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PREFRCE

This report was done at the reque5£ of the Minister of State
for Scirence and Technology. 'The need for the report arose from
the perception of the Ministry tha: the investment climate for
innovation in Canaga was not healthy and that certain measures
could be taken which might contribute to changing the climate,
The report is a rollog—on and builds ugon a report done for the
Ministxy last year by Robert Grasley entitled "The Availability
of Risk Capital tor Technological Innovation and Invention in

Canada",

The tocus of this report is mainly on the financial barriers
to innovation and more specitically on the investment process.
While there are some refterences to other barriers they are not

treated in depth.

I would 1like to express my special thanks to C. Brice EBowen
for his untailing enthusiasm. This report rests substantially on
the assistance he has given to me. Dr. Peter Meyboom was a
stimulating catalyst and editorially critical - a source of great
help. I acknowledge also the contributions of the members ot‘the
statf of thé Ministry of State for Science and Technology. In
addition I would like to thank Gordon Ritchie, Paul Murray, David
MacKiithon and William Mitchell of Industry, Trade and Commerce

for tHeiy contributions,
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Thanks g0 also to those listed in the Rppendix tor all the

assistance they gave me while putting together this regport,
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~1n examining the climate for investment in innovation

BACKGROUND

The purpose of this paper is to examine +trends and
developments over the past decadle which have influenced
investment in innovation in Canada, and to recommend a set of
measures to revitalize the investment processl in Canadian
manufacturing. The measures which are proposed are not aimed at
specific technological innovations, but are directed at <hanging
the dincentive system to improve the climate for innovation in
Canadian industry. More specifically, the measures are intended
to provide rewards commensurate with the risks taken by those who
are critical o succassaful technological innovations: the
entrepreneur:; +the individual investor and the institutional
investor., The measures minimize direct government involvement in

resource allocation, and leave the private sector free to make

its own decisions,

The paper is based on the assumptions that it is in Canada's
best immediate interest to have a2 competitive and gproductive
manmyfacturing sector and that the future of manufacturing in
Canada is dependent upon industry's continuing ability to épply
the best available technology to the production of goods and

services,

The concern of The Ministry of State for Science & Technology

in Canada

stems trom a deterioration in the amount of

research and
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development Pertormed py Canadian industry,

part of an Overall decline

manufacturing sector., Togethar, Rgp and
represent +he lnnovative Potential ang

Canadian industry,

in the level of

the innowv

which it turnssout is
investment in the
general investment,
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CHAPTER I THE ROLE OF INNCVATION

- '

BRackground

The proposicion that innovation is the key to a dynamic
economy and that Canada has an inadeguate supply of it is not a
new one, Policyﬂmakers have heen wrestling with the problem f£ox
many years., The best overall review ot the situwation is probably
found in YInnovation and the Structure of Canadian Industxy" a
Background Study for the Science Ccouncil by Pierre L. Bourgault

completed in 1972, As the background is so welll known, only &

brief review is given here,

This report rests on the premige that a healthy manufacturing
sectoy is essential to a thriving &conomy. It is cleaxr that the
continued development of the Canadian economy Lo meet the desires
of Canadians for consumption will nean that a large part of the
yoods used both for consumption and investment in Canada will be
purchased from abroad. Thus, as Canadians become aware of the
ultimate limitations on their natural resources, it will become
increasingly urgent to develop additional means of paying for
these impbrted goods, Or, €O put it more colloguially, if
Canadians wish to drink orange juice for breakfast and purchase
imported automobiles, they must not only sell abroad the gproducts

of their mines, ©il wells and forests, but the products of their

intellect as well,
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In the perspective of our external trade, two major sectors
of tle economy can be excluded from this discussion. These’far@
the merchandising and distribution system and the housing sector,
neither of which contributes significantly to Canada‘®s balance of

payments. some of the output of the rapidly expanding service

sector is being sold abroad, such as engineering consulting

sexvices, and certain high technclogy services which are part

‘manufacturing and part services, such as aerial survey work, for

example, In terms of quantity of dcllars, howevex, the service

sector i8 not a large generator of exports,

This leaves us with the manufacturing sector where our costs
are bhigh making gproducts difficult to sell abroad on a cost basis
alone. It 1is apparent <that our future exports must contain a
higher degree of technological skills than has been the case in
the past. If this does not take place, and oux resouxces
continue to be slowly exhausted, the result will be an ever
declining standard ot living for caradians.- In other countxrxies,
policies which stimulate consumption ana undervalue the
investment process and which focus almost exclusively on internal
trade and internal skills have resulted in severe balanceJof;
payments problens, Britain is perhaps the most outstanding

example in the post-war period.

Recent Trends
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Let us Dbriefly review the evidence for the propositions
outlined above, Figure 1 indicates the detericoration in ’pur
balance o©0f +trade over the last few years. A closer examination
of the underxlying statistics show that the fundamental reason for

this deterioration has been the increasing deficit on our balance

of trade in manufacturing as shown in figure 2.

FiGuae BALANCE OF PAYMENTS — GOODS AND SERVICES
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FIGURE 2 BALANCE OF PAYMENTS "
MANUFACTUH”M3EXPORTTQ-JMPORT *
0000 grans L, A 30000
y ‘”“"Or" LECEND 27000
f i e MANUFACTURING EXRC TS {e.c)
24040 huen z‘m
, MANUFACTUMNGIMPOR15{M

i N . 7 21000
- 18000

-”J”f/’,;f"/ nn# 15000

ey 12000

e

—""‘d

.‘;;;;;;;_J;ﬁ-—~ | !

| 6000
-
3060
) S L i ke R 1 2 B .
3 . 1970 1973 1372 18/ 1874 1875
a4 CANSIM 03648+ Daga3 UPDATED 06/0B/76G MATR'X 203 MEHCHANDJSE EXPORTS gy COMMODI
TIES BASED OnN THE STANDANRD COMMODITY IZLASSIFICATION {TGTAL END PNODUCTS, N
, EDIBLE-TOY.&L FAUHJCATED M./\TER!ALS. INEODIBL Iy,
b CANSIM DA7246: 09751 UPDATED a6/an/rp MATHIX 204 MERC! JIANDISE IMPORTS, By COMMODITY
CLASS!HCATION (TOTAL END I‘HUDU(_‘rb, INEQIOLE TOV AL FABRICATED MATEHMLS, IN-
EDIBLEJ.
[ EXCLUOES HE-EXPOHTS
If  one accepts the assumption that national Rgn expenditures
dre a measure af Dotential international competitivenessg‘ then
Canada

Can -be sean to be headeq towards an even greater deficit,
Figure 3 Summari zes the trend of these expenditures in Canada‘'sg
manufacturing sectoy during the Past decade,
is graph that Canadats

It is Clear from
th

innovative potential hasg

been Steadily
dec

lining since 1967,

. 1564 1965 186 1867 1964 14949




q4zmOIMT

A

19

FIGURE 2 INTRAMUAAL RAD EXPENDITURES iN MANUFACTURING(a) e
AS A PERCENTAGE OF GNP
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A. MANUFACTURING INCLUDES ALL STAMDARD INDUSTRIAL CLASSIFICATIONS EXCERT MINES
AND WELLY AND OTHER INDUSTRIES.

The problem of declining innovative capability in Canada's
manufacturing sector is turther aggravated by the fact that, the
importance of the manufacturing sector as a contributor to the
Gross Domestic Product has been declining relative to other
sectors of the economy particularly with respect to the service

sector, In 1965, the 'product of <the manufacturing sector

accounted for 26% ot GDP, This had diminished to 23% in 1974,
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Even though the service sector does include sOmMe exportable
o

tecﬁnologyp these statistlcs suggest a distressing decline in the

innovative capabllity of Canade's manufacturing sector,

an  additional problem that affects the export behaviour of
our manufacturing goods is our high-cost economy. Statistics

completed by the Department of Finance show that Canada®s average

hourly earnings in the manufacturing sector have exceeded those

of +the U.S.A. since 1974, Wwher, these costs are added to
transportation and distribution cos:s, and the heavy éapital
burden that‘ has to be carried by the Canadian manufacturing
sector, it puts us in a difficult s:ituation indeed., The ratio of
capital assets to total cutput in Canadian manufacturing is about
50% higher than in USA manufacturing. ALl of these factors
together have caused Canada‘'s productivity performance to he

jalela N

There are a number of things than can be done to increase
productivity as, for example, improving education and training.
In this report we will focus only on the investment process,
particularly as it afftects industrial RED, the creation of ney
science- intensive companies, and the continuing prosperity of

established enterprises in this tield.

Evidence trom recent studies in the United States indicates.

that the aggregate contribution of RED to the improvement of

productivity is very high, Some of these studies have
'
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demonstrated that R&D has accounted for 40% of the total increase
in” U.8. productivity over the years and that industry averaé%s a
30% return on RELED spending. This is about twice the rate that

companies get from cther business investments.

It 1is a principal thesig of this fepoxt that it 1s essential
to both RED and the investment process that the manufacturing
sector bhave a healthy c¢ash flow and good profit picture. 1If
there 1is pressure on c¢ash, arn there has been iﬁ recent
intlationarxy times, then R&D is one of the first things to be cut
back, and with it the company looses its lifeline to the future.
Viewed against this backgiound, the general investment trends in
Canadian manufacturing shown 3in Figure 4 and the particularx
decline in R&ED already referred to in Figure 3 are worrisome

incgaed,

This report eumamines the reasons for these dec¢lines and
sugges*s ways of revitalizing the investment process in Canadian

manufacturing.

CE b i gy g et
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FIGURE 4 NEW CAPITAL FORMATION IN CANADA
1965-1975
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CHAPTER XTI THE SAVINGS AND THVISTMENT PROCESS

#

Before examining the investment. process in Canada, it may be
helpful to describe briefly the various kinds of savings that
accummulate in our economy. Under +the term %“savings®, we
distinguish personal savings, corporate savings (i.e. zretained
earningsy, and government savings (i.e. surpluses), Recent:
trends in each of these catwegories, expressed as a percentage of
GNP, are shown in Figure 5,

FIGURE 5 TRENDS IN SAVINGS: CAMADA 1965-1875
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As can be seen, the personal saving rate has bheen rather high
in Canada over the past decade. Recent budgets hgve incllded
measures to stimulate the perscnal savings rate, such as the
RRSP, the RHCSF and the $1000, deduction for both dividends and
interest, The corporate rate of savings; on the othexr hand, has
been declining relative to othexr sources of savings in splte of
substantial profits reported by the corporate sector over the

past ftew years. As will be demonstrated later in this report the

cash savings ©0f corporations have been low, and measures may be

necessary to improve the supply of couporate savings., Finally,
government sSavings through surpluses will not be pdssible unless

government expenditures grow less rapidly than revenvues,

The uses to which savings are applied are generally called
investment or "new capilital formation". Figure 6 shows capital
formation in <Canada as a percentage of GNP for the last ten

Years.

The peak, 1966, was accounted for by the completion of a
great number of large proijects and much new capacity was huilt
into the economy at that time. “he recent upturn is probably
related to 'large enexgy-related projects but the aggregate
statistics do not show where the .nvestments have been made in
the economy and to what extent incentives have been put into

place which have encouraged or discouraged certain patterns of

investment, It is to this question that we now turn.
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CHAPTER III SHIFTS IN SOURCES AND USES OF FUNDS OVER THE PAST

. DECADE ol

1. The effects of increased wealth

In any relatively free market syétem, funds tend to flow to
the most profitable uses; in fact money 1s peihaps the most
sregtless® of commodities, The uge of money 1s governed by the
assegsment 0f risk versus reward. In any situation, an investor,
makes his own assessment of the risk/reward ratioc and moves his
funds 80 as to minimize his perceived risk and, maximize hié
perceived reward, Some of the rewvard may be psychic and some of
the xisks may be psychilatric but the investor®s choice is always

based on his perception of the best of alternative choices.

