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SEED STAGE INVESTMENT ACTIVITY IN CANADA 

Introduction 

It is often alleged that Canada's capacity to commercialize research results is constrained by a 
lack of seed stage investment capital. The purpose of this paper is to determine whether this 
allegation has any foundation, drawing on available empirical evidence. 

The question of whether there is a seed stage investment gap is important given the significant 
investment in university research by govern ments. If there is a discormect between conducting 
research and commercializing research results, the federal gove rnment (as the primary source of 
research funding) has a vested interest in closing the gap to ensure that its investment yields 
anticipated economic and social benefits. 

The synopsis of the issue presented in this paper was drawn largely from the following research: 
Groupe SECOR Inc., Financing Knowledge-Based Small Business, September, 1998 report for 
the Task Force on the Future of the Canadian Financial Services Sector; Ottawa-Carleton 
Economic Development Corporation, Fuelling the Growth of  Early  Stage Companies, January 
1998; Allan Riding, Financing Entrepreneurial Firms: Legal and Regulatory Issues, September 
1998 report for the Task Force on the Future of the Canadian Financial Services Sector; Ellen 
Farrell, Informal Venture Capital Investment in Atlantic Canada: A representative View of 
Angels, February 1998 report for the Atlantic Canada Opportunities Agency; and Macdonald & 
Associates Limited, Summary of Venture Capital Investment Activity, First Nine Months, 1998. 

These papers shed light on whether Canada faces a shortage of seed stage investment capital 
generally. Their findings are of some help in assessing the seed financing requirements that 
emanate from university-based research, in the absence of more narrowly based research. 

Definition of the "Seed Stage" 

A review of the research conducted on this topic suggests.that there is no common definition of 
what comprises the "seed" stage of the business life cycle, and there would appear to be some 
overlap between the activities that comprise the seed stage and ensuing start-up stage. 

For the purposes of this paper, we will adopt definitions similar to that employed by Macdonald & 
Associates. At the seed stage (or pre-commercialization stage) individuals seek financing 
primarily to conduct research and product development--proof of concept preoccupation. They 
have not yet fully established commercial operations and may incorporate upon obtaining 
financing. During this stage, the entrepreneur or researcher generally requires small amounts of 
capital ($25,000 to $250,000) for research and product development, and sometimes to also 
develop prototypes, evaluate market potential, protect intellectual property, develop business 
plans, and build management teams. 
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The ensuing "start-up" stage generally applies to firms that have incorporated. At this stage 
fmancing is generally sought to complete product development, conduct initial marketing, develop 
prototypes, protect intellectual property, develop business plans, and build management teams. 
While some of the activities in this stage overlap the seed stage, the basic distinction is that start-
ups are beyond the initial research and product development stage and are mainly preoccupied 
with market testing (versus product testing at the seed stage). 

References to "other early stage" financing requirements refers to companies that have started 
initial marketing but have not yet fully started commercial production. 

Demand for Seed Capital 

The magnitude of the demand for seed capital in Canada is unknown. Measurement challenges 
are significant due to the difficulty in identifying individuals seeking seed fmancing and because 
not all financing requests represent commercially viable proposals. 

Despite lack of data on the magnitude of the demand, it is reasonable to assume that the demand 
for seed capital to support the commercialization of university research is growing given rising 
levels of invention disclosures and patent applications filed. 

University Disclosures and US Patent Applications Filed 

•  Source: AUTM 
licensing surveys 
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Supply of Seed Capital 

There are three primary sources of seed capital: love money, business angels and venture 
capitalists. 

Love Money: This comprises funds invested by the entrepreneur, family and friends. It is 
generally considered to be the first and most significant source of seed stage financing. 

Business Angels: Angels are individuals who invest their personal capital directly in businesses 
owned by others. They are considered to be the major supplier of seed stage capital, next to love 
money. 

Riding appears to have conducted the most comprehensive study on angel investment activity in 
Canada. According to his report, business angels represent a large pool of capital, with 
investments estimated in the order of $200-$400M per year. Widely different estimates across 
studies suggest that the size of this market is not well understood.' 

Riding further concludes that since fewer than 5% of individuals with wealth comparable to that 
of business angels are active investors, the potential of the informal investment market is largely 
untapped. Others, however, counter that angels truly interested in making investments can do so 
tlu-ough established routes like venture capital corporations and labour-sponsored funds. 

The following profile of a typical business angel is generally consistent with the studies conducted 
in this area: 

targets nearby, early-stage businesses by providing capital and mentoring; 
has had previous business experience, but often does not have a technical background; 
generally males around the age of 50, with high income and wealth; 
invests as little as $10,000, with $100,000 being the average investment size; 
conducts their own due diligence and doesn't charge for their time; 
frequently forms syndicates to reduce risks; 
will only do a few deals at a time, and does not expect to invest in more than one or two 
rounds of financing; and 
expects to hold investments for 5-8 years, after which an after-tax retu rn  equivalent to 
30-40% per year is expected. 

