.
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earnings, higher loan default rates, fewer assets to pledge as collateral and shorter credit
histories. In addition, an imbalance of information and a lack of understanding about a small
business’ operations can make it difficult for lenders to assess the financial and operational
risk of the business.” In these situations, lenders often charge higher interest rates, offer
lower loan amounts or demand more collateral to cover potential losses. Many young and small
businesses are often unable to afford these terms or do not have any collateral to offer, so they
find themselves unable to access financing. Due to these gaps, governments at various
levels have introduced programs and initiatives to provide federal/provincial support and
encourage private sector lending to small businesses.

4. CHANGES TO THE CANADA SMALL
BUSINESS FINANCING PROGRAM

41 COMPREHENSIVE REVIEW REPORT 2009-2014

The Comprehensive Review Report 2009-2014 revealed a number of key findings:

« The CSBFP remained an important program in helping small businesses, particularly
higher risk businesses (e.g., start-ups), access financing that may otherwise have
been denied.

 The CSBFP registered nearly 34,000 loans, with a value of $4.7 billion, from 2009-14.
However, program usage declined from over 48,000 loans registered, worth more than
$5 billion, from 2004-09.

 CSBFP loans were highly incremental, with approximately 58 percent of loans (by value)
going to start-up firms less than one year old.

» Cost recovery improved, with fee revenues expected to offset 82 percent of the cost of
claims for loss, for CSBFP loans made from 2009-14.

* Program awareness remained low among small businesses.

In response to stakeholder concerns raised in the 2009-14 report, a package of regulatory
amendments was developed during the review period and implemented on April 1, 2014.
These changes sought to improve program uptake by lenders by addressing program
irritants, such as administrative burden, and better aligning the CSBFP with conventional
lending practices. Specifically, some of the changes included allowing lenders to charge
conventional lending fees, reducing the amount of proof of purchase documentation
required during claims procedures and deregulating the maximum financing percentage.

In terms of program design, stakeholders stated (through interviews and roundtable
discussions) that they were generally satisfied with the program, but that certain

15. Industry Canada. Comprehensive Review Report 2009-2014: Canada Small Business Financing Act, 2015.
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parameters, such as the $500,000 limit on lending for real property and the $5 million
revenue cap for program eligibility, may no longer be appropriate for current market
conditions. Small businesses also expressed a need for flexible cash flow financing to help
them start and grow their business, which is currently not met by the fixed-term asset-
based financing option under the CSBFP.

4.2 LEGISLATIVE AND REGULATORY AMENDMENTS

Following an announcement in Budget 2015, program officials developed a package of
amendments to the CSBFA and its regulations. The purpose of these amendments was to
increase the amount of financing available, allow more small businesses to apply for CSBFP
loans and further reduce the administrative burden of the program.

On June 23, 2015, legislative amendments were implemented to:
e increase the maximum loan amount for real property from $500,000 to $1 million; and

* expand program eligibility to small businesses with gross annual revenues of $10 million
or less, up from $5 million or less.

In addition, regulatory changes, which were developed to go hand-in-hand with the
legislative amendments, came into force on February 19, 2016. Key changes included:

e increasing the maximum term for real property loans from 10 to 15 years;
« extending the claim submission period from 36 to 60 months; and

* removing the requirement for leasehold improvements to be secured by a mortgage
where the borrower and landlord are not at arm’s length.

5. PERFORMANCE REVIEW

5.1 APPROACH

A number of research studies and ongoing internal analyses were carried out to inform the
review of the CSBFP. They can be grouped into the following categories:

Program evaluation

An independent program evaluation was conducted by ISED’s Audit and Evaluation Branch
based upon a performance measurement strategy that the Treasury Board of Canada
Secretariat recommends be used for assessing major policies, programs and initiatives.

16. Prior to the 2009—14 review period, program evaluations were carried out by external contractors. In 2013, however, ISED’s
Audit and Evaluation Branch began conducting the evaluations in an effort to reduce overall costs.

CSBFA | Comprehensive Review Report 2014-2019



Stakeholder discussions and surveys

Awareness and satisfaction surveys of lenders, small businesses and CSBFP borrowers were
conducted. Interviews with ISED officials, financial institutions (including both frequent and
less frequent users of the program), small business associations and support organizations,
and academic experts were conducted as part of the program’s evaluation and this review.

Economic impact and benefits analyses
Studies were undertaken on the program’s incrementality, economic impact and benefit-
cost ratioV”

Cost recovery analysis
Lending, default and claim experiences under the CSBFP were examined and cost recovery
forecasts were developed based upon various statistical models.

5.2 PROGRAM ACTIVITY

The CSBFP has successfully helped many new businesses get started and established firms
make improvements and expand. Over the 2014-19 review period, the CSBFP facilitated
access to over 27,000 loans to small businesses, representing $5.15 billion. The average loan
size during this period was about $188,000.

The profile of CSBFP loans over the 2014-19 period had the following characteristics:

e Start-up businesses, less than a year old, were the primary recipients of CSBFP lending,
receiving $3.2 billion (62 percent of total loan value);

e The majority of businesses had gross annual revenues of $1 million or less (73 percent);

* Loans were used for leasehold improvements (41 percent), equipment (34 percent) and
real property (25 percent);

e Most lending (by value) went to small businesses in the accommodation and food
services (39 percent), retail trade (13 percent) and transportation and warehousing
(6 percent) sectors; and

 From a geographic perspective, lending under the program generally mirrored the
population distribution of SMEs by province and territory, with the exception of British
Columbia, with the majority of lending going to borrowers in Ontario and Quebec
(Figure 1).

17. The methodologies used in these studies were originally developed and/or validated by the private sector and academics.
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FIGURE 1: PERCENTAGE DISTRIBUTION OF CSBFP BORROWERS (2014-19) VERSUS THE
CANADIAN SME POPULATION BY REGION (2017)
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The CSBFP is demand-driven and does not target any particular region or sector. As such,
any variations in program uptake reflect choices made by lenders and borrowers.