On this basis, therefore, it is useful to look over the past
ten years at where the rewards have been perceived to be in the
Canadian economy, and to analyze the factors that caused funds to
flow in that direction. We want to assess also to what extent
gaovernment policy has influenced the distribution of risk and
reward and thereby changed the flow of funds in 1line w%th

national objectives,

There are some problems in doing this, however, Not all the
statistics are available to indicate what funds have gone where
and what rewards have been obtained for putting the funds to

work. Empirical evidence would suggest that, over the past £ive

H
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years particularly, there have bheen two fundamental shifts ip
investment. The first is in favour of quality, particularly- by
institutional investors. While institutions have continued to
buy equities, the focus of their purchases has been on the &op
grade securities. As ylelds have iacreased and the term of debt

securities shortened, institutions lLave moved also into prime

corporate debt, The second shift has been in the nature of the

"investment by individuals, Individuals, by and large, have

shifted theix investment from securities to bank and trust
company deposit receipts, Thus, the national revenue statistics
show that dividends as a percentage of individual investment
income have sharply diminished from #0 percent in 1965 0o just
cover 20 percent in 1974, Bond and bank interest payments have
increased from 40 percent to 70 percent while mortgage income and
other investment income have remained relatively stable around 10

percent. What has triggered these shifts in investment patterns?

Increased atfluence appears to have had two eflects; first of
all net worth tends to increase and secondly spending and saving
patterns tend to change. Accordinuly, it is appropriate first to
look how individuals have reacted .0 greater wealth over the past
decade, and then to turn 410 an examination of corporate cash
tlows, Following this, it is appropriate to loock at a comparison
of yields and ftinally to lool at the kinds of incentives which

have been at work in the economy to attect investment decisions,

2. The Individual Investor

|
i
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Persconal investments are made for both yield and. capital
gains. The cholce between these ra2sts on perceptiéns of rélative
rewvard and on desirability o€ cash flow, Subjective decisions
are made about these but the cumulatiwve effect of these declisions
and the shitts in net worth of both institutions and individuals
over a time result in a rather Etable‘ overall pattern. It is
worthwhile, therefore, to etamine +the changes in individoal
wealth-insofar as they can be estimated - ovex the past decade,
It must be emphasized that balance sheets of individuals in total
are not available. Accordingly we must use certain selected

statistics in an illustrative way and also rely upon emplrical

ohservation t¢ some extent,

Any investment dealey will say that the increases in
individual wealth which have taken place in real estate over the
past ftiwve vyears have tar exceeded any increases in wealth that
have taken place on the stock market. 1In oxder to demonstrate
what has happened in this respect., Figufe 7 shows the effect of
investing one dollar in 1964 in a house co#pared with ianvesting
one dollar in the Toronto Stock Eychange index, Even though the
two investments are not entirely comparable in that a house b;ars
maintenance costs and taxes, the value of the investment after 10

yeais ditters by a tactor of two, even with stock dividends

reinvested,
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FIGUAE 7 VALUE OF INVESTMENT IN STDCK MARKET VERSUS '
VALUE OF INVESTMENT IN HOUSING
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Other measures of the same oShenomena are illustrated in
tigures 8 and 9 which show the prominence of the xreal estgta
sector as a source of income for individual business proprietors
{(Figu¥e B) and the housing price index compared to the Toronto
stock pirice index and the consumer pcice index (Figure 9). These

tigures suggest whers the gains have teen made in the marketplace

and who has profited from these gains.

¥
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The growing Iimportance of investment by Canadians in real

estate has been stimulated by & number of factors.. At, this

point, howev-r, we wish to diaw special attention to the taxation
of real estate. It has been possible 1in Canada to accumulate

personal fortunes in real esitate bhecause the income tax laws for

most of the last decade {prlor to carital gains taxes) permitted

earnings on real estate +to be re-invested in new real estate

FIGURE 2 AVYERAGE INCOME OF BUSINESS PROPRIETDRS
i965-1974
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FIGURE % TORONTO STOCK PRICE INDICES
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ventures without attracting tax. This was, and 1is in sharp
contrast to the situwation in the stock exchange, where

Ll
reinvestment in another venture can only be made after the tax

collector has +taken his cut. Even now the incentive system

tavours investment in real estate,

The difterence between an investment of $100,000 by an

individual in the stock market in contrast to an investment of

the same amount in real estate is shown in Table I11I.
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It will be seen that in the case of real estate, there is a
- ‘ =
tax sheltered cash flow of 52500, whereas in the case of the
stock investment, there 13 a negative cash flow even after the

dividend tax credit. Insofar as capital appreciation is

concerned, the evidence cited ecarlier suggesta that real estate
will rise more rapidly in capital value than shares, Why = we
can ask - would anyone invest 1in shtares, and particularly shares
of the manufactuxing sector, if the advantages of real estate

investment are 50 clear?

Another important tax measure haa been the exemption of the
principal place of residence from capital gains tax. A  comnnon
pattern for a person with a goad current income is to invest
tirst in his house, HNext, he¢ will transfer his vacation home to
his wife as her principal place of residence. He will then
invest as much as he can in RRSPs and pension funds, all of which
have «certain tax advantages, and which - in turn - are largely
being invested in real estate, as we will ‘discuss in the next
section, This leaves wvery little freé money from individual
invedtors tor investments in industiy. ‘The significant growth of
the Registered Retirement Savings Plans and Pension Fuhids 16
shown in Table I and illustrate the substantial power of tax
incentives, Canada Savings Bonds have.been anothexr repository of

substantial individual investment.

. Spurred by increasing disillusionment with stocks as a place

either to store wealth or to accumulate wealth, the evidence is
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that individuals have turned to fixed inéome investments, such as
mortgages, both directly and indirectly through REITS, mortgage
funds and trust company deposit receipts. The proceeds gf RRSP
money are increasingly direc£ed to tixed income funds laxrgely

used by the financial intermediaries who handle RRSP's to invest

in mortgages.

Real estate investment has liecome increasingly perceived as
the best way to accumulate wealth. Even though mortgage rates
are high, individuals have been willing to incur heavy
obligations in order to a4acgquire a residence, because the
individual perceives the monthly payment not as.a dischaxge of a
debt okligation but rather as an increase in the equity of the

house.

The shift to investment in tixed assets as a hedge against . -

intlation is a common phenomena of intlationary times. In
Canada. this %«rend has been accelerated by the way the incentive

system has worked,

Having K examined how the wealth of inaividuals has increased
and how these increases have been stimulated by certain taxation
aspects of real estate investments, we will now turn‘tdﬂthe
institutional investor. Again, we will observe that there has

been a significant shiftt in the ‘nvestment process towards real

estate, Although other countries show similar shifts to
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investment in real estate, we believe that the trends in Canada
have been accentuated by taxation and other policies which:  have
tauéured housing and some parts of the resource and sg}vice
sector over the manufacturing sector. The conclusions in  this

section are borne out by the analysis done f£or Chapter 2 of the

thirteenth Annual Review of the Econnmic Council of Canada.

2. The Ingtitutional Investor

Let us ncw examine the trends in institutional investments
over the past ten years, We will tirst review the situation
within the corporation itself and its power to invést and attract

ftunds.

From a caorporate view point, there are two sources of
investment funds, internal and extexrnal. There are marked
differences between "all corgorations® which includes government,

banking. .. etc. and the manufacturing companies proper as can be

seen in tigures 10 and 11.
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As 1s demonstrated below, the differences arise mainly

&
because manufacturing is much more affected by inflation than the

other sectors of the economy. Internally generated funds
fluctuate widely and there are diftficulties in attracting

external funds,

FIGURE 10 INTERNAL AND EXTERNAL FUNDING 1965-1975
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(i} Internal Corporate Funds

.

An examination of intexrnal sources of funds in the
manufacturing sector is important b2cause it indicates choices:
choices made by the corporation as to what it should do with its

internal tunds. It can declare them as dividends or retain the

earnings and reinvest them, Uncer the present circumstances in
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Canada, the major factors qeneratihq internal funds are capital
cost allowances and profits. However, a sharp distinction should

be made bhetween praiits and cash flow, Let wus tfirst examine

profits.

Using data from the national accounts, Figure 12 chows
corporate profits as a percentage of Net National Income over the
last ten vyears, We would argue tha: these statistics have some

major shortcomings, all of which tend +to overstate the actual

profit level.

FEGURE &2 CORPORATE PROFITS AS A PERCENT
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The so-called Mfirst-in-first-out" (FIFO) basis of acéounting
for+ inventory means that profits arising frém gain% in
inventories sold are artiticially inflated and therefore
artificially taxed, placing furthevr pressure dn the cash flow of
corporations. Secondly, capital-cost allowances are based on the
historic cost of acguisition and not on today's replacement coOst.
For these reasons, internal sources of funds have been subjected
to a number of pressures in the lasut tew years. As a result,

short term debt and total debt of the corporate sector has risen

sharply.

Yet, because of the importance of yield to the iunvestcr in
intlationary times, corporations have continued to pay dividends,
and even increase them, based on an illusory concept of profit,
In some cases they have been paying out what is the real cagpital
of the ftirm if profits were to be ftully adjusted for the
inflation in inventories and in replacement costs. There ia a

real contrast ‘1n  this respect oetween business enterprises

generally and <companies in the manufacturing sector, In the
tirst category, dividends ‘together with internal and external
cash tlows have not exceeded investmnent, In the manufacturing

sector, however, National Accounts data show that dividends have

exceeded the geéeneration of new funds during six of the eight

years since 1968, (See Appendix H)
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1f we allow for the effects of illusiocnary inventory profits,
excessive dividends, and understated depreciation, 1t cans be
shown that the real value ©0f corporate retained earnings has
diminished in Canada during the past Jdecade. This phenomenon is
shown graphically in Figure 13. Thus, while corporations can be
a source of savings, the etffects ot 1rnflation appears to result

in manufacturing corporations in particular being a tact of the

FIGURE 13 CORPORATE PROFITS — ADJUSTED \
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demand tor savings rather than a supplier. This conclusion 1is
borne out by the analysis done by Glenn Jenkins for Chapte? 4 of
the wost recent Annual Review of the Economic Council of Canada.
This Chapter reinforces the conclusions reached here. A SUMmAXY
table in the caption reproduced as Table 14 shows the net effect

of inflation on manufacturing firms compared to othexy firms for

recent periods,

Figure 14

Eftects! of inflatlon on the Income ol Major Butginess Seciors,
Selecliod Yenrs, [965-74 *

Intome changes rcuuiting from:

Additional Tinnaters
tnxes ta borrowers Nel eliect

{(Mlitions o! dotlars)

Manufacturing
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Y Exciuding willittes and finance.