Conseil de la science et de la technologie estimated, in 1995, that 2,175 angels were 
operating in Quebec with a portfolio of $1.4B. A paper prepared for the Atlantic Canada 
Opportunities Agency, in February 1998, estimated $85M in annual informal investment activity 
for the Atlantic region. 

• 
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Venture Capitalists: This source of capital is generally provided by institutions that raise 
investment funds from the pooled capital of high net worth individuals, financial institutions, 
mutual and pension funds, or from public solicitations. 

According to Macdonald & Associates Ltd., there has been a steady growth in the supply of 
venture capital over the last several years. Not surprisingly, the bulk of venture capital 
investments (in $M) are targeted at later stage investments. Generally early stage deals require 
less money than later stage investments involving mature companies. Consequently, the number 
of investments is a better measure of venture capital support for seed stage activity. 

In the first three quarters of 1998, almost half (45%) of the investments made by venture 
capitalists comprised early stage investments. However, the following breakdown reveals 
relatively little activity by venture capitalists in the first nine months of 1998 in supporting seed 
stage ventures: 

Seed investments in 31 companies accounted for 4% of the number of investments. 

Start-up investments in 122 companies accounted for 16% of the number of investments. 

Other early stage investments in 264 companies accounted for 25% of all investments. 

Venture Capital Disbursements by Stage of Development 
( 1)/0 of # of investments; first nine months of 1998) 

Early stage 

Later stage 

Source: Macdonald & Associates Ltd. 
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Quebec attracted the largest number of seed stage investments, in contrast to Atlantic Canada 
which saw no activity in this area. 

Disbursement of Seed Investment Activity by Region 
(Finct 9 Moodie of 199e) 
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Barriers to Seed Stage Investment Activity 

A number of barriers are thought to explain the reluctance of the market to meet the needs of 
entrepreneurs at the seed stage of the business cycle. 

Barriers to Angel Financing: 

Riding and the Ottawa-Carleton Economic Development Corporation (OCEDCO) identify the 
following barriers which, if broken down, would likely encourage additional seed stage investment 
activity by business angels in Canada. 

Risk: Seed stage investments are high risk investments primarily because the entrepreneur is 
seeking financing at a point where there is no product, market or management team in place. 
The risk to investors is compounded by the illiquid nature of the investment -- if things go wrong, 
there is no one to sell the investment to. In addition, it is difficult to determine the value of an 
investment, and they can not be used as security for loans. 

Fragmented and Inefficient Market:  There are few mechanisms to help entrepreneurs locate 
investors and vice versa, and enable investors to locate other investors with whom they migh 
enter into joint investments to mitigate risks. (Note: 90% of Ottawa area investors surveyed by 
OCEDCO stated a preference for co-investments. However, earlier attempts to develop a 
national network, the Canada Opportunities Investment Network, failed primarily because a 
national computer-based mechanism was at odds with the local, personal nature of the informal 
investment decision-making process.) 

• 



Unrealistic Expectations:  Entrepreneurs tend to have unrealistic expectation of the market value 
of their business ventures, know less than angels would like about the market potential for their 
products, and are reluctant to share ownership with others. These are considered potential "deal 
breakers". 

Time Constraints: Angels find they are constrained by a lack of time to provide the management 
support required by entrepreneurs at this stage. The OCEDCO study revealed that half of the 
Ottawa area angels surveyed prefer not to take an active role in the companies in which they 
invest, suggesting that the managerial assistance so important to the success of the business 
venture is often not being, provided. 

Tax System:  The capital gains tax is not viewed favorably. While some favour new tax incentives 
to encourage private investments, others note that there are already generous provisions to 
encourage private individuals to invest through venture capital corporations and labour sponsored 
funds, and question the appropriateness of new tax incentives. 

Barriers to Venture Capital Financing: 

Weak risk-return trade off:  Seed stage investments generally present higher risks, require 
considerable management effort relative to their size and return potential, and present more 
limited opportunities for venture capitalists to realize a return through an exit mechanisms like 
Initial Public Offerings. 

Under-Resourced University Technology Transfer Offices with Unrealistic Expectations:  Venture 
capitalists suggest that a greater proportion of their investments would be allocated to seed stage 
investments, if university technology transfer offices had a sufficient number of skilled staff. They 
claim that staff levels need to increase and staff need to be more skilled and effective at identifying 
university innovations with commercial potential and negotiating commercialization arrangements 
with private entities outside the university. Investments in university seed stage deals are also 
frustrated by what venture capitalists perceive as unrealistic expectations on the part of university 
technology transfer offices concerning the value of their innovations. Finally, the legal complexity 
inherent in negotiating university licensing deals discourages investments by venture capitalists, 
adding significant transaction costs for even the smallest of deals. Different university rules 
regarding ownership of intellectual property contribute to the complexity. 