While overall program loan values were in decline for over a decade from 2004-05 to 2014-15,
this trend has reversed as lending levels have increased in recent years (see Figure 2). For
instance, in 2018-19, the CSBFP facilitated 6,071 loans worth over $1.3 billion in new lending,
which represents an increase of 66 percent in total loan value from 2014-15. This increase is
mainly due to the legislative and regulatory changes made in 2015 and 2016 that increased
the maximum loan amount for real property from $500,000 to $1 million and the associated
maximum coverage period from 10 to 15 years. However, although the value of lending
has increased, the number of businesses that received program loans has decreased by
19.5 percent when compared with the 2009-14 review period. There are several possible
reasons for this trend — small businesses do not know about the program as awareness
remains low, lenders do not use the program if they perceive the administrative burden
is too high or the profitability is too low, or the program is becoming less relevant as eligible
loan classes are not keeping pace with the financing needs of modern and innovative small
businesses, which increasingly require financing for intangible assets and working capital.
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FIGURE 2: NUMBER AND VALUE OF CSBFP LOANS (2014-19)

1,400 14,000
$1,322.0
1,200 12,000
$1,163.7
~~
[72]
c 1,000 10,000
0
-é %
</ 800 8,000 o
w Y
c 19)
© -
0 o
- Q0
5 600 6,000 £
o) >
3 £
© (0]
> °
o 400 4,000 -
°
|—
200 2,000
0] o]
2014-15 2015-16 2016-17 2017-18 2018-19
Fiscal year
M Value of loans == Number of loans

Note: See Appendix C for more information on program activity.

5.3 INCREMENTALITY

The program’s primary objective is to facilitate lending to small businesses by extending
financing that would not otherwise be available to them (full incrementality) or would
only be available under less favourable conditions, such as higher interest rates, lower loan
amounts, shorter loan terms, additional collateral requirements and more borrower equity
(partial incrementality).

ISED employs two separate studies to estimate the level of incrementality of the CSBFP:

the Incrementality Study of the CSBFP and the Lender Awareness and Satisfaction Study.
The incrementality study only examined full incrementality and found that the CSBFP is

69 percent fully incremental.’® In other words, over two thirds of debt-financing requests
from small businesses receiving CSBFP loans would have been denied without the existence
of the program, which is consistent with results from previous studies. This methodology
was repeated using different threshold approaches to determine whether CSBFP borrowers
would have been approved or rejected without the program and findings revealed that full
incrementality ranged from 50 to 70 percent.

18. Rivard, P. Incrementality Study of the Canada Small Business Financing Program, Innovation, Science and Economic
Development Canada, 2018.
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The lender awareness and satisfaction study examined levels of both full and partial
incrementality of the CSBFP. Using survey responses from lenders who had direct
experience with the program, the study found that half of all loans (51 percent) would not
have been approved without the program and another third (30 percent) would only have
been approved under less favourable conditions.® Lenders indicated that the less favourable
conditions would have included smaller loan amounts, increased borrower equity, greater
collateral requirements, shorter amortization periods and/or higher interest rates. These results
are consistent with findings from the 2014 Lender Awareness and Satisfaction study.?°

When both studies are taken into consideration, the overall level of incrementality of the
CSBFP (both full and partial) is estimated to be over 80 percent.

5.4 ECONOMIC IMPACT AND COST-BENEFIT ANALYSES

The goal of loan guarantee schemes around the world is to facilitate access to financing

for credit-constrained businesses and improve overall credit conditions. The expectation is
that extending financing that would not otherwise have been approved (i.e., incrementality)
will provide firms with necessary capital while also generating direct and indirect economic
and social benefits for the recipient businesses, such as employment and production, and
benefits to the overall economy. To determine the CSBFP’s effectiveness and efficiency,

an economic impact analysis and a cost-benefit analysis are conducted every few years to
inform the evaluation and comprehensive review of the program.

The economic impact analysis of the CSBFP found that program borrowers, when compared
with similar non-borrowers, experienced greater economic growth in terms of revenues,
profits and employment.?’ CSBFP participants also had a higher two-year firm survival

rate compared with their counterparts. However, these estimates should not simply be
interpreted as causal because there may be other factors related to growth that are not
controlled for. Therefore, it cannot be concluded from the results that CSBFP borrowers
grew faster because they received program loans; rather the results indicate that CSBFP
borrowers grew faster, controlling for many, but likely not all, factors related to firm growth.

Results from the cost-benefit analysis indicate that the social benefits of the CSBFP

exceed the social costs. The results are driven largely by the estimated GDP impacts of

the program, which arise when CSBFP borrowers receive incremental loans through the
program and use these loans to finance investments that would not otherwise be possible.
When GDP impacts are taken into consideration, it is estimated that the program’s net social
benefits exceeded social costs by nearly $4 billion over the nine-year evaluation period,

19. EKOS Research Associates Inc. Canada Small Business Financing Program (CSBFP) Lender Awareness and Satisfaction
Study, 2018.

20. R.A. Malatest & Associates Ltd. Canada Small Business Financing Program (CSBFP) Lender Awareness and Satisfaction
Study, 2014.

21. Huang, L. and P. Rivard. Canada Small Business Financing Program. Economic Impact Analysis, Innovation, Science and
Economic Development Canada, 2019.
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or $350 million or more annually.?? In other words, every dollar spent on program costs
contributes an additional five dollars of benefits (i.e., a 5:1 benefit-cost ratio). When these
GDP impacts are excluded, the net social benefit is still positive, though more modest, with
benefits exceeding social costs by nearly $900 million over the nine-year evaluation period,
or an average of roughly $100 million per year. Therefore, every dollar spent on program
costs contributes an additional two dollars of benefits (i.e., a 2:1 benefit-cost ratio).

The findings of these studies are further corroborated through evidence from the CSBFP’s
awareness and satisfaction study. The study asked borrowers if the CSBFP loan they
received impacted their business positively, negatively or not at all. Specifically, borrowers
were asked to examine the impact the loan had on the business’ ability to start up, grow,
increase sales and/or profits, increase productivity or efficiency, increase employment levels
and stay in business. In each case, the majority of borrower respondents indicated that the
loan they received from the CSBFP had a positive impact on their business, most noticeably
on their businesses’ ability to start up (81 percent), grow (75 percent) and stay in business
(72 percent).?®

Finally, ISED compared borrowers in the CSBFP database with the PROFIT 500 ranking
of Canada’s fastest growing companies for 2015 to 2017. Of the 975 unique businesses
captured on the PROFIT 500 rankings for all three years, approximately 59 companies, or
6 percent, were identified as former CSBFP borrowers.

5.5 EXPENSES AND REVENUES

The main expenses of the program are claim payments made by ISED to lenders when

a loan defaults. Loans made in any given year, however, can default at any time over the
potential 10-15 year term of loans. To help offset these costs, the CSBFP collects an upfront
2-percent registration fee and an annual 1.25-percent administration fee on all loans. As the
CSBFP is a statutory program, all fee revenues and claims for loss flow directly in and out of
the Consolidated Revenue Fund.