SOURCE  Glenn P. Jenklns. “Inflatron. I1's Fuiaticin) lmpact on Business i Canada,” Economic Council ol

Canada farthcoming In The Inflation Dhlereena, Thirteenth Annusi Review, Economic Coundll
ol Coannda.
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{(ii) External Funds

Let us now turn to the sources of investment tuntls that exdst

external to a corporation, Figure 15 summarizes the genexal

trends that have taken place during the past decade in external

sources. The illustration shows tour phenomenas

FIGURE 13 USES OF MAJOR CREDIT FLOWS IN CANADA

1565-1974
100

LONSUMER CHEULT

40 L’M\Mm 40

. FINANUF CUMPANIES
40

1
oy o e . ~——
\""‘ -.m_._._........../ \\___... /
f
10 g T e S }{ANK& - o
P AT ,
¥ Ll v‘_' . w60
n
o GOVEHRNMEM] BONOS AND DILLY
{5t r\ =] 50
N q S
) ( .
an | ™. BONDY . o e " e | . =y 48
\._ ./ "‘--.\‘_‘____,_,,_--—"‘ ~1 .
B —~ . L
10, - — | 30
T~ STULKS R
A _--.‘\‘-‘ MOHTGAGES e ——— ___’,--"”/ '\..\“_'__,‘.-—-}]
« 'I?"' Rttt A et ‘ -] 20
4
\1 i
T w10
13: ]
ol 1 4 4 . 1 X ) A i .
Tunb 1960 144! 19u8 1969 1940 LERA] 197 1443 1974 197%
TLAIY
SQUACE  SUMLH L (F CANADA CARADIAN LAIMTAL MARKL T 2 THAL FORGALT 1202 CANADIAN
CAPITAL MARKETS HEVIEW 1471 DANADIAN CAPMITAL MAIKETS HEVILW 1974
CANADIAN CAPITAL MARBHETS QUIEOGOK 1976 SLE NOTES
131 LASLLE ON 5IATIS LSS CANAIDIA £ATA ADAPILE Y MOSST SLE NOTE (L)
tof AUAPTATION MINCLUES L0 IMIGA T Tt THADTE BLGEHIVAIDSES FDRFIGH CURENGY AND
VENOSITS AND SCCUSITIES ANC oXCLUDED FHOA 1uLh TE 1872 DATA WUT NOT LNTINELY
FHOM L473.75 DATA SEE NOLE ('}
el DUE TU A CIHANGE IN ME THICLOL (GY U STATIS TICS CAADA - .

PILNILD N L S th
T the eftect ot the government "crowding-out® the market,
particularly in the early seventies, and again more recently,

2. tlhie heavy dependence in yecent  times  on bank debt, i.e,

short-terin debt,

3. the squeeze on equities,
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4. the recent increase in fuands invested in mortgages

{investments in real estate itsulf are not shown here since

* they are not avallable). o

One major pool of funds relevant to long-term inveatment are

the pension funds, Figure 16 showsa +their investment patterns

FIGURE 16 TRUSTEED PENSION PLANS: INCREASES IN SELECTED ASSETS
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1
over the past five vyears. The graph shows that fixed income

investments have been the primary focus of investment strategy in
the past few years, with mortgage investments showing a steady

increase relative to the whale. It 15 well known that the stock

investments held by most per.sion funds are of Blue Chip, which is
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excellent for the pensioners but not so good foxr junior

.

indastrial companies.

o,

As a Yyesult, it has become more and more difficult for

certain companies to raise equity monies to finance growth,

Figure 17 shows how the manufacturing sector has fared in

issuing new securities compared to cther corporations.

FIGURE 7 NET NEW ISSUES OF CORPORATE SECURITIES
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Mortgages as a percentage of total assets held by financial
intermediaries have increased from 20 percent in 1967 tq 24.
percent in 1975, The absolute value of the mortgage holdings,
nas increased from $13 billion in 1967 to over 341 billion in
1975, As inflation began to atfect the decision makers who guide
the investment of institutional funds, they moved to shorten the
list of eligible equity securities, they strove to index their
fixed income investments by shortening maturities and asked for
floating rates on as many investments as they could. They also

sought out dirzct investments in real estate,

Pl

We conclude this section with the general observatiOn that
the manufacturing sector has not heen the prime recipient of
institutional funds during the last decade. Qe suggest in the
next section that this phenomenon is not only caused by specific
tax advantages o0f investments in real estate, but alsoc by the

perceived lack of proiitabiiity of the manufacturing sector,

Hate of Return and Yields

The measurement of yields 1s a difficult one because the
statistics which indicate current yields are deficient in' téo
respects., They do not show estimated future yields which 1s an
important part of the consideration making an investment and they
do not show risk. Thus tigure 18 indicating that mortygages have
the highest yield can be somewhat misleading in indicating shifts

in investment patterns, because mortgages have always had the
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highest yield. It will be noted however, that the spread between
the ‘mortgage yield and common stock cash yield has widened.‘ﬁln
addition, there are some other investwents which are not depicted
oﬂ this chart, At the moment the highest vyields in the
marketplace tor institutional investors are achaevable through
medium  term corperate  loans, Ir., almost all Eases these are
backed by real estate assets although they are reportedly balance
sheet type loaﬁs- l.2., leoans made on the basis of the halance
sheet to assist the company in conducting its general affairs
rather than a mortgage of a ftixed asset., These loans are mostly
made at tloating rates several points about bank prime.- A glance
at figure 18 indicates the implications of this. Iﬁ additicen the
loans are perceived to be tairly risk free although somewhat

illiquid.

In &addition the chart does not include the yield on real
eState which has been high until recently, taking the cagital

gains factor into account,

Looking atbt  the arca ol comnmon stocks in more detail, it is

evident that, as the possibility of capital gains has begen

perceived to daminish, yields on common stocks and price~earnings
ratios have shiftted more particularly against those industries
which are more penalized by intlation than others., Thus, in
tigure 19 1t will be seen that the price-eakrnings ratio ot

merchandising stocks  which respord quickly to inflaticnary

intivences is higher than  that ot utilities and  the general

e
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manufacturing sector, which respond slowly and badly to

inflation.

Over the past decade there has been very little danger of a
downward movement in real estate or in mortgages ("éownside
risk"; and, while the return tables do not directly measure risk,
the reader will be aware of the risks that exist in both the bond
and stock markets which has been demonstrated in recent

intlationary times. The yield tables also do not show what the

yield 1is to an individuwal investing in a house rather than
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FIGURE 19 PRICE/EARNINGS RATIOS
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renting and putting his money intc an investment portfolio. The

alternative ot investing income 1in one's own house has been a
considerable factor in affecting the funds flow of the individual
sector over the past decade for reasons that are mentioned
eisevhere in this report, An  estimate done for the Oﬁtario
Government Advisory Task Force on Housing Policy by Peter Rarnard
Associates in April 1973 indicates that the return on investment

on the equity in a home exceeded 7'/2% atter taxes. This is much

higher than any yield available at equivalent risk 1n the
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economy. The movement in housing prices subsequent to 1973 would
' o,
suggest that this is now a low figure.

The Cumulative Effect of Government Policies

There are a large number of covernment actions which affect
the tlow of funds; some of these have to do with guaranteeing the
downside risk, some of these have to do with tax incentives, same
of these have to do with moral suasion. Following is a list of
measures whirch - in our opinion - have channeled the investment
process over the past decade or ss. It will bhe _seen from +this
list that many of those measures have been directed tc the

encouragement of investment in th: real estate sector.

1. The passage of the Natlonal Housing Act of 1948 which

provided government insurance tor housing loans to encourage

institutional lenders to invest in mortgages;

2, Changes 4in the Bank Act of 1967 which encouraged shifts of
chartered bank assets into mortgages, an expansion of which
is currently being proposed; '

3. The stimulation or private insurance funds which had the
eltect of lowering down-payments on héusing loans;

. The tax credits for dividende and interest;

5. The exemption of +the principle place of residengce from
capital galns taxes;

6. HRSPs and widened pension beretits which, as can be seen by a
analysis of investments in RESPu and pension funds, have been
largely invested i4in tixed income investments, mostly prime
debt securities of major corporations and mortgages;

7. The stimulation by government of REITs;

B. The stimulation by government o©f mortgage investment
ccrporations;

9. The stimalation through tar concessions of 0il drilling
tunds;
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10, Various housing assistance programs, such as CHMHC's Assisted
Rental Programs, which create an incentive [or private gector
bHuilders to put funds into eligible government assistance
programs;

1. In addition intlation has caused the value of bond portfolios
aof many insurance companies to drop, Under the existing
regulations atfecting insurance companies, this drop in
villues is retlected in their statutory capital ratlios and
therekore in their ability to expand their business.  The
requlations do-not apply to mortgages held in  investment
protfolios which continue to be valued at book. This created
an  incentive ftor the insurance companies +to invest in
martygages rather than in corporate or other bonds. The same
thing is also true of trust companies;

12. The effect ot the Foreign Investment Review Act has also
altered the market for Canadian companies and decreased
investorst* liquidity. 1t is appropriate therefore to lock at
other measures to enhance the ligquidity of thé investor in
Canadian corporations. It 1t i3 governmoent policy to reduce
liquidity in one way, then policies should. be introduced
which will help overcome the alraady ditficult problem of how
a venture capitalist can se¢ll out a successtul venture and
reinvest in another;

13. The lower tax rate for manufacturing . corporations is an
attempt to stimulate profitability in this area. As will be
seen later however, this has not  proven to he all that
ettastive;

14. The rapid two-year write off for capltal investments. This
is more appropriate tor capital intensive industries than
others and we will return to this in the next chapter., 15,
The write-off of investment in Canadian £ilms.

SUmmary

.

This review of the sources ani uses of tunds has indicated
that both inflation and certain government policies have produced
an  investment shift over the past decade ftrom the corporate

sector 1lnto real estate and mortgages. The net result has been

that there is no better current investment for an individual than

bis house, The changed attitude of an individual towards his
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house 1is interesting. For many years it was a‘place to live, a
u£ility and not an investment. Ncw the individual is cgnscious
of the change in the value of his house and is disappointed if it
goes down in value. This attitude is very important in the

investment process. Real estate 1s clearly regaxded as the

surest investment available, whexeas bonds and stocks are
regarded as risky., Without a change in this equation, there will
be no change in investment attitudes in Canada. It 1is quite
evident that difterent devices and attitudes must be considered
to encourage investment in the manufacturing process as well as
in land and real estate, )

When one sectox of the economy becomes stimulated moxe than
another, this is reflected in the increase in assets of those
parts of the corporate smactor which participate in the growth;
One would expect thexeforxe, that financial intermediaries which
are making investments 1in real estate and housing to show more
rapid growth than those corporations whiéh are pafticipatinq only
in the corporate sector. This is Lndeedithe case. Morxrtgage loan
companies and trust companies have shown much greater growth in
real estate related assets than in industrial related’agéets.
Sales finance companies have yrown slowly and the great growth of
the banks has taken place in theirx assets related to mortgages

and consumer credit,

In addition, when & sector is profitable there arxe a great

many subsidiary activities which spring up. As an example there
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have been complaints in some circles that there are no merchant

4

pu
hanks in Canada; in fact, there are merchant banks, but these

deal in real estete and mortgages and they are flourishing. Many
new such "banks" have been founded in the past ten years and they'
are very profitable, The reason why there are few, if any,

merchant banks operating in the manulfacturing sector is that this

sector has not been protitaole and funds are not tlowing in its

"direction. Until the flow of funds 1s redirected towards the

corporate sector it is unlikely that there will ke new werchant

banks in the traditional sense foundad in Canada.