Weak Management Capacity:  A lack of confidence by venture capitalists in their ability or the 
university's ability to build an experienced management team to transform good ideas into 
successful commercial ventures also contributes to their reluctance to invest in seed stage 
activities. 

• 
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Initiatives that Support the Seed Stage of Business Ventures 

In spite of the above-noted barriers, a significant number of initiatives have sprung up recently to 
address entrepreneurs' need for support at the seed stage of their business ventures. Annex A 
contains a brief description of these measures. The following observations are offered: 

Both the public and private sectors have been active in addressing seed stage business 
development needs. It is too early to determine their effectiveness. 

Stakeholders are increasingly forming partnerships to enhance their effectiveness in 
meeting seed stage investment needs. 

The market would appear to have concluded that entrepreneurs at the seed stage are 
mostly in need of external capital and additional business skills. Entrepreneurs seeking 
seed capital often do not have the management skills to capture the confidence of 
would-be investors. Market participants have responded with a combination of initiatives 
to provide the necessary financing and mentoring of new entrepreneurs. 

A number of seed investment funds have been established in the past 18 months. This 
suggests that there is a considerable and likely adequate supply of venture capital in 
Canada to support the commercialization of university research. It is reasonable to 
assume that over the coming year, as these newly established seed funds become fully 
operational, the level of investment activity in seed stage ventures will increase. 

Does Canada have a Seed Stage Investment Gap? 

Up until quite recently, there would appear to have been a gap in the support for seed stage 
business ventures, given the number of public and private sector organizations which have 
recently entered the market. It is not possible to determine empirically whether these initiatives 
have partially or completely closed the seed stage gap without a clear understanding of the: 

a) magnitude of demand that comprises legitimate business propositions; 
b) magnitude of the supply from all sources; 
c) degree to which the two converge on a regional and sectoral basis; and 
d) effectiveness of new initiatives in this area. 

That said, based on limited surveys and anecdotal evidence, many have concluded that a seed 
stage financing gap remains an important constraint to Canada's economic development. 

'If our politicians and bureaucrats were doing their jobs properly they would discover that Canada's poor showin 
'n high-tech is mainly due to a shortage of early stage funding for home grown companies." 

Denzil Doyle, Silicon Valley North, January 199 Denzil Doyle, Silicon Valley North, January 199 

• 
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`Our major conclusion, based on anecdotal evidence from suppliers, is that there does appear to be an unmet nee 
ifor  seed or zero stage capital. Inforrnal investors are the main suppliers of this form of capital, and need mor 
incentives and support to commit funds." 

SECOR, September 199 

'Based on an evaluation of the investment needs in the Ottawa region, OCEDCO decided to reposition the SIO 
Program to focus its investment matchmaking efforts on the start-up capital market -- a market known to require 
capital and is under-serviced by the private sector." 

OCEDCO, January 1998  

"In the first half of the 1990s, getting a seed deal done in Canada was close to impossible in the view of most 
entrepreneurs... But all that seems to be changing in short order with the establishment of several funds in recent 
years that focus primarily on seed stage transactions." 

Canadian Venture Capital Association, Enterprise, October 1998 

The preponderance of evidence (anecdotal and empirical) would suggest that the following 
conclusions are in order conceming whether Canada faces a seed stage gap and the nature of the 
gap. 

1. The Seed Stage Financing Gap May be Narrowing. Many entrepreneurs (and 
presumably tmiversity researchers) appear to have considerable difficulty securing financial 
bacicing for legitimate business proposals. However, with the recent establishment of new 
seed investment funds, the gap is expected to narrow. Consequently, measures to increase 
the supply of venture capital would not appear necessary. 

2. Other factors are likely holding back the existing supply of angel and venture capital from 
being allocated to seed stage investments and should be addressed, notably: 

Information Gap. Canada has a fragmented market due to a lack of infrastructure to 
bring together demanders and suppliers of seed capital, particularly with respect to angel 
investments. Mechanisms may be required to raise stakeholders' awareness of the 
opportunities/partnerships available to them. Additional information on the outcome of 
seed investments (rates of return) is difficult to come by and might also stimulate greater 
investment activity. 

Identification Gap. A weakness in the ability of university teclmology transfer offices to 
identify technology with commercial potential, add value (e.g. develop business plans), 
and work effectively with the financial community. 

Management Expertise Gap. A lack of qualified, experienced and skilled people to 
successfully manage start-up companies. 

Research Funding Gap. A lack of sufficient investment in fimdamental university 
research to ensure a healthy pipeline of high quality projects worth conunercializing. 