Claim Expenses

From 2014-19, 4,359 claims (valued at $280 million) were paid to lenders, averaging
$64,246 per claim (Figure 3). These claim payments reflect losses that were incurred during
the review period on defaulted CSBFP loans made since 2004. To protect the government
from unexpected expenses, a cap is placed on claims paid, which is based upon the total
value of loans registered by each lender within a five-year period. For most lenders, the cap
is approximately 12 percent of their CSBFP loan portfolio. The current cap appears to be set
at an appropriate level as no lenders are expected to reach their cap for this review period.

22. Huang, L. and P. Rivard. Canada Small Business Financing Program. Cost-Benefit Analysis, Innovation, Science and
Economic Development Canada, 2019.

23. R.A. Malatest & Associates Ltd. Canada Small Business Financing Program (CSBFP) Awareness and Satisfaction Study, 2018.
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To a large extent, this is due to a positive economic environment, which has resulted in
reduced claims during this review period.

FIGURE 3: NUMBER AND VALUE OF CSBFP CLAIMS (2014-19)
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Operating Costs

In addition to paying claims for losses, the program’s operating costs are approximately
$2.4 million annually for a staff of 23. The program facilitated over $1 billion annually in
financing for small businesses over the 2014-19 period.

Fee Revenues

Over the 2014-19 period, $286 million in program fees were collected. These fees include
the 2-percent registration fees ($101 million) collected on loans made during the review
period and the 1.25-percent annual administration fees ($185 million) collected during the
review period on all outstanding CSBFP loans made since 2004.

Cost Recovery

Cost recovery under the CSBFP refers to the extent to which program revenues from fees
help to offset program expenses from claims. The importance of carefully monitoring the
financial performance of the loan portfolio and regularly updating the program’s cost
recovery model has been reinforced by the Office of the Auditor General.
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To estimate the level of cost recovery, ISED, in conjunction with academics, has developed
forecasting models that use multivariate analysis of claims received in a given month
combined with statistical and econometric-based models to project future claims against
forecasted revenues. ISED updates its forecasting models on a regular basis to ensure
they reflect the most recent economic conditions and they are vetted by the Office of the
Auditor General.

As of March 31, 2019, the CSBFP, for the first time, is expected to be fully cost recoverable
for loans made during the 2014-19 review period over the potential 10-15 year life cycle of
the loans. Specifically, it is estimated that the program will be 108 percent cost recoverable,
with a net surplus of almost $26 million on $5.15 billion of lending to SMEs. As a percentage
of total lending, this represents a net cost to government of -0.5 percent. Taking into
consideration the time value of money, on a net present value (NPV) basis, the program

is expected to be 119 percent cost recoverable for the 2014-19 lending period, with a net
surplus of almost $48 million. However, it is important to note that this is not a permanent
state as cost recovery is variable and depends upon a variety of factors (e.g., state of the
economy, type of lending, level of defaults, etc.).

See Appendix D for more information on cost recovery of the CSBFP.

5.6 PROGRAM DESIGN AND ADMINISTRATION

Program Design

In terms of the overall design and administration of the CSBFP, lenders have expressed high
levels of satisfaction with the program’s policies and services provided by ISED.?* Small
business borrowers also reported being generally satisfied with the program and almost all
(90 percent) said that they would consider using the program again.?®

Stakeholder feedback, however, revealed some areas for improvement. Some lenders
expressed dissatisfaction with the administrative burden of the program, particularly the
documentation required and difficulty associated with completing forms. In addition,
both lenders and small businesses recommended increasing the $350,000 maximum
loan amount for equipment and leasehold improvements. The $350,000 limit has not
been changed since 2009 and it may no longer reflect current costs of equipment and
leasehold improvements.

Another recommendation that arose was to broaden borrower eligibility under the CSBFP,
which is currently limited to for-profit small businesses, to include not-for-profit and
charitable social enterprises. This recommendation was made by small business support
organizations and included in the federal government’s Social Innovation and Social Finance
Strategy as a means to improve social purpose organizations’ access to federal business
support programs.

24. EKOS Research Associates Inc. Canada Small Business Financing Program (CSBFP) Lender Awareness and Satisfaction
Study, 2018.

25. R.A. Malatest & Associates Ltd. Canada Small Business Financing Program (CSBFP) Awareness and Satisfaction Study, 2018.
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Furthermore, the CSBFP is currently restricted to providing term loans for fixed asset

loan classes (real property, equipment and leasehold improvements) and does not offer

a variable debt product, such as a line of credit, to address cash flow financing needs.
When surveyed, less than half of program borrowers found it reasonable that the CSBFP
solely offers term loans and restricts lending to the above-mentioned loan classes.?® Lenders
also expressed a need to expand the program to include additional loan classes as businesses
increasingly require financing for expenses beyond “brick and mortar” assets. Specifically,
stakeholders identified that modern and innovative small businesses need help accessing
funding to purchase intangible assets, including intellectual property, and cover start-up costs
and working capital, including expenses related to inventory, supplies and marketing. This
sentiment was reflected in the Comprehensive Review Report 2009—-2014, with small businesses
expressing a need for flexible cash flow financing to help them start and grow their business,
which is currently not met by the asset-based financing options under the CSBFP.

Overall, while the majority of lenders and small business borrowers continue to express high
levels of satisfaction with the design of the CSBFP, there are areas of improvement that
could be explored, moving forward, to ensure that the program is delivered efficiently to
continue to fulfill its mandate and help Canadian small businesses adapt to the realities of
the digital economy.

Awareness of Program

Program awareness among loan officers in financial institutions is very high, with the

vast majority (98 percent) reporting that they have heard of the CSBFP.?” Their level of
awareness and knowledge of the program’s specific terms and conditions, however, such as
eligibility criteria, maximum loan amounts and the percentage covered by the government
in the event of loan defaults, was lower overall, highlighting an area for improvement.

In contrast, CSBFP awareness continues to remain very low among small businesses in
general (10 percent in 2018 compared with 12 percent in 2013) and even among those
small businesses that have previously obtained a loan under the program (29 percent in
2018 compared with 41 percent in 2013).22 As small business borrowers must apply directly
to lenders to access the CSBFP, financial institutions are the front-facing service delivery
channel of the program, so borrowers do not interact directly with ISED. As such, small
business borrowers may not realize that their loan is part of a government program despite
completing an application process that includes a CSBFP registration form.