Empirical evidence, added to the picture revealed by figure
8, suggests that there are f{ar more real estate  millicnailxes in
Canada than there are in any other sector of the economy. The
reward seekexrs have moved tao the area with +he most immediate

returns,

Finally, 11t should be pointed out tﬂdt the much discussed
shortages of start-up capital, new ventures and supply of
entrepreneurs does not appear to have Dbeen & problem in the
housing construction industry. New builders have entered the
market continuously and new supply firms in plumbing, elecitrical
supply and other goods and services relating to the Housing
industry have had no difticulty in obtaining funds to start

operations.  Later in this paper, we will comment further on  the

. protitability of the manutacturing sector and what can be done to

improve it,
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What we have attempted to do in this chapter is to examine
the shifts in sources and uses of funds 1o * see what both
individuals and institutions have been doing to invest their
funds. The review indicates that the incentive system presently
in place needs to be reviewed, Inflation and policy actions have
resulted in a substantial shift to investment in real estate
eithexr directly through mortgages or through the instruments of
institutions which invest predominately in mortgages, Each
policy action was perceived <ta be sound in ditself, but the
cumulation of these has shitted the incentive system so that the
balance is real estate oriented., As a result, we have a f{irst
class stock af housing in Canada. But manufacturing is a wvital
sector of the economy and Lt is important that the balance not bhe

shif ted too much against it,

We would like to make it clear that in examining the past and
making recommendations for the future, which will shift slightly
the tlow of funds, we do not mean to downgrade the investment
that has taken place over the past decade in residential housing.
The rapid growth of population and new tamily ftormations has
meant that the stimulation of housing has had to be a -~high
priority and this indeed will continue tor a few years to come,
However, after 1979, population growth is slated tc slow up
somewhat , and new family tcrmations will decline. It is
arpropriate therefore to begin to look at ways to shift the

balance slightly in favour of cther sectors of the economy which

e -
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appear to require stimulation and which

the decade ahiead, In the next s3¢ectlions

SQme measures to redress this

balance,

will be of importance in

Of this report we turn to
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CHAPTER IV ACDITIONAL FINANCING PROBLEMS

. ) o

In the course of this study it became clear that the praoblems
of setting free more corporate resources ftor investment in
innovation were particularly relevant to small and medium sized
companies, -Although there is no empirical evidence that the
larger companies have cut back RED less than small companies, it
is clear that larger companies have access to the financial
markets and can time their capital investment programs to take
maximum advantage ot thelr cash flows and of deferred taxes,
While larger ccrporations are affected by thé' liquidity squeeze
described earlier in this report, and which will be examined more
fully in the next chapter, tlteir proklems are not as severe as |

those facing small and medium sized companies,

the smaller and medium sized bpusinesses. This includes put is

Accordingly, this report focuses on the problems of fipancing
not limited o0 the much discussed problem of raising venture ‘
|

capital in this country.

What then, are the perceived problems in the investment

L}
process for small and medium  sized companies? Judging from
statements - and publications on this issue, they are the

tollowing:

. Lack of access to funds. This is related primarily to the

search for gquality by institutional investors and individuals
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alike, and a shitt of their interest to other areas, notably

° -

‘'real estate. For these reasons tha2re has been a lack ‘of

funds for innovation in the manufacturing sector. The stock
market has been unable tc meet these needs. There has been
only one recent .stock issue of a truly innovative venture,
"pop Shoppes Ltd®, It is significant that even this comgpany
which enj2ys a good measure of success had some difficulties
in marketing its new issue., In terms of private placements
and direct investments, it 1is clear that the only péople
investing in innovative ventures to any large extent in
Canada today outside of the real estate market are a handful
of wealthy individuals and a diminishing numbef of venture

capital companies.

Venture capital companies are purling out of the market

Several venture capital companies have become disenchanted
with the end results over the past number ot years and are
reducing their operations or pulling out.  As discussed below
we believe this is more related to the rate of return and

lack of liquidity than to a lack of desire. RN

The perceived conservatism ¢t Canadian investors

This proposition 1s, ot course, a matter of opinion. The
proportion of funds flowing through the institutional

investment process is much higher in Canada than it is in the

U.S, and therc are Lewer individials who have tunds avallable
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for new ventures, Since institutions are by nature
consexvative and many of them, such ag pension funds,;pave o,
observe T"prudent man™ rules, it seems that this is a better
explanaticn for the problem than the mythology that Canadians
are conservative, It thexe were proportionately more funds
in individual hands, then the criticism might be = justified.
Insofar as individuals are concerned, the history of
investing during the booms ot “he 50's and 60's, (penny mines
in the 50¢s and in junior industrials in the 60fs) would not
Suggest that Canadians are vely conservative., It 1is really
the institutionalization o©of our market encouraged by such
vehicles as RRS5P's and RHOSPS that creates the overall effect

oL consgervatism,

The lack o0f entrepreneurs

This also is a matter of opinion and we deal with this in

some detail later in this report,

Lack of liquadity for investons

When start-up situations become successful, it seems to be
very difficult for them to either “go public®" or for éeé%ain
types of institutional funis to take over from thg venture
capitalist who has tinanced the initial round. Specific

measures to improve some o0f these difficulties will be

proposed later on in this report.




CHAPTER V THE CLIMATE FOR IWVESTMENT

In this chapter we will discuss briefly some problems related
to the general state of manufacturing in Canada today and focus

inore precisely on the financial aspects.

The problems of the Canadian manufacturing sector are well
known. The industry is characterized by a number of highly
efticient companies and a nunber ot inetficient ones. The wage
rates are generally higher than those in the U,S. as a result of
recent labor settlements, We havée heavy transSportation expenses
and, because of our cold climate, we have higher ., expenses for
heating plants in the winter time, There are problems of to0o
many products per plant, short production runs, and declining RED
activities, In addition, it is saxrd that management expertise in
Canada is not as well developed as it is” in the U.S5., for
instance, and tinally, there is i{he guestion ot difficult access

to forelgn markets,

Taking ail of these tactors into account one wonders why
there is any manutacturing industry in Canada at all, .In spite
of this, the rates of return on equity are equivalent to those in

1
the U.S., in many cases. in the U,S. and higher in many cases,

In order to overcome some of the problems mentioned above, there

is a very high capital output ratic in the manufacturing Sectox,

This, toegether with some advantages in access to raw materials
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and to cheap energy has helpesd us o produce goods which are

. « <
competitive abroad.

There 1is a great amount of controversy at the moment about
how protected Canada's manufacturing industry should be. The
Economic Council has suggested that taritf barriers should be

substantially reduced +to increase the overall efficiency of

manufacturing plants but those industries which have difficulties

in meeting import competition resis* this strongly, mostly on the
basis that they are strategic to Canada‘'s independence.

ad

In view of all these negative circumstances, incentives to
invest in the manutacturing sector ought be high.! The industxy
starts from a poor base and has to overcomé a great number of
ditficulties, We have shown in the previous  chapters, however,
that the incentives tor investment in the manutacturing sector
are lower than they are in some other parts of the economy. We
contend that the chiet reason tor this phgnomenon must be sought
in the perceived rate of return in the manutacturing sector, and
we will demonstrate below that returns in the manufacturing

sector are protably more seriously atfected by 1ntlation‘ than

returnsg elsewhere in the econcmy,
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CHAPTER VI INFLATION AND THE FETURN ON_INVESTMENT

+

Much of the discussion that has taken place on i;dustrial
tinawcing and venture capital has focussed on the problem of
supply. This rxeport leans 1in a somewhat different directiona
The analysis of the shifts in investment that has taken place ih
the recent period has suggested that returns rather than supply
are of prime impcrtance, In previous chapters we have suggested
that the real estate sector has had the highest perceived rate of
return in the economy for guite a long period. This hasa groduced
millionaires, merchant bankers and new start-up capital in the
real estate sector. In latey c¢hapters we discuss various
incentives t0o improve the supply situatlion, but first we wish to
examine 1n more detail the factorxrs that determine the rate of
return on investment, We believe this to be of fundamental
1mpo£tance because, while one might improve the supply of funds,

if +the rate of return continaes to be low, then the amount of

tunds placed in the sector concerned will continue to be small.

Unfartunately, because of +the openness o©f the Canadian
economy and the high built-in cost structure of its manufacturing
sector,  there is  little scope for widenling marqiné sg that
returns on capital improve yelative to other sectors of the
econoamy., In orxder to imuprove the rate of return and thereby

attract capital, it appears necessary to look to the tax system

and improvements in cash tlow.
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At first glance there would appear to be more stimulants to
improve the rate of return in the manutacturing sectof than
anywhere else 1in the economy. The more impoertant ones are the
lower corporate tax rate (25%) on the tirst $150,000 of income,
the 42% rate on corporation ircome taxes in the manufacturing
sector compared with #8% for all c¢ther corporations, the two-yearx
rapid write-aoff of new capital investments, and the parallel
remiszsion of =ales tax. While all of these measures add up to a

considerable tax incsntive ror the manufacturing sector, it must

be remembered that these measures altect aonly the internal
yeneration of ftunds, and are of po direct benutif to the outside
investor., In spite of these, however, 21t appears that the cash
tlow in the manufacturing sector 1is much less than the cash flow

in other sectors oL the econcmy. The tollowing example

Llluscrates why this would happen.

If a manufacturer buys widgets at $10. and re-sells them at
$12. he makes a 52 profit ot which about one dollar is returned
te the governments 1in  the torm of tax, 'The company then buys
more widgets, but inflation has caused their new price to be 3$12.
which means that the original protit is insufficient to cove'r the

new purchase, Lven though the company may now sell them for §14,

and sill make $2 profit, in the process of doing its business
the company will have rapidly escalating wpank loans, and
eventually a liquidity crisis, The extent to which this has

" happened in Canada over the past year is shown in Figure 20,

e freee <em e A memes mw et
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As a result of this heavy demand tor cash, the industrial

sector has increased its short term debt as can be seen from
Figure 21. Thus, we have the ironic situation of a manuftacturing
‘ Y

sector that appears to be rich in profits but which has no money

to carry on its business.

Other factors have contributed to this worrisome state of

atfairs, Construction costs have risen rapidly as have the costs

ot wmachinery and equipment. Normal depreciation has not kLeen

" T
A e
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enough to bring about the cash flow necessary to rerplace the

equipment, Thus ayailn there has been pressure on, corporate cash
-
flow,
FIGURE 21 INDUSTRIAL CORPORATIONS
DEBT/EQUITY AND SHORT TERM/LONG
TERM DERT PATIOS
1962-1975
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All ot these phenomena have led to a search For s50me new

accounting principles with regard to inventories and to the

depreciation ot fixed assets in times ot inflation. :




The effect of such inflation adjustment is shown in Figure
22, which is based on figures supiplied by Statistics Cana@gu 1f
we examine the actual taxes paid in terms of profits adjusted
only ftor the inflation etfect on inventories, it appears that the
effective tax rate is just over I0 percent, which is conseidexably
higher than the stated tax rate «oi 32 percent. {(Figure 23).' FL

recant study by Touche Ross and Company concluded that, for

FIGURE 22 TOTAL MANUFACTURING INDUSTRIES
PRE TAX CORPORAYE PROFIT, ILLUSORY INVENTONY PROFIT AND
TAXIEZS PAID
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What then is the real rate al return? Much of the picture is

. .
tuzzy and uncertain. The indicated gprofit is not thé true
protit; while profits increase, companies are more heavily in
delrxt than ever; Investors arxe sﬁying away from uncertainties of
this kind, it appears +to us that the first emphasis,
particularly for small and mediup. sized companies ought to be on

the irpprovement ot cash tlow. The proposals that are presented

in the next chapter have been made with that emphasis in mind.