ANNEX 1: SEED STAGE INITIATIVES 

Tax Incentives: 

The federal Scientific Research and Experimental Development Tax Credit is refundable and paid 
annually. This receivable is accepted as collateral by some banks, although recent legal 
judgements have created uncertainty on the priority given to banks in the event of bankruptcy. 

The Quebec government's R&D tax regime is considered one of the most helpful in Canada. The 
government provides immediate cash flow to emerging companies by guaranteeing bank debt 
against the tax credits receivable. Quebec also offers targeted tax credits against the value of 
salaries paid to knowledge-based industry personnel, effectively helping firms address the skills 
gap by offsetting salary costs. Quebec's support for incubators, research centres and venture 
capital is also thought to have contributed to the successful emergence of new industrial clusters, 
including the biotechnology cluster in Montreal. 

In 1992, the government of Ontario established the Community Small Business Investment Fund 
to encourage universities and municipalities to proactively assemble venture capital for small 
Ontario business with $1 million or less in gross assets. Incentives for investing (tax credits) are 
available to ihree categories of investors: Qualified Financial Institutions, Labour Financial 
Investment Funds, and individual investors. 

Investment Funds: 

The B.C. government supported the creation of the first seed fund, Seed Management Inc., with 
$10M under management. The fund invests in seed stage ventures and spin-outs from research 
institutions. 

In 1996, the Canadian Medical Discoveries Fund established University Medical Discoveries Inc., 
a $15M fund available to protect, develop and commercialize early stage biomedical innovations. 

Regional Agencies:  The four federal regional agencies have entered into risk-sharing agreements 
with chartered banks to promote seed stage investments. The chartered banks provide the capital 
for R&D and product/market development on commercial terms, while the regional agencies 
provide loan loss reserves and use their own netvvorks to locate entrepreneurs and help them 
develop their business plans. Western Economic Diversification, the first on the scene, has 
invested over $24 million since 1995 suggesting there was indeed a gap to be filled. CED 
(previously known as FORD-Q), ACOA and FEDNOR have since introduced similar initiatives. 
A key challenge is the unavailability of enough technically expert staff in the regions to evaluate 
loan applications. 

In 1997, the Bank of Montreal in partnership with Ventures West and the Business Development 
Bank of Canada launched the Western and Eastern Seed Investment Funds. Each fund has $25M 
for investments in technology-based opportunities in western Canada, Ontario and the Atlantic 

• 



provinces. 

In 1997, the Caisse de dépot et placement du Québec with support from the BDC and Innovatech 
du Grand Montréal formed T2C2. This $55M fund explores commercial opportunities in 
informatiiiiiieChnology and biotechnology research in Quebec universities and institutions. 

Med-Tech Partners, created by CMDF, has $10M earmarked to explore medical technology 
opportunities in Quebec universities and research institutions. 

CMDF has also allocated $7M to Neuro (NS) Inc. to finance the commercialization of 
neuroscience discoveries across the country. 

In 1997, the Royal Bank established Royal Bank Growth Co., capitalized at $55M, to foster the 
creation of new businesses around the commercialization of Canadian technology. It recently 
established Milestone Medica  to invest in commercially promising biomedical technologies ($55M 
investment with its partner, Research Corporations Technologies). Similar initiatives have been 
announced for agri-sciences and advanced technologies. 

Skills Development & Nerivorking: 

CIBC and Bank of Montreal established MettNet  in 1992 to link small and mid-sized technology 
companies with resources in universities, research centres, financial institutions and government 
agencies. 

Royal Bank established ViaTech  in 1996 to bridge emerging technology companies with 
professional service companies which provide legal, accounting and marketing support. 

CIBC has donated over $1 million to specific universities to help them build their technology 
transfer capabilities. 

The federal government released Steps to Growth Capital in 1997 to help entrepreneurs sort 
through potential sources of capital and prepare themselves to meed the requirements of different 
investors. This learning program is delivered via the Internet. 

MentorTech  is a network of experts available to vet ideas, develop business plans, and assist in 
finding financing. The MentorTech seminar series is currently available on-line at 6 Ontario 
universities and offers hands-on instruction in licencing technology, starting, building and 
operating a technology-intensive business. Partners include NSERC and the Royal Bank. 

The federal government launched the Canada Community Investment Plan in 1996 to link 
investors with entrepreneurs in non-financial centres. The program will award $12M over five 
years to 22 communities which develop the best plans for building a network for entrepreneurs 
seeking capital. The networks link entrepreneurs to investors and individuals who can help them 
develop their business case. 



The Ottawa-Carleton Economic Development Corporation launched its  Specific Investment 
Opportunity Program  in 1990. The initiative helps local companies prepare for investment 
discussions and introduces them to potential investors. In 1995, the program arranged early-stage 
financing of almost $5M for Ottawa businesses. 

• 
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