Delivery Channels

The CSBFP is delivered by private sector lenders in every province and territory across
Canada. The CSBFA defines a “lender” for the purposes of the program as a member of

26. R.A. Malatest & Associates Ltd. Canada Small Business Financing Program (CSBFP) Awareness and Satisfaction Study, 2018.

27. EKOS Research Associates Inc. Canada Small Business Financing Program (CSBFP) Lender Awareness and Satisfaction
Study, 2018.

28. R.A. Malatest & Associates Ltd. Canada Small Business Financing Program (CSBFP) Awareness and Satisfaction Study, 2018.
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the Canadian Payments Association or any other organization designated by the Minister
of Small Business, Export Promotion and International Trade. For situations where a lender
requires designation from the Minister, the program has a “Policy Respecting Designation of
Lenders,” which outlines six specific criteria that should be taken into consideration before
designating a lender.?®

Program lenders are currently limited to banks, credit unions and caisses populaires,
which allows them to offer program loans to Canadian small businesses, register the

loans with ISED and submit claims for payment in the event of loan defaults. The online
alternative finance market, however, which is delivered by Fintech platforms, has emerged
in recent years to complement traditional sources of financing and is rapidly expanding

as they are able to offer efficient financing options to small businesses through the use of
online applications.*® In addition, Aboriginal Financial Institutions, which are autonomous,
Indigenous-controlled, community-based financial organizations, are also a key source

of financing for First Nations, Métis and Inuit businesses and are available in all provinces
and territories. While Fintech platforms and Aboriginal Financial Institutions are becoming
important providers of SME financing in Canada, they are not currently considered lenders
under the CSBFP. To be allowed to offer program loans to small businesses, individual
Fintech platforms and Aboriginal Financial Institutions would have to apply to the CSBFP
for an assessment to determine if they meet the criteria to be designated a lender by the
Minister of Small Business, Export Promotion and International Trade.

Advancing CSBFP Information Technology Systems Infrastructure

During the previous lending period (2009-14), ISED launched the CSBFP Online Loan
Registration Application to increase efficiency and reduce administrative burden by
enabling participating lenders to electronically transfer/receive loan registrations, program
fees and claim payments. This joint venture with Agriculture and Agri-Food Canada’s
(AAFC) Canadian Agricultural Loans Act (CALA) Program, a loan guarantee program similar
to the CSBFP that targets the farming sector, led the way for innovation in the delivery of
services to Canadians. It transformed what were once manual paper-based/cheque-based
processes for administering the program into a completely electronic front-end solution that
is easier, faster and less expensive for both government and financial institutions.

Some of the benefits of the initiative include:

* Increased efficiency: electronic transmission means quicker processing of loan
registrations (reducing 3-5 days to register a loan to seconds);

* Reduced administrative burden and costs: reduction in manual processes, paper,
cheques and costs for financial institutions and the CSBFP (reducing 5,000-7,000 paper
registrations/cheques per year to less than 300);

29. Innovation, Science and Economic Development Canada. Policy Respecting Designation of Lenders, 2016.

30. Organisation for Economic Co-operation and Development. Financing SMEs and Entrepreneurs 2019: An OECD
Scoreboard, 2019.
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* Improved service delivery: improvements to data integrity, with fewer errors and less
time spent on follow-up calls; and

e Common platform: the same platform is used for both ISED’s CSBFP and AAFC’s CALA
Program (reducing maintenance costs for government by $400,000 per year), thereby
reducing time and effort spent by financial institutions on adopting, integrating and
operating two different systems.

The Comprehensive Review Report 2009-20]14 specifically indicated that ISED should
continue to assist lenders in taking advantage of the CSBFP Online Loan Registration
Application to transfer loans, fees and claim payments electronically. As of March 31, 2019,
most major lenders were using the application:

* 97 percent of loan registrations and fees were being transferred electronically to the
CSBFP (up from 65 percent at the end of 2013-14); and

* 100 percent of claim payments were being transferred electronically to lenders (up from
9 percent at the end of 2013-14).

Going forward, there may be opportunities to further increase efficiency, improve service
delivery and reduce administrative burden by enabling lenders to electronically submit claim
applications in a secure document transfer environment.

6. GOVERNANCE AND INTERNATIONAL
PROGRAMS

Loan loss-sharing programs like the CSBFP, also known as credit guarantee schemes, are a
popular tool used by governments around the world to facilitate the availability of financing
for small businesses. However, governance structures, policies, products and level of
government involvement vary greatly between programs. The following examines different
types of loan loss-sharing programs and international best practices.

6.1 GOVERNANCE STRUCTURES

The Organisation for Economic Co-operation and Development (OECD) has defined three
different credit guarantee scheme structures: public, public—-private and private.*

The CSBFP was established and continues to be administered as a public guarantee scheme,
which means that it is a direct government initiative and the guarantee is publicly funded.
Another example of a public guarantee scheme is the U.S. Small Business Administration
(SBA) 7(a) loan program, which is the equivalent of the CSBFP. In contrast, some countries,

31. Organisation for Economic Co-operation and Development. SME and Entrepreneurship Financing: The Role of Credit
Guarantee Schemes and Mutual Guarantee Societies in Supporting Finance for Small and Medium-Sized Enterprises, 2013.
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such as France, have public—private guarantee schemes in which the private sector is more
involved in the program, but the public sector remains the majority shareholder.

Although the CSBFP is categorized as a public guarantee scheme based upon the OECD
definition, the private sector does play a role. Specifically, the program is delivered in close
partnership with the private sector. The federal government, through ISED, is responsible for
administering the program, including legislation, regulations, policy and program guidelines;
loan registrations; and claims processing. In addition, the government covers 85 percent of
losses when a loan defaults, which are offset by registration and administration fees. Private
sector financial institutions, on the other hand, are responsible for all credit assessments and
decisions, funding loans, and realizing on all assets and guarantees to reduce the loss when
a loan defaults. Lenders also carry some financial risk as they are responsible for 15 percent
of the loss in the event of a default.

From a governance perspective, the CSBFP is delivered and administered by the federal
department of ISED, as opposed to a separate agency or development bank, and there is no
board of directors. Policy decisions and operational management are carried out internally
and overseen by the Minister of Small Business, Export Promotion and International Trade.
This is similar to its SBA counterpart in the United States. France’s loan guarantee program,
on the other hand, is delivered by its public development bank, known as Bpifrance, which
operates under the guidance of a board of directors.

While the CSBFP does not have a board of directors, it does consult extensively with
stakeholders through surveys, discussions and interviews, and their input informs the
program evaluation and the comprehensive review, including recommendations for future
directions. However, more effort could be made to increase involvement of both public and
private stakeholders in overseeing the CSBFP on a systemic basis as they offer important
perspectives that are beneficial to management of the program.