What appears to have happened is thak, in the manutacturing
sector, stated protit and cash flow have movéd further and
turther apart, mainly because ol the effects of inflation.
Returns in real estate arxe almast always described in terms of
cash  tlow ryather than profit., Irntlation adjusted accounting is

really an attenpt to restore the cash component to  corporate

profits, Because of the inherent characteristics of Canadian

'manufacturing mentioned in Chapter V {not to mention ATR), it is

difficult to contemplate increased dellar profits, However, if

the cash flow of the manufacturing sector 1is sBubstantially

enhanced, investment will te stimulated. This can be seen in the
. ' AN

stock markets, where analysts now rely much more heavily on cash

Llow rather tlran stated protits, in order to analyze corporations

and make investment recommendations.
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CUAPTER VII MEASURES Ty IMPROVE CASH FLOW

4 -
. The measures that are being proposed in this section all aim

towards improving the cash flow ot companies. We present Six

specitic reccmmendations dealing with the tollowing subjects:

- taxes based on replacement corts of inventory
- taxes based on replacement cost of capital assets

- transterability of losses

caplital cost allowances related to leasing

tax rate of small and medium-sized corporations

- credit against Federal tax for research and develogpmént.

These proposals are discussed in sections 1 to 6 below.

1. Taxes based on replacement cost accommting for inveptory

-

There is  little guestion that, during 1974, inventory
intlation was the largest drain on corporate liquidity. Since
the inflation rate in commodities haé now slowed up somewhat,
some may say that the time 1o introduce replacement-cost
accounting has already passed. It is our view, however, that it
will be some time before the inflation rate declines belows 6%,
and 6% compounded annually c¢an  have a marked eftfect on cash
Elows, We therefore projpose that corporétions "in the
manutacturing sector ({(i.e. those that currently qualify for the
40 percent corporate tax ratey, Ebe free to choose between

treating theiyx inventories on either the basis of replacement
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cost accounting or historic c¢ost accounting for tax purposes,

o

‘

Such a choice will impose great discipline on both management and
the government making it guickly éware of the effects of its

policies vis-a~vis inflation.

2. Taxes Based on Replacement cort account of capital assets

Under this Leading we propose that the present two year rapld
write-otf for capital equipment be maintained so that the
inflationary factor in the replacement of capltal assets can be
appropriately provided tor in the tax returns ot manufacturing

coxporations. )

This =stil)l does not deal with the problem ot the capital

intensive industries which normally replace caplital assets very

slowly, Often these are in low profit sectgrs of the economy and

their cash flows are not sufficient to cover replacement costs
under normal - accounting for tax purposes. There are several

lnportant points of the Canadian manutacturing sector which have

these characterlstics and replacement cdets accounting for tax

purposes on capital agsets may be the only way of solving their

problems.,

Transterability of losses hetween subsidiaries permitted for

tax purposes,

Under current tax regulations, each part of a corporation's

activities which operate throuqh i

separate company, 13 "sul




generis", that is, on its own, and losses in one part of the
corporation cannot be used to the benefit of angther par; which
is in a profit position. It was mentioned earlier in this report
that this kind of tax incentive has been very effective in the
real. estate sector as developers could transfer losses -~ without
being taxed - from one side of their operation into profitable
parts of their corporation, The general philosophy behind the
current provision in the Income Tax Act is based in the nction
that there 1is a success fror every failure., However, it is
probably more realistic, parcvicularly in technological
enterprises, t0 assume one success against five tailufes. The
overall benetit to society ot being permitted to shore up‘ the
tive failing propositiors trom the one successful company is
Lrobably higher than the additicnal tax revenue that can be
derived trom the one protitable enterprisé. The experience froﬁ
the real estate sector shows that this provision, with the prcper

sateqguards, 1s a strong ircentive indeed,

4. The reinstatement of the transferability of the capital cost
allowance under leasing so that leasing income can be written

obtf against other income.

This privilege was abolished 1in the last budget thereby

cnding  an  amportant  tax aincentive to investors in the
manutacturing sector, There 1s no gquestion that there is real
hardship intlicted on small and medium sized companies by the

abolition ot this provision in the Income Tax Act., The Ministex

e T R
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of Finance has admitted this but has said "there are other ways

ta solve these companies® problems'. We do ?ot “now eﬁ any
others. This provision probably axises out of the proboaed
revisions in the Bank Act which wonld permit the chartered banks
to go into leasing. If_ the banks were enabled to write-off
capital costs on lease assets against other income it would have
a substantial effect on Government revenues, One possibility i=s
ro make the transferability available for individuals but
prohibit corporations from tranaferrxing the capital cost to
another corroration. We return to this thesis latexr in the
discussion of improvements in tha taxation system to improve the

incentive for individuals to invest in ventures.

The all important principle behind this particular piece of
legislation 1is that the outside investor can "pierce the
corporate wvell® and take advantaye ot th;‘tax conBliderations
avallahle directly to the corporation. In a sense the investor
becomes the direct owner of an earning asset of the corpqQration.
As has already been mentioned eaxlier, thié_ is in effect the
difference Dbetween the current incentive system for real estate
as compared with investment ia securities, This was exemplified

R
by the table on page 17A of this report, The point is that some
way must be found for investcrs to be as equally well off in

investesting in a manufacturing company as he 1s in investing in

real estate. The provision to permit the wutilizaticn of the
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capital cost allowances by outside investors in leased assets in
A

manufacturing was in fact an attempt to do this.

5. Lower the basic tax rate on small and medium sirzed companies.

While tﬁe tax rate on small manutacturing c¢cmpanies is
already low, consideration should be given to re-defining small
business to bring in more firms which are presently excluded by
size. Data are not readily available in this area, and it 1is
suggested that the Departments ot Finance and Industry Trade and

.

Commerce might pursue this analysis further.

6., Credit Against Federal Tax tor Research and Development

In order to incresse the innovative potential of firms

P

and at the same time 1mprove their cash tlon, it is recommended
that a c¢redit against tederal *tax payable amounting to 25% of
Research and Development expenditures be permitted tor all firms
engaged in HKED in Canada. Firms operatiﬁg in a loss or low tax
liability position cculd carry forward the credit indefinitely.
There would be no "base year"™ for the program and the tax crgdit
R

would re dependent only upon RED expenditures in the tax year in

which they were made.

This recommendation 1is based on the assumption that the RE&ED
activities which are ot most value to industrial companies are

those which are both decided updn and carried out by the firms

thenselves,
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While there is much evidence supporting the hypothesis that a
high aggregate level of R&D produces ligh retuxrns to the ﬂcqﬁamy,
it is Aifficulv, if not dimpossikle for the governmen£ vo
determine which specific projects are worthy of support. The
best Jjudgements on which projects to support are made by fivrms

themselvea, when they have their own resources at stake.

There are precedents for tax barzed incentives for R&ED. From
1962 to 1965, under Section 72A of the former Income Tax Ahct,
companies were permitted to deduct from their taxable incomes,
150% of all R&D expenditures in Canada which exceeded those made
in 1961 - the base year, There were a number o% criticisms of
this provision. In particular it was felt that linking the
incentive to taxable status would result in an inequitable

distribution of benefits: firms wiith no (or little) taxable

income and firms in a loss position would not be able to take
advantage of the provision. In addition, there were difficulties
in administering the act: at tnat time, the Department of
Hational Revenue Lelt that it was not in‘_a position to make
technical judgements as to what should be included as researxch
and development. This difficulty may have Dbeen compounded
. -
somewhat by +the eagerness of fi‘ms to classify all possible
expenditures as RED in order to take advantage of the, extra

allowance, A preliminary analysis ©f the impact of the 1362

measure resulted in the ceonclusion that it was effective,

particularly in encouraging capital expenditures, which, in turn,

a
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may be assumed to have increased current expenditure in the
o
lOnéer term,

Effective in the 1966 income ta) year, however, the tax kased
program wnder section 72A was replaced by a grant based program,
the Industrial Research and Development Incentives Act (IRDIA).
The incentive provided by IRDIA amouwnted to a cash grant of 25%
of capital expenditures in the curreit year and 25% ot the excess
of current yeay, current expenditures over a five year base., The
cash grant cculd be paid te the tirm or applied against its tax
payable, The program was adaministered by IT&C, who eﬁfeétively

audited corporate R&ED claims,, '

While there was some enthusiasim for IRDIA when it was first
introduced, the base year provision was c¢riticized as was the
difrerent treatment of capital anc current expenditures, while
1t is not possible to definitively analyze the results of the
program, expenditures under it were level toxr the years 1970-
1975, Over that period aggregate industrial R&D declined as a
percentage oL GNP which i3 syronymous with a decline in
innovative potential. IRDIA was cancelled eftective December

1976, without a program to replace st.

The 25% credit against ftederal tax payable has a number of
advantaqes, It would provide a4 significant incentive to RED, it

would leave the RED initiative and decision making to the firms

themselves, it would encourage continuity in RED efforts, it
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would be more easily accessible than a grant based program, it
would improve corporate cash flows, and it would  prévide
potential benefits to c¢orporations which were in a loss or low

tax position,

It 1s suygested that the proygram be administered by National
Revenue - Taxation, who c¢ould, when necessary, refer to +the
Department of Industry, Trade and Commerce perhaps through the
IRDIA Of tice, oY to other government departments if prcbhlems of
definition wexe to arise, The program should be controlled by
post audit, rather than by pre-approvals, although there should
be provision for tirms +o obtain, at thelr request, advance
rulings. Overall, in the absence ot a "base yeqr":provision and
with resort to concerned gov ernment departments; the
administration glhould be relatively straight-forward, and should
Ee based on the current detinition ot Hesearch and Development in

the income tax regulations.

0t the 3lx recomnendations maile above, we believe that the
tax incentive ftor research and development, inflation accounting

tor inventory and the transter ot losses are the most powerful

§
measures to improve cash flow. The measurce of primary appeal is

that 1related to R&ED, since 1t serves  the dual purpose of

cumulating innovative potential and improving cash flow.
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CHAPTER VITII MEASURES TO INCREASE THE SUPPLY OF FUKNDS

<

. "

Funds generated in the manufacturing sector ovexr the past
three years from internal sources hiave been about $2 1/2 billion
per year on the average and from external sources about $l.2
billion. What kind of an increase in tunds would have an impact?
To come up with a tigure that is appropriate is purely a mattex
ot judgment, but let us say that it would be appropriate to
stimulate the manutacturing sector to the extent of an additional
$500 million of new investment per year. The aim would be to
develop policies that would <ncourage both “individual and
institutional investors towards additional investment o0f that
magnitude, In looking at the total funds flows for all

businesses, internal fund generation of corporate and government

buziness enterprises was nearly 314 billion in 1975 with external
tunds contributing neaxly $£10 tillion. Thus $500 million
recpresents a  relatively small shitt Qndlseems certainly within

the realm of possibility.