6.2 COMPARISON OF THE CANADA SMALL BUSINESS
FINANCING PROGRAM WITH OTHER INTERNATIONAL
PROGRAMS

In addition to Canada, all G7 countries have one or more credit guarantee programs to help
small businesses access financing. Table 2 illustrates the value of new government loan
guarantees in each G7 country, as well as the proportion of loan guarantees in relation to
each countries’ GDP and total outstanding SME business loan balance. It is noteworthy that,
with the exception of the United Kingdom, Canada’s loan guarantees for small businesses
represent the lowest level of support of all G7 countries reporting in both absolute dollar
terms and relative to GDP and total outstanding SME business loans.
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TABLE 2: COMPARISON OF GOVERNMENT LOAN GUARANTEES IN G7 COUNTRIES

Loan guarantees
as a percentage of

Government loan Conversion to Loan guarantees

Y| SRR Gey | S biionsy | “of dob oty | outstanding SmE
Canada* CAD 14B 14 0.06 1.4
France EUR 8.9B 13.0 0.32 3.7

Germany** Unavailable

Italy EUR 17.5B 25.7 0.76 10.3
Japan JPY 22.2T7 2781 3.8 81
United Kingdom GBP 0.22B 0.36 0.01 0.2
United States USD 32B 42.7 0.6 5.2

Sources: Organisation for Economic Co-operation and Development, Financing SMEs and Entrepreneurs 2019: An
OECD Scoreboard, 2019; and OECD Data, Gross domestic product (GDP).

* Canada’s data include loan guarantees from the CSBFP, Export Development Canada and the Business Development
Bank of Canada.

**Germany does not participate in the OECD Scorecard, so data are unavailable.

International credit guarantee schemes also vary greatly in their scope and parameters,
and they are continually being revised to keep up with shifting needs of small businesses
in their respective countries. While the CSBFP is restricted to term loans for real property,
equipment and leasehold improvements, many other international programs allow
guaranteed funds to be used to purchase intangible assets and to cover operational costs.
Almost all G7 countries, with the exception of Canada, offer additional debt-financing
products, such as lines of credit in addition to term loans, with a view to better assist
SMEs with their day-to-day expenses. For example, the SBA’s 7(a) loan program provides
guarantees on small business loans that can be used to fund property, equipment, working
capital, business acquisition or debt refinancing. Under the umbrella of the 7(a) loan
program, the SBA also offers a CAPLines program that allows small businesses to access
fixed or revolving lines of credit for cyclical or short-term working capital needs.

These international programs provide interesting models that the CSBFP could consider
adopting, such as working capital financing and lines of credit, to ensure that the program
evolves to meet various financing needs of small businesses in Canada.

7. CONCLUSIONS AND FUTURE DIRECTIONS

The CSBFP is a federal program designed to improve access to financing for Canadian
small businesses to help them start up, expand, modernize and improve. Loan guarantee
programs, such as the CSBFP, are widely used around the world to help small businesses as
they often have difficulty accessing financing due to a lack of credit history, collateral and
detailed financial statements.
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While credit markets and economic conditions in Canada have been fairly good in recent years,
there is evidence that a significant number of Canadian small businesses still face challenges
accessing debt financing. These businesses include younger businesses (i.e., start-ups

and businesses less than 3 years old), smaller businesses (i.e., fewer than 20 employees),
businesses with little/no collateral and businesses with little/no credit history. Also included
are businesses in riskier industry sectors and businesses requiring financing for less tangible
assets. In addition, some small businesses choose not to apply for financing because they

think they will be turned down, applying is too difficult and the cost of financing is too high.

SMEs are an essential part of the Canadian economy and require financing to start up,
survive and grow. To help fill the credit gap for higher risk small businesses and encourage
financial institutions to lend to these businesses, governments have federal and provincial
programs in place to help small businesses gain access to financing. The CSBFP, however,
is unique in that it is the only loan loss-sharing program that operates in all provinces and
territories, is open to all sectors (except agriculture) and leverages financial institutions
to fund loans that would otherwise be unavailable. Studies have shown that CSBFP loans
are over 80 percent incremental when both full and partial incrementality are taken into
account. This means that in the absence of the program, financing would not have been
approved or would only have been approved under less favourable terms. This financing
is being provided at very little cost to government and has been shown to have positive
benefits and impacts on the Canadian economy.

This comprehensive review of the CSBFP from 2014-19 has demonstrated that the program
continues to be a successful and efficient mechanism to assist Canadian small businesses,
particularly start-ups, with accessing debt financing. The recent evaluation of the CSBFP
also concluded that the program addresses “a demonstrable need to facilitate SME access
to financing” and there continues to be a “need for a program that shares the risk of lending
to higher risk SMEs.”3? Despite its sustained relevance, however, the Government of Canada
recognizes that in order to remain relevant and better meet the needs of modern and
innovative Canadian small businesses, the CSBFP must continue to evolve and modernize.

Based upon feedback from program stakeholders and recommendations from the program
evaluation, this review recommends that consideration be given to making changes to
program parameters in the following areas:

Increase the Maximum Loan Amount for EQquipment and Leasehold Improvements

Consideration could be given to adjusting the maximum loan amount for equipment and
leasehold improvements, which is currently $350,000. Lenders have identified that the
current limit is too low and does not account for the rising costs of these assets. In terms
of risks, higher loan amounts generally lead to higher claim amounts. However, the overall
percentage of claim values in relation to overall loan values is not expected to change

32. Innovation, Science and Economic Development Canada. Evaluation of the Canada Small Business Financing Program, 2019.
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and fees would help to offset some losses. If the maximum loan amount is increased, the
maximum coverage period may also need to be increased to ensure that loans remain
affordable for borrowers.

Expand Eligible Loan Classes

In line with recent OECD recommendations and feedback from both financial institutions
and Canadian SMEs,** consideration could be given to expanding eligible loan classes to
include intangible assets, such as intellectual property (IP)3* (e.g., patents, copyrights,
trademarks) rights and assets, and start-up costs (e.g., marketing, inventory, franchise fees).
This change would allow the program to better meet changing needs of small businesses,
particularly innovative and growth-oriented SMEs, which often require financing for
intangibles and start-up costs, rather than solely tangible assets. In terms of risks, intangible
assets and costs are not expected to perform as well as current loan classes as they are
more difficult to realize on in the event of a default than real property and equipment. As
such, the loss-sharing ratio may also need to be re-examined.