We have discussed the low rate of yeturn in the manufacturing
sector. In turning now to the recommendations to facilitate ‘the
supply of tunds, and some alterations in the intermediation
Erocess, we would like +to reiterate that, withouf some

improvement in the rate of return, the following changes will be

irrelevant. Unless the investment itself is pexceived to be more
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protitable than alternatives, no amgunt of tax incentives on the

supply side will .nduce the investor to make an investment, *

We will deal with supply ot funds from both indiwviduals and
institutions, The individual can be both a user and & supplier
of funds, Individual entreprenfeurs are very important in this
process, and we discuss them in  the first section below. We
indicated above thie order of magnitude ot the shitt of funds that
wds needed and we now suggesit that fome $50 million might come
from individuals and $450 millicon trom institutions. What we
propose to do is to revitalize the dinterest of the individual
investor aﬁd redirect the funds of the institutional investor,

We propose different sets of measures to do this because we think

the motivations of each are difterent.

The individual entrepreneur

What stimulates an individuil to go into business for
himselt? Or to raise funds from his friends to put money into
hia business? What would grompt his triends to put their money
at risk? In contrast with the real estate sector the barriers to
doing <this in the wanutacturing sSector are enormous. ¢ The
inequity is that many real estabe fortunes have been made thraugh
the passive holdiny cr trading ot land in contrast to tﬁe ri=zsks
ol starting a manutacturing operation, In manufacturing the

rewards do not seemnm Lo have been connensurdate with the risks. If

a person 18§ to be attracted to take such risks, a  significant



change in the system must be brought about, and it will only be
brought about if the anticipa:ion of rewards in thie manufacturing

sector can be made substantially higher than they are now.

There have been many profiles of the Canadian entrepreneur
and same of them leave one with the feeling that they belabour
the abwvious, Attention 1is drawn to the large number of
bankruptcies which take place and counclusions are drawn about the
poor =state o©of management education in the counfry. However, it
would appear that the well-trained people stay 1in the large
corporations and do not become entrepreneurs, AFcordingly, one
might argue that training programs will train the untrainable,
while the well-trained will not leave the laige corporations
because the anticipation of rewards in new enterprises 18 simply
not good enough. Thus, the lack of guality management becomes
selt-perpetuating and the weall-trained entrepreneurial
individuals end up in large corporations. Those less adept, or
only those who are exceedingly clever and. courageous, are the
ocnes wWho start new companies.

What can be done (o Dbreak out ot this viciouws circle and
attract the well-trained manager tc new enterprises? This‘:does
occur  in  the United States particularly in thos instances where
the inventor has taken the company as far as  he can, but

proftessional management is needed to expand its market

capabilities. This mechanism appears to be lacking in Canada.
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In order to improve the situation, rewards must be adduced to
provoke the well-trained manager to leave the large corporations.
The proposals in this regard arxe related to the tax system and

they are as follows:

(1) Changes in the law respectince stock options,

At present gains made from the exercise of stock optiong are
taxed as income. There are several proposals available to change
the rules governing sStock options. One put torward by the
Canadian Venture Capital Association 1s that options be taxed at
capital gains rates tor so-called staxt up situatid;S and sﬁaller
corporations, Large corporations have othex alternative
available to them tao c¢reate 1incentives tor'managers. Oon the
cthex hand options have a substantial eftpct on attracting
managyers ta smaller corporations. Jt should not be too difticult
ro devise some rule which would permit options to be taxed at a
capltal gains rate, of eéven nmore guncruusly, tor new ventures and

for small and medium size conpaniez,

There is another line of argument to justify stock options
tar large companies, i.e,., that even managers of large companies
should have apn  ownership stock in the companies tor which they
work., We agree with this but suggest it may appropriatély be

handled by stock purchase plans,

(11} Changes in the law respecting employee stock purchase

prlans. ) —_—
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At present, there are several Larriers which inhibit the
deve-lorment of employees owning stock in the compahles they “work
for. Tax changes t0 encourage this form of investment will
provide another source of liquidity as well as aiding the
entrepreneurs in obtaining tftinancing foxr his venture, The
important element of ownership and a ssense of propritorship c<¢an

e provided by widening the share participation of emgployees.

The best known advocate of this concept is Louls Kelso and as a

result of his ettorts ESOPS or Employee Stock. Ownership plans

are becéming widespread in the United States and are  being’

2

stimulated by legislative changes,

The indiwvidual investor

So much for the entrepreneur himself: but what about his
friends? It is wvery difticult for individuals to invest in
enterprises in Canada today. As we explained earlier, any one
withh a bit ot money will preter Lo invest it in his principal
place o©f residence, a summer cottage, and a‘fund for retirement.
There is no guestion that the tat system milltares against
investment in  the manutacturing sector, The following meashr;s

are proposed to encourage individual investors:

{1) A provision to deduct 1504 of the investment in new

ventures against other income.
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This provision should be able t» be taken indgfinitely jin the
future and in any amount in one year. It will be remembered that
the normal ratio of successes to ftailures in new ventures is not
on a one-to-one basis, Under these circumstances a deduction of
150% 1s not as much a privilege as otherwise might seem. It is
believed that this rrovision would have a substantial effect on
revitalizing the individual investment pProcess in new
manufacturing enterprises. Qualifications could be put on the
eligibility ot such investments such Canadian ownership, or that
they have certain research or technological atiributes. (see
n"Definition of Venture® below). While no stat%stics have been
made available to the writer, a nurber of people have indicated

that West Germany has had considerable success with a 192% write-

orf, -

Detinition of “"Venturen

At this gpoint it la apgropriate to make some comments about
the definition of the word "venture", It is used here and

sevaeral other places in this report.

1

In a rxyeport of this kind, it would be assumed that the word
venture would be defined as a start up of a new enterprise in
highh  technology yoods. It is not certailn that the definition

should be so narrxow, Generally this report has taken the view

that the whole gprocess of investment or innovation in the

manufacturing sa2ctor has slowed down in Canada and that there are

T

T
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barriers in the incentive system which have prevented investment
« e
from taking glace. We have taken the view that, if' the
investment- process im stimulated, then research and development
will be stimulated. TFollowing this analogy therefore, we are of
the belief that the definition of the word "venture®" should be
quite wide. One extreme would be the 3tart up of a general store
in a small town, which might be financed by the local doctor and
other well paid citizens. Should these gqualify for sgecial tax
considerations? First of all, we think that the definition
should be conftined to the manutacturing sector. It has been the
main thrust ot the arguments put forward by the Canadian Venture
Capital Assoaciation that small businesses are empioyment creating
and manuwfacturing small bhusinesses are exceptionately employment
creating. This definition will mitigate somewhat against those
kinds of wvaluable service bhusinesses which have a part in
technology content and which can be exportgd but that is as may

be.

The word "start up" is also capable of several definitions.
It normally does not mean tha revivial of a company which has bgen
struygling along undercapivalized and on the verge of bankru%tcy.
On2 of the key turning points in a growing enterprise 1is, in

fact, the stage where the new proaduct has been developed and it

is beginning to win market acceptance. At this particular time

there 1s often a need for substantial injection of new capital

and management. We believe that the definition of the word
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"start wup" should include these cases and that “start up” should
. * A
be defined as encompassing the injection of new capital in an

enterprise not less than 50% of the existing capital in the

company.,

In other words the definitica of "venture' would include
capes where in effect a company is being set up again to launch

into a new stage of growth by a substantial injection 0f new

capital.




B1

ALTERNATIVE DEFINITION OF “VENTURE"

* s

For +he purpose of final reccmmendations, a "venture® could

ke defined as having the following characteristics:

- It is a commercial enterprise at the pre-startup, startup,

early expansion, or turnaround stage.

~ The enterprise offers products, processes Oor services
which incorporate a igh degree of technological oOx

engineering skill. The conpany!s organizétion typically

includes a number of pecople with advanced competence in more.

than one tachneclogical area.,

~ The company's technological capability applies tc products
ax services which hav’e relativelym large markets, A
signiticant share of these marhkets can reasonably be expected

t0o become available to the company, due to product Or service

supericrity, unigueness or lownl Ccost.

-~ The company can reasonably be eypected to achieve a size
which would permit a public issue ot its stock withip 10

Years,

(11} Exemption from capital ga.ns tax on the sale of an
investment if the wcenies iare reinvested in anotherxr

venture,

e e e
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Another wvariation of this would ose to permit income averaging
cx to fhe.purchdse of annuity out of the gains. At the moment,
if a profit is made from the sale of a venture, it is fully
taxed, We believe that the profits should be not taxed Aif they
are reinvested in another wventure, i.e. another eligible
investment as defined. This could bve a temporaxry measure toO
stimulate the process of innovative investment. It certainly has.

a great effect on liquidity which is one of the major problems.

(1i1) Increased write-otf allowances for individuals

At the present time, an individual is allowéd to write-of £
$1,000 of capital losses against his other income. If an
individual investor is permitted tc write-off all of his failures
against his current income he will be stimulated to take more
risks, He knows that the one or two veﬁ%gres in which he has
gains will take a long time to realize parxticularxly if there is a
lack of 1liguidity in the marketplace. Thus, he could have a
Situation where he takes one loss of $50,00Q and has to write-off

halt of that at $1,000 a yvear while his gain on a second $50,000

is not realized ftor 10 years and he has not really received the

f
benetit of any sheltering of his risk taking.
What is needed is a vrevizalization of the individual
investment process so that individaals can become more stimulated

to make investments of tairly modest proportions in the ventures

or their triends, In all parts ot Canada, high income earners in
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towns and cities presently seek out the tax shelters described

elsewhere in this report, We believe that the’ tax mexsures
proposed will provide a sharp stimulation to the process of
investment fcr innovation by individuals and we recommend that

they be implemented by the government.

There are various croposalss to create vehicles or
intermediaries tor individuals to invest such as mutual funds for
innovation and for the Canadian jnvestment tund put forward by

tthe Investment Dealers AsSsoClLation. we discuss these further

balow when we are dealing with the intermediation guestion..

3. Inscitutional Investors

There are three major institutional pools of funds in the
country: the conglomerates, the larde industyial companies and
the fanancial institutions such as nanks, pension tunds, and lite
insurance cvompanies., In this section we will concentrate on the
financial institutions, e conqumekates and the large
industrial <compganies have their own reasons for investing in
innovation and their policies are being examined by the Bryce

Commission. It would be supertlucus for us to deal with fthem

turther herco.

In dealing with <the supply problem, we must revert to
something that has come up at various times during +this regorg,

and  that 1s the guestion of wize, At a certain size, a Canadian

corporation cowmmands the attention and the respect of the

Y
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investment community and it can go to an investment dealer and

have that dealer underwrite a bond 1ssuwe or an equity lssue, %}s
stock 1s usually bought by the largest institutional investors
such as we are now discussing. Broadly speaking, these kinds of
companies might be described as those eligible under the Canadian
and British Insurance Companies Act i.:. those which have paid
dividends of more than 4% of capital over a 5 year period,
Perhaps the category is a litile narxrower than that because 3ome
companies can gqualify under the Canadian and British Insurance
companies hct but will not have an institutional following and
theretore will have difficulty in funding themselves. We would

suggest, however, that these are not inpovative companies,

otherwise they would probably be bought by the pension funds,

The problem seems to lie din the smaller to medium size
companies and the so-called start-up situations, Theretore the
following section deals particularly with +these types of
companies, Broadly sgpeakirg we believe & that the demand
(excluding companies whose securities are traded on the market)
is divided into three sizes of caompanies: from a start-up and
negligiblie investment up to say around 200,000 those whose fund

A
needs are trom $200,000 to 1,000,000 and a third group of
companies whose financial needs go from approximately 1M to- 3T10M.