Broaden Business Eligibility to Include Not-for-Profit and Charitable Social Enterprises

CSBFP eligibility, which is currently limited to for-profit businesses, could be opened up

to include not-for-profit and charitable social enterprises. This change would eliminate

an unnecessary program restriction and improve social purpose organizations’ access to
federal business development programs. There are no additional anticipated risks with this
proposed change as loans to not-for-profit and charitable social enterprises are expected to
perform as well as loans to for-profit small businesses.

Add a Variable Debt Product

The CSBFP could explore adding a variable debt product, such as a line of credit, to its
product offerings to better meet the working capital needs of small businesses. Through
past consultations, small businesses have highlighted the need for line of credit financing
and lenders have identified that they are interested in offering this product. In addition,
this would align with the financing tools offered by other international loan guarantee
programs, such as the SBA CAPLines program in the United States. Variable debt products
are considered riskier than term loans as there are generally lower recoveries during the
realization process in the event of a default. To mitigate some of the risk, the program may
explore a different maximum lending amount, fee structure, interest rate or loss-sharing
ratio for these lending products.

In addition, ISED officials will continue to strengthen relationships with stakeholders in the
following areas:

33. Organisation for Economic Co-operation and Development. SME and Entrepreneurship Policy in Canada, 2017.

34. Note: This refers to allowing the purchase of IP rights and assets as an eligible loan class. It does not include underwriting
collateralization of IP assets for other debt-financing purposes.

CSBFA | Comprehensive Review Report 2014-2019



Expand the Lender Distribution Channel

The CSBFP will consider designating Aboriginal Financial Institutions and individual Fintech
platforms as lenders under the program provided that they are able to meet all program
parameters to provide businesses with more options for accessing affordable financing
through program loans. Initial research indicates that some institutions and platforms
already have an established track record and seem to be able to meet the requirements of
the program. No additional risks are anticipated regarding this proposed change.

Increase Program Awareness and Knowledge among Lenders and Borrowers

While lenders are generally aware of the CSBFP, they may be more inclined to use it if they
were more knowledgeable of the specific parameters of the program. ISED officials will
continue working with financial institutions to increase their familiarity with the program.
To raise awareness among small business borrowers about the existence of a program of
this nature within Canada, ISED will increase efforts to promote the program within the
small business community.

Advance the CSBFP Information Technology Systems Infrastructure

ISED will continue to pursue the possibility of enabling lenders to submit claims
electronically as part of the online administration of the program. In addition to already
enabling digital transmission of loan registrations, program fees and claim payments,

the main elements of this initiative would include allowing financial institutions to submit
claim documentation electronically. It is expected that this initiative would further increase
efficiency, improve service delivery, and reduce the paperwork burden and manual
processes associated with the CSBFP.

Reduce Administrative Burden and Complexity

Despite continuous efforts to improve the administrative efficiency of the program, lenders
have suggested that the administrative burden and complexity surrounding the program
could be reduced. The program will undertake a review of all administrative processes with
an aim to making improvements in this area, while maintaining the integrity of the program
and being good stewards of public funds.

Enhance Stakeholder Engagement in Evaluation and Review of the CSBFP

Over the next review period, the CSBFP will work to increase involvement of both public
and private stakeholders to ensure their perspectives are more effectively incorporated
into program evaluation and review. This change could be achieved at a relatively low cost
without major changes to how the program is administered.
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APPENDIX A: KEY CANADA SMALL BUSINESS
FINANCING PROGRAM PARAMETERS

Parameter Loan requirements

Small business
eligibility

* Borrowers must have a for-profit business that operates in Canada
and has annual gross revenues of $10 million or less.

e Farming businesses and charitable and religious institutions are
not eligible.

Assets financed

Loans are restricted to financing:

e the purchase or improvement of equipment, and real property
or immovables;

 leasehold improvements; and
e program registration fees.

Maximum financing
amount

A borrower can finance up to $1,000,000 (of which a maximum of
$350,000 can be used to finance the purchase or improvement of
equipment or make leasehold improvements). These limitations apply
to a borrower’s total loans outstanding under the CSBFP.

Maximum interest rate

e Floating rate: the lender’s prime rate plus 3 percent (includes the
1.25-percent administration fee)

* Fixed rate: the lender’s single-family residential mortgage rate plus
3 percent (includes the 1.25-percent administration fee)

Length of term

The maximum term for any loan is 15 years for real property and
10 years for equipment and leasehold improvements.

Fees paid by lenders

e 2-percent registration fee: This amount is paid at the time of
registration and can be included in the CSBFP loan.

e 1.25-percent administration fee: An annual fee of 1.25 percent is paid
on outstanding loan amounts. This fee can be included as part of
the interest rate charged on loans.

Loss-sharing ratio

Eligible losses on loans are shared as follows: 85 percent government
and 15 percent lender.

Cap on claims

For each five-year period (e.g., 2014-19), ISED’s obligation to an
individual lender is to pay eligible claims (i.e., 85 percent of eligible
losses) on defaulted loans up to a maximum of the aggregate of:

* 90 percent of the first $250,000 in loans registered; plus
e 50 percent of the next $250,000; plus
* 12 percent of all loans in excess of $500,000.
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APPENDIX B: APPROVAL RATES (%) FOR
DEBT FINANCING IN CANADA BY BUSINESS
CHARACTERISTICS

2009 2010 20Mm 2012 2013 2014 2015 2016 2017

arsves | s s | o | s | s | s s | G | &

Number of employees*

1-4 70 84 88 85 81 81 83 82 85
5-9 89 88 92 83 89 76

10-19 85 93 89 90 86 o 89 83 8
20-99 79 97 97 91 93 86 97 92 92
100-499 - - 98 - - 96 - - 98
3 years and younger** 44 88 76 82 83 75 76 86 82
4-10 years 85 85 85 88 82 78 84 74 82
More than 10 years 82 90 93 90 86 84 91 91 90

Industry

Accommodation and

Food Services 81 84 86 79 75 75 79 80 81
Construction 99 95 90 88 88 83 96 87 84
Manufacturing 87 88 94 81 89 84 83 85 88

Agriculture and Fishing,
Forestry and Qil and

Mining 86 100 97 94 93 93 85 81 96
Professional Services 76 86 87 84 89 83 93 84 86
Transportation and

Warehousing 79 81 89 91 80 81 89 89 83
Retail Trade 70 88 91 89 83 80 85 81 84
Atlantic 99 97 89 96 89 86 94 80 88
Quebec 79 87 89 90 87 85 86 80 91
Ontario 77 86 86 83 80 80 89 85 85
Manitoba 98 91 80
Saskatchewan 87 100 95 o7 20 89 o7 o 91
Alberta 71 90 93 88 85 82 81 78 84
British Columbia and

Territories 81 83 94 94 86 76 91 86 85
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Sources: Industry Canada / Innovation, Science and Economic Development Canada, Credit Conditions Survey
(2009, 2010, 2012, 2013, 2015, 2016) and Statistics Canada, Survey on Financing and Growth of Small and
Medium Enterprises (2011, 2014, 2017).