The reason for segregating the latter is that these are the types

ot companies which in earlier times obtained their funds from the

market place. Up until 1969 they were able to fund themselves
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through investment dealers. Since that time however, as a result
* A

a v

of the decline in the activities of mutual funds as major
investors and as a result of the concentration on "blue chips® on
the part of the pension funds, it has been difficult for these

types of companies to obtain funds.

At this stage, we must signal the existence of a thilrd group
of companies which are becoming particularly important in the
United States, where venture capitalists are saying that, unless
the new entity can be quickly brought to the HNew York Stock
Exchange, there is no point in making the investment in tﬁe first
place. Accordinyly, they have been ftunding companies in start-
ups wWith amounts ot F10M to F20M in order to bring them tOo sales

of $100 million as soon as possible. This has not happened in

-

Canada, with the exception of Microsystems, Examples of such new

ventures in the USA are amdahl and Federal Express,

Institutional investors, such as ﬁension tunds, are xisk
averters rather than reward seekers. This is quite proper, due
ta the Kkinds ot tunds that they are investing but it means that
they are not so much attracted to vield as they are opposed  to
risk, In addition, they are not particularly interested tor
institutional reasons in becoming wtnvolved in a large nuﬁber of
small individual investments., Tt appears appropriate, therefore,
Lo encourayge the creation ot venture Investment Companies (VIC,s)

tuo  act as antermediaries  betwesn  the pension  funds and the

investment.,  This is particularly -clevant  tor  those coinpanies
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whose fund reqguirements are between 3200,000 and $1000,000 ~ too
large fov the inuividual and too small tor the pension funds.
the experience 1in the United States suggests that venture
capitalists do nct operate successfully unless they are small
themselves, and that it is ditricult to instituticonalize them.
The largest U- 8. venture capital company has just cut its staff
from 16 to 8. What may DbLe needed in this country 1is a

maltipglicity ot small voenture capital companies each

administering between §5 to 10 millicn toyether with a few larger

ones which deal with more mature corrorations and deal alsc 1in

-

the debt side,

:

However, the creation of a multiplicity of venture capital

obtained? Secondly, how are they to dispose of-their investments o

so that they can invest their tunds agaln? Ot the two, the

ligquidity problem 1is probably the more important one, because,
with the introduction of FIRA, an important source of liguidity

(through ftoreign capital) has been reduced tor Canadian ventures.

The tollowing propesals are meant to redirect the ,
¢

institutlional tlow of funds into the manufacturing sector by: :

{a) enhancing the rewards,

{b) improving the risk rprotection,

(c) increasing the treedan of th2 institutional investor.

Faeh one of these will be discussed i: detail below.

' companies poses two problems.  First, how are  the funds to  be
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(A) MEASURES TO ENHANCE THE REWARDS

Most
stimulate
nature,
rroposals
be made

capital.

of the changes that have teen proposed in the pasi to
the supply of funds have been of a tax incentive
They tall into +two broad groups. The first set of
deal with measures to stimulate the first ilnvestment to
and deal with the process of investing the initial

The second set of proposals have to do with tax

measures to improve the return on the capital once invested., Let

us deal ftirst with the measures to improve the incentive to make

the original investment,

s

{1) Measures to stimulate the original investment

The following are the most commonly proposed measures:

(i) Write-ott the original investment” in a venture

auainst other income

The write-off would be provided either directly, or
indirectly +through a wventure capital companya. The
suggested amount of the write-ott and the conditions
attaching to it varies from place to place, If ‘tQQ
investment 1s made through a venture capital company,
Ontario, Quebec and Alberta have now passed leglslation
which, 1in effect, proposes a 130% write-oft against

other income taking both Federal and Provincial taxes

into account, We do not think that 1t is necessary to
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(11)

An

the gains,

e

go s far with ccrporations and with -institutienal
investors as with individuals. It will be remembered
that we have eérlier proposed that an extra 5450 million
could conceivably come from institutions, In our
juagement this could be acaieved with a lesser tax
incentive than the 150 percent write-off which might be
appropriate tox individuals. However, a straight 100%
write~oft against other income of the original
invegtment is probably not encugh., Furthermore, we do
not think it is enough to do it through a VIC. ff the
word "eligible investaments" could be broadened somewhat
it will permit taxable companies to have some incentive
to invest in corporations directly whose size 1is a
little larger than those dealt Jl£h by the VIC, We
return to this scheme later but we Dbelieve that the
taxable tinancial institutions shopld have an incentive

to make a direct investment (rather than through a VIQ)

and should be incouraged to do so through a 150% write-
oft against other income. Another alternative 1is +to

.
permit  the amount invested to be used as a credit

agalnst other taxes pald.

Exemption trom capital gains tax on

the sale of the Investment

alternative to the exemption would be to defer or average

with such exempticn or determent to apply only for
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monies realized or reinvested in another venture, This 18
ditferent than is currently bein3y proposed under the ., VIC
legislation of the various Provinces but it is heavily emphasized

by those in the industry because of the problems of liquidity.

(111} Extension ot tax write-cffs for losses in venture

type situations

Financial institutions should be given genercus write-offs
tor losses, again taking into account that the ratioc of successes

to faillures is greater than one-to-one.

(2) Measures to imgrove the cash tlow trom the

investment once i1t is made

One of the prokblems in making any kind of investment in a venture
operation, particularly a venture capital comﬁény, is that there
are a number ot tax inhibitions to the "flow through" <f prcfits,
A number of measures are propoesed below to change the tax laws to
permit  tlow through ot income to the original investor and again
to consolidate and oftset losses aya .nst profits in a number of
investmants in a venture capital ccwmpany. These are well wcerthy

. - . - 13 " ‘
ot consideration. Specltically, these are as follows:

(1) Adoption ot flow thrcugh of interest on a noh-taxable

basis ftor venture capital companies

At the present time if a venture capital company makes a

debt investment in a company which 1s either a subsidiary or
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an investment, it is taxable in the hands of the VIC, The
‘ <,
tax practice should be changed sc that for certain types of
companies designated as VIC*s or venture capital companies,

cash can flow through to the original investor without being

subject to corporate income tax,

(i4) The adoption uf consolidation of accounts for

income tax purposes

At the moment, a venture capital company operates as a
holding company. Theretore 1¥ it has one succesgsfal
operation - it has to pay taxes on that operation whereas in
its unsuccessful operations, the losses thrown up will not be
ahle to be used to offset the taxes paid by the profitable
operations. As we have mentioned earlier, the tax provisions
surrounding the operation cf venture capital companies do not
glve reccgnition to the normal success ratio and assume that
tor every loss there 1is a success, or a one-to-one ratio,.
Some tax relief should be granted in this respect to such

companies,

- . . . o '
iil Profits and lesses in venture capital companies
4

should be tyeated ag capital gaing

This part of the law is uncertain and everyone agrees it
shculd be clarified, National Revenue says that it should be
clear but no one in the busines:s feels that it is clear. If

an investment is made by a ventvyre capltal company and then

R

.¥£q%§??
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sold, it is very likely that the protits will be reinvested
in another venture operation. Il this is the céee, then '1he
gain should be exempted from tax entirely. If the gain is to
be paid out to the shareholders, on the othex hand, it should

be subject to capital gains tax. We do not think this would

be difficult to regulate,

(B) MEMASURES 10 IMPHOVE THE RISK PROTECTION

It will be remembered +that the Natlional Housing Act arose
from the fact that the linstitutional lenders, particularly  the
chartered banks, were not inclined *“o make mortgagé-loans alter
their wvery bad experiences in the thirties, At the moment
institutions are generally not wiliinq to make long~term loans in
the manutacturing sector for some of the same reasons. Some of
these reasons have Dbeen outlined previously and ére related to
the basic health of the Canadian manufacturing sector. However,
other reasons may be merely those of habit, since it has been so
easy and so safe to make money in real estate, In addition
mortgages have been such excellent ha2dges against intlation that

funds managers have ftelt no need to seek out npnew areas fgr

investment.

In discussing this issue with pension fund managers, they
expressed the view that the fear of risk was a yreater deterrent

than the appeal of reward, Accordingly, 1t would seem more

froitful to do something about risk rather than reward. The

AR T

i,
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kinds of improved protection can be visualized in this regard
. ‘ -
are: general risk insurance and a more specific risk insurance,

General risk insurance would not deal specifically with any

one investment. Under this kind of proposal the entire basket
clause of the investing entity would oe insured against losses.
Therefore, in order to qualify, investments would have to be of a

specitic kind as detined undexr the legislation, e.g. they might

have to be Canadian owned manufacturing firms with an appropriate
budget in research and development. or perhaps a “venture" as
detined earlier in this report. It is important that there Se an
element of co-insurance 1in the proposal and accordingly there

ought not to be a 100% guarantee insurance.

Specitic risk insurance would oe similax to that presently o

practised by CMHA and the GAAB. Undec this arrangement, specitic
financial instruments would be taken to a designated agency to be
validated for a guarantee Or insurance, Again there should be

gsome torm of co-insurance.

Either of these possibilities should be considered in
¢ "
relaticn to debt and equity. The difterence between the +two 1is !

s e

not always distinct because there are some instruments which have
been developed during recent times which are a mixture of debt
and equity, and some arbitrary dec:sions would have to be made.

Our recommendaticns are that the individual guarantee be made

available for debt instruments but that a generalized insurance

%
:
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for the basket clause as a whole is appropriate fox equity°~ To

+

be specific our recommendations are as follows: o

(1)

(2)

General Insurance

Insofar as equity is coacerned, there should be no
specific insurance. However, because the institutional
supply of funds is so large, it would be inappropriate
o insure the basket clause as a whole,. The 1insuring
corporation should agree to insure #degignated
investments® in the bhasket clause against losséa to the‘
extent of say 40%. A “designated investmént" migh£ be a
Can;dian owned company in the manutacturing section with
a certain percentage o©f sales going to RED, The
definition needs to be carefully thought through in
policy terms., The defindition of’¥1058885 also would
have to be carefully thought tlrough since these are

often ditfticult to defline,

Specific Insurance

It a loan of any Kkind is made by a financial

.
intermediary to a designated company (if there are only
a few Canadian-owned manufacturing companies, all of
them can be designatied that are Canadian owned), the

loan would be insured by the government and the

investing institution would then acquire a specific

Piece of papeyxy which would he specifically guaranteed or
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insured. We believe that tnis is the mont appropriate
way to deal with debt instruments because the instrﬁmEnt
would thereby tend to become more marketable, If, for
instance, the debt instrument was acguired by a pension
fund who later on felt that it did not fit its deesired
maturity schedule, it could market the debt paper more

easily 1if it carrxied a specitic government underwriting.