*The Credit Conditions Survey and Survey on Financing and Growth of Small and Medium Enterprises list data
by business size differently. The Survey on Financing and Growth of Small and Medium Enterprises combines
businesses with 5-9 employees and 10-19 employees, and the Credit Conditions Survey does not include
businesses with 100+ employees.

** The Survey on Financing and Growth of Small and Medium Enterprises is 2 years and younger.

***The Credit Conditions Survey combines Manitoba and Saskatchewan.
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APPENDIX C: CANADA SMALL BUSINESS
FINANCING PROGRAM ACTIVITY REVIEW

FIGURE C-1: NUMBER AND VALUE OF CSBFP LOANS AND CLAIMS, 2014-19
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CSBFP lending has increased by 17.3 percent from 5,177 loans in 2014-15 to 6,071 loans
in 2018-19. The value of lending has also increased by 63 percent from $798 million to
$1.3 billion over the same period. The average loan value has increased from $154,100 in
2014-15 to $217,700 in 2018-19.

CSBFP overall claims have decreased by 32 percent from 991 claims in 2014-15 to 674 claims in
2018-19. The value of claims has also decreased by 32 percent from $66.3 million to $45.1 million
over the same period. The average claim size remained stable at $66,854 in 2014-15 and
$66,858 in 2018-19.
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FIGURE C-2: PERCENTAGE OF TOTAL VALUE OF CSBFP LOANS BY AGE OF BORROWER FIRM,
2014-19

More than 3 years

Less than 1 year

13%

1t03years/.

Approximately 62 percent of the value of CSBFP loans went to start-ups and businesses
that were less than one year old.

FIGURE C-3: PERCENTAGE OF TOTAL VALUE OF CSBFP LOANS AND CLAIMS BY INDUSTRY
SECTOR, 2014-19

%
50

40

30

20

0
Accommodation Retail Trade Manufacturing Transportation All Other
and Food and Warehousing Sectors
Services

Industry sector

M Loans M Claims

CSBFA | Comprehensive Review Report 2014-2019

31



Four industry sectors (accommodation and food services, retail trade, manufacturing,
and transportation and warehousing) accounted for 62 percent of the value of loans and
70 percent of the value of claims.

“All other sectors” includes every other industry sector that accounted for less than 3.6 percent
of the value of loans. Examples of these sectors include construction; wholesale trade; health
care and social assistance; arts, entertainment and recreation; administration and support,
waste management and remediation services; educational services; and professional,
scientific and technical services.

FIGURE C-4: PERCENTAGE OF TOTAL VALUE OF CSBFP LOANS AND CLAIMS BY ASSET TYPE,
2014-19
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Over the review period, equipment loans accounted for 34 percent of the value of loans and
43 percent of the value of claims. Leasehold improvements accounted for 41 percent of the
value of loans and 48 percent of the value of claims. Real property accounted for 25 percent
of the value of loans and 9 percent of the value of claims.

For more detailed information on CSBFP activity, visit the Open Government portal page.

32 CSBFA | Comprehensive Review Report 2014-2019


https://open.canada.ca/data/en/dataset/3f718801-099d-4037-bb0a-1d41ba8aca8b

APPENDIX D:
CANADA SMALL BUSINESS FINANCING ACT
BACKGROUND ON COST RECOVERY

The importance of carefully monitoring the financial performance of the loan portfolio and
regularly updating the program’s cost recovery model has been reinforced by the Office of
the Auditor General.

METHODOLOGY

Forecasting program revenues and expenses can be a complex task for several reasons.
Firstly, given that loans can have a term of 10-15 years, cost recovery models must cover
the entire life of loans made in a given year. Secondly, there is significant lag time between
receipt of revenues and payment of claims. Revenues are generally received early on and
claims are paid later. Thirdly, lenders are allowed up to five years after a default to submit

a claim for loss, so the period can be extended to as much as 20 years. Finally, sufficient
data on loan risk and lender behaviour take nearly four years to accumulate from the time
of a parameter change, which is essential to a forecasting model. As a result, revenues and
expenses need to be forecasted long into the future, which makes estimating cost recovery
difficult and subject to variance according to economic conditions and other factors.

To estimate the level of cost recovery, ISED, in conjunction with academics, has developed
forecasting models that use multivariate analysis of claims received in a given month
combined with statistical and econometric-based models to project future claims against
forecast revenues. ISED updates its forecasting models on a regular basis (at least annually)
to ensure they reflect the most recent activity and economic conditions and they are vetted
by the Office of the Auditor General.

FINDINGS

Table D-1illustrates current cost recovery forecasts for the four lending periods of the
CSBFP (1999-2004, 2004-09, 2009-14 and 2014-19). This table provides a summary of the
revenue and expense streams associated with each of the aforementioned annual cohorts.

In aggregate, for the five years of lending under the current review period:

* Revenues (registration and administration fees) are expected to reach approximately
$336 million.

e Expenses (claims) are expected to be approximately $311 million, for a net surplus
of $25.6 million.

* Revenues are expected to offset expenses by 108.2 percent, which is up from
82.1 percent expected for the previous (2009-14) period.
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* The net cost to government for this five-year lending period is expected to be
-0.5 percent of total loans made, down from 1.3 percent for loans made during the
previous (2009-14) period.

TABLE D-1: COST RECOVERY MODEL SUMMARY FOR CSBFP PERIOD C1(1999-2004),
C2(2004-09), C3(2009-14) AND C4(2014-19)

Revenues and expenses ($ millions)
Percentage

Registrati Administrati cost Net
Cohort Loans eg:cse;esl o8 mlfnelsésra o Claims Net cost recovery' cost/loans

1999-00 1,352.3 26.8 48.4 -115.5 -40.3 651 -3.0%

2000-01 1159.0 229 4.8 -100.2 -35.4 64.7 -31%

2001-02 899.2 17.8 315 -651 -15.8 75.7 -1.8%

2002-03 9512 18.8 31.6 -64.6 -14.2 78.0 -1.5%

2003-04 999.9 19.8 31.0 -77.3 -26.5 65.7 -2.6%

Total
(1999-04) =

2004-05 1,0411 20.6 389 -81.9 2225 726 -2.2%

2005-06 1,087.7 215 388 10511 -44.8 57.3 -41%

2006-07 1,024.5 20.2 33.8 -100.0 -46.0 54.0 -4.5%

2007-08 987.7 19.5 30.0 -97.8 -483 50.6 -4.9%

2008-09 9011 17.8 245 -63.5 2212 66.6 -2.4%

Total S
(2004-09) 5,042.1 182.8 59.2%

2009-10 952.9 18.8 39.7 -72.2 -14.3 80.2 -1.5%
2010-11 1,015.1 20.0 42.3 -73.2 -10.9 85.2 -1.1%
2011-12 978.3 19.3 39.8 -64.4 -5.3 91.8 -0.5%
2012-13 899.7 17.8 357 -68.9 -15.4 776 -1.7%
2013-14 854.6 16.9 330 -65.9 -16.0 75.8 -1.9%

Total

2014-15 798.0 15.8 34.6 -53.9 -35 93.5 -0.4%
2015-16 876.2 17.2 387 -57]1 -1.2 98.0 -0.1%
2016-17 986.5 19.4 44.2 -63.2 04 100.7 0.0%
2017-18 1163.7 229 54.4 -66.1 .2 1716.9 1.0%
2018-19 1,320.6 26.0 62.9 -70.3 18.7 126.6 1.4%

Note: Figures in italics are estimates.
"Percentage cost recovery = revenues (registration and administration fees) divided by expenses (claims).
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The level of cost recovery for the current review period improves if the time value of money
is taken into consideration given that revenues under the CSBFP are received early in the life
cycle of the loans, whereas loan defaults and subsequent claim payments occur later (i.e,,

$1 received/paid today is worth more than $1 received/paid 5 or 10 years out).

Table D-2 presents the same summary of revenue and expense streams associated with
each of the CSBFP annual cohorts. This table takes into consideration when revenues are
received and when expenses are paid (i.e.,, net present value (NPV) basis).

In aggregate, for the five years of lending under the current review period, on a NPV basis:

* Revenues (registration and administration fees) are expected to reach approximately
$298 million over the life of the loans.

e Expenses (claims) are expected to be approximately $250 million, for a net surplus of
$47.5 million over the life of the loans.

* Revenues are expected to offset expenses by 119 percent on a NPV basis, up from
89.7 percent for the previous (2009-14) period.

* The net cost to government for this five-year lending period is expected to be
-0.9 percent of loans made, down from 0.6 percent for loans made during the
previous (2009-14) period.
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TABLE D-2: COST RECOVERY MODEL SUMMARY (NPV") FOR CSBFP PERIOD C1(1999-2004),
C2(2004-09), C3(2009-14) AND C4(2014-19)

Revenues and expenses ($ millions)

Percentage
Loans | Registration | Administration | . | \ ot cost cost : Net
Cohort fees fees recovery cost/loans
1999-00 1,352.3 261 419 -96.9 -29.0 701 -21%
2000-01 1159.0 22.4 36.4 -83.8 -24.9 70.2 -2.2%
2001-02 899.2 17.4 275 -54.5 -9.6 82.3 -11%
2002-03 951.2 18.3 27.6 -54.0 -8.1 85.0 -0.9%
2003-04 999.9 19.3 271 -64.7 -18.3 717 -1.8%
Total
999.04y | 53516 103.4 353.9 74.6
2004-05 1,041 2011 33.9 -69.0 -15.0 78.2 -1.4%
2005-06 1,087.7 20.9 34.0 -89.0 -341 61.7 -3.1%
2006-07 1,024.5 19.7 29.8 -85.5 -36.0 579 -3.5%
2007-08 9877 19.0 266 844 388 540 -3.9%
2008-09 9011 17.4 217 -54.8 -15.7 71.3 -1.7%
Uizl 5,042.1 YA 145.9 -382.7 | -139.7
(2004-09) | V%= : : : :
2009-10 9529 18.3 33.7 -59.9 -8.0 86.7 -0.8%
2010-11 1,015.1 19.5 36.5 -60.3 -4.3 92.8 -0.4%
2011-12 978.3 18.8 34.4 -52.8 0.4 100.7 0.0%
2012-13 899.7 17.3 30.8 -56.7 -8.5 85.0 -0.9%
2013-14 854.6 16.5 28.5 -53.8 -8.8 83.7 -1.0%
Vel 4,700.5 90.4 163.8 -283.4 89.7 -0.6%
(2009-14) 5 . . g 5 5 .67
2014-15 798.0 15.3 29.7 -43.4 1.7 7103.9 0.2%
2015-16 8762 168 337 -45.8 47 109.0 0.5%
2016-17 986.5 189 376 -50.9 56 11 0.6%
2017-18 1163.7 22.3 45.8 -53.2 14.9 128.0 1.3%
2018-19 1,320.6 253 526 -56.8 21.2 137.3 1.6%

Total 5

Note: Figures in italics are estimates.
" Net present value (discount rate = 5 percent).
2 Percentage cost recovery = revenues (registration and administration fees) divided by NPV expenses (claims).
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Comparison of results for the first four lending periods of the CSBFP indicates that, during
the current review period, the program is forecasted to be fully cost recoverable for the
first time. The overall improvement in the CSBFP’s cost recovery level is attributable to a
stronger Canadian economy and a slight decrease in the overall risk associated with the
CSBFP portfolio. As a result of legislative and regulatory changes in 2015 and 2016, which
increased the maximum loan amount from $500,000 to $1,000,000 and coverage period
for real property loans from 10 years to 15 years, there has been a shift in terms of what
borrowers are financing with CSBFP loans. In 2014-15, real property loans accounted for
20 percent of lending, but this proportion has increased to 26 percent in 2018-19. More real
property lending impacts the program’s cost recovery in two important ways. Firstly, real
property loans are generally for higher amounts, which enables the program to collect more
revenues over a longer period of time as registration and administration fees are based
upon a percentage of the original and outstanding loan amounts. Secondly, real property
loans are typically less risky than loans for equipment and leasehold improvements as real
property is easier to secure and realize on in the event of a default. Therefore, a higher
proportion of real property loans generally results in higher revenues and fewer/smaller
claims, which improves the program’s overall level of cost recovery. That being said, the
current outlook could change in the event of an economic downturn.
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