Discussion

Under this kind of program a gcod supply of institutional
funds might become available for the manutacturing"sector. This
proposal has been discussed with a number of large institutional
investcrs and pension funds and their reaction 18 encouraginge.
It is important that investments be made not on the basis of
patriotism which is now the c¢ase in many instances but for good
investment c¢riteria, and this viould become more so0 under this

proporsaed scheme,

However, the proposal will only work if the manutacturing
sector itself is prosperous. The National Housing Act guarantee
system worked because the rise in housing values was such‘tﬁﬁt
the guarantee system in fact never had to be exercised on a brecad
scale, When one thinks of  the ditticulties that would have
arisen had Central Mortgage and Housing Corporation been forced

to make good cn  its guarantees on a widespread basis, one

realizes that it is essential that ~he sector to be guaranteed is
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pProsSpEYOQuUS, This 1is important because it is our view that the

manutacturing sector at the present is not prosperous and we have
-

recomménded, therefore, parallal measures . to imgprove the
profitability ot the corporate sector. If these measures are not
raken and a guarantee system is instituted, many administrative
prablems wouid arise., It is  extremely important the the
corporate sector should be profitatle and healthy for a guarantes

systewr to wcrh properly,

Another potential problem is that any guarantee system might
result in a government-owned company keing formed to provi@e the
guarantees, M hureaucracy would be created which would héve the
etfect of slcwing down the investment process and:adding to the
intervention of governmert in the investment sector, This is a
sericous matter because it is gquite c¢lear that the National
Housing Act guarantee system is5 no longer r;quired and vyet there
is a wvast Dbureaucracy still guaranteeing mortgages. Many
participants in this analysis were strongly opposed o the
creation ot a further government bureaué;acy to oversee the
investnent process, Cone  possikility would be the expansion of

the authority of the GAAR.

Ancther solution would be tor the existing mortgage insurance
corporations to expand their ope)ations to cover guarantees of
corporate paper, Legislative changes might be made which would

encourage this, There are three large mortgage insurance

corporations in the countrxy. This proposal should be discussed

i Ti
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with each of them., Thelr reaction may be that they are highly
skilled in mortgages but they would have extreme trepidation

about venturing into the manufacturing sector.

(C) MEASURES TO INCREASE THE FREEDOM OF THE INVESTOR

In this section we will deal with the rules of the so-called
"pasket clause" which refexrs o +the discretionary funds an
instituticnal investor may invest by law. An analysis of the

basket clauses of <the gepneral anéd 1life insurance canpanies

indicate that they were utilized tc the extent of 3,6% out of a

total eligible of 7% in 1973, A cleser examinathn of 'these
averages however, 1indicates that irclividual institutions either
use the facility fairly close to its legal limit, or do not use
the clause at all, For those whe: do not use it at all, it is
unlikely that any measure could be taken which would stimulate
them to make use of higher limits, On the other hand there
appears to be value in increasing the size of the basket clause
for +those institutions who are willing to £ake advantage of it.
There are several institutions who invest aggyessively and who
would increase funds out if the baslet clause was increased,. We

.
would theretore, be inclined to double the basket clause from 7
to  14%. No data are available as to tilex utilization of the
basket clauses of pension funds. The total amount in trusteed

pension plans at the moment is $18.3 billion. 7% of this would

.be $1.3 billion and obviously doubling the basket clause could

potentially bring into use a considerable guantity of money,
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Some have advocated that the direction of basket clause
investments be legislated, i.e. that it should be compulsory for
a certain portion of the basket clause to be used for ceftain
kinds of investment. Others feel that financial managers should
be left free to respond to the directions and opportunities of
the market. 1t is our view that, subject to the stimulants
outlined in this report, the market should be left to decide and
the individual investment manager should make his judgement as to
how much of the basket clause he is inclined to use and which

risk investments we should make,

It 18 our recommendation, tlerefore, in order to widen the
institution's freedom of choice, that amendments be introduced to
the Canadian and British Insurance Companies Act and to the Trust

Companies hct increasing the size of the basket clause from 7% to

T4%. -




59

CHAPTER IX INTERMEDIARIES AND INTERMEDIATION

-

The role of the financial intermediary is to transfer funds
from the savings process to consumption oxr investment. Thus
banks take the savings of the individual and invest them in
mortgages, consumer loans or business loana., An intermediary may
be a principal, such as a bank, ©r an agent, such as a merchant

banker or investment dealer. The investment dealer does not take

a position but acts as broker between sources of funds such as.

individuals and institutions such as pension funds, and users of

funds,

In the previous chapters we have attempted to outline some
measures to revitalize the investment process for individuals and
redirect the fundes of institutions. This process is handled

through intermediaries and it is worth while to vreview the roles

of the various intermediaries in the growth process of investment

for innovation.

In this chagpter we conceptualize that a company goes through

four stages of growth. ¢ "

1. the start-up situation - here the initial investment is

made to begin an enterprise. Fund requirements are usually up to

$200,000.

’ 2. first stage company -~ at this pceint the company has

overcome its initial starting difficulties and has begun to

e ey m et + @
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penetrate its wmarket. It has by no means reached its market
potential, hewever, and the company is usually still in the flands
of +the initial inventor or entrepreneur. Experience tells us
that start ur situvations encompass companies with funds needs of
roughly up to $200,000 with sales up to $2,000,000. At that
point there seems to be some change in the process of grcewth,
First <ctage companies often have sales between %2,000,000 and

9,000,000 and sometimes wup to 510,000,000, They have fund

requirements of $200,000 to 51,000,000,

3. "on the brink" companies - these are companies’ which
have gone through the initial growth process and have been
successful, They are on +the hrink of becoming substantial

enterprises, Sales are hetween 35,000,000 and $25,000,000 and
tund needs gc frem $1,000,000 to $10,000,000." Formerly the stock -
market used to be able to supply the needs of these kinds of
campanie s, However, in the shift of the investment process which
wie have described earlier in this reporf, the institutional
investor is not interested in taking debt Qr equity in this type
of company, and, at the moment, this is +the area ¢t most
difticulty in Canada. Individuals who may have sugpported the ?
company through its startup and through the filrst stage now do
not have enough funds to supply the company ot this sizé, One

must look to institutional investors for the kinds of funds to

keep these companies going. It is to these types of companies
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that the guarantee system which we have described earlier is

really directed.

4, Public company - in this stage the companies have
usually gone public and can raise money through investment
dealers in the traditional manner. Fund needs are in excess of

$10,000'OOO‘

In the 1light of this process it is worth reviewing the gart
that is played by the various financial intermediaries as they
participate in growth, Accordingly, we will describe the role of
each financial intermediary pointing out how the recommendations
in this report can effect the process of growth and investment
for innovation. Finally we will deal with several new

intermediaries which are now being proposed.

The main source of financing for business in Canada is the
chartered banks. There have been various proposals made to
diversify the investment fgrocess of <the chartered banks. We
agree with the thrust of these recommendations for the most part,
but we also think that it is important to create a diversity of
financial institutions. Therefore many of the recommendations in
this report will be aimed at strengthing the role of other
financial intermediaries and creating a new set of
intermediaries, The chartered banks are mainly sources of short
term credits., The needs of growth are centered around long term

debt and on equity. There is a limit to the amount of term debt
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a chartared bank should prudently take on and, in addition,
cqu}ty investments in any size are inappropriate for a cempany
whose main source of monles 1s deposiits which can be withdrawn on
demand., It is inappropriate therefore to Jook tc the chartered
banks for large amounts of money in this xrespect an@ policy
actions should concentrate on pensica funds, insurance companies
and trust companies who operate with rather longerx term
liabilities. However, certain c<«hanges are agppropriate for
chartered banks, We believe that they should participate in
VIC*s which are described later in this report and in addition we
endorse the proposals for changes in the Small Busdiness Ldéns Act

which are currently being put torward by the Canadian Fedexation

of Independent Business,

With that kind of background let us now turn to a detailed
review of the stages of growth that we have already described and
look in detail at the role of the various participants in the

process of investment ftor innovaticon,

A. THE PROCESS OF GROWTH

1. THE START-UP SITUATION '

In a so-called "start-up situwation” it is usual that funds

come trom a variety of sources. These are:

(a) Individuals by way of debt and/or equity
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This report has recommended that losses can be totally
written off in the year in which they are incurred w0 that
the individual investor or the entrepreneur will We

encouraged to make second investments. That 1s the only

change we recommend for the debht slde.

As for equity, the need for ceirtain stimulative measures

is much greater and we have recommended a 150% tax credit.

() Banks

Both the Department of Industry, Trade and Commerce and the
Canadian Federation of Independent Business have .recommended
changes in the Small Business Loans Act to revitalize the

participation by banks in small businusses,

Three changes are recommended:
1. increase the aize limit to $150,000.00

24 widen the purpose of th2 lcocans as stated in the
legislation.

3. remove the limitations on interest rates so that the
banks regard the loang as protitable investments,

The thrust of +the Bank Act revisions is that venture
capital operations of banks should be set up as separa%e“
companies, I£ the VIC legislation is passed we believe this
1s the route that most bank equifty participations will fake.

We believe that this is appropriate.
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(c) The medium term lenders Foreign banks, finance companies
i .

4

and trust companies, ;

We believe that lcans from theése institutions should be
eligible for the guarantee program that has been outlined in
chapter VIXI. We think that it is apprepriate that guarantees
be avallable for these institutioni rather than banks because
banks tend to confine themselves to medium term lending which
is pulficiently encouraged by the mall Business LoanS Act
and the GAAB., The general thrust of this paper is to widen
and diversify the sources of funds available to the small and
medium sized companies. The availability of the gﬁarantee;to
these particular groups of lenders will strengthen theirx
position vis-a-vis the banks in lending to the small and

medium sized companies and make them more aggressive in this

market,

There 1is a gquestion as to whether there are enocugh
medium term lenders, It has been proposed that a government
guarantee plan be available to guarantee the "street paper®
of newly formed <Canadian owned lending operations. The
proposition is put torward that the foreign banks are doing a
good job and can expand very rapidly because of the fact that
they have the guarantee of the parent bank available for the
purpose of marketing their rtinance paper on the street.

Thus, their assets can gruw very rapidly. Growing is much

- more difticult ftor a Canadian nwnec e€ntity, unless it has a
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substantial parent Or SpoOnsor. It is possible that there
would be a apecial entity whose commercial Ppapsr the
. i

government might guarantee, ‘this might induwce some more

kinds of companies like Roynat, In that case +the major

inetitutional investors sponsored the paper until the company

S

could stand on its own. The idea of a government guarantee

program for less well sponsored lenders is a reasonably good

idea. However, it is our view that the VIC legislationg if
properly drawn, will have the desired result without such a
special guarantee program., Therefore, we are inclined tc let.

this idea resat for the mcment,

(dy Pension funds

It became clear in our consultation with pension funds,
that they would prefer to handle start-up” Situatiomns through :
an intermediary such as a VIC or a special type of investment
trust, both tor debt and eguity. We discuss this preference
more fully later in this report. Howevér, a5 a company grows
out of start-up and into a larger type of company, we believe
that the pension fund should be eligible to buy paper
directly subject to the guarantee system which has ‘beén

gutlined earlier in this paper.

(e) Insurance Companies and Trust Companies

Trust and insurance companies could be a source of

supply of debr paper with some tax incentives as have been
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recoﬁmended in this report. It would seem Fhag they would
need some kind of guarantee to stimulate them to take éguity
in start-up situations, or alternatively that they would
prefer to deal through VICs., However, because of the nature
of their funds we do not expect them to he very active in
start-ups but more in the later stages ©f a company's growth,

I would think that they would be prime prospects for sources

of funds for VICs, however.

{f) VICs, SHBICs, etc.

-

Te . the extend that VICS are important sources of start-

up capital, they will be discussed in the context of the need

for new intermediaries,

2o FIRST STAGE COMPANIES

Let wus turn now to the so-called "first stage campanieé“o
Theae are companies which have grown beyond the start-up tnat
which may stilll) be struggling financially. The full range of
permanent markets are not yet avallable to them. Hewever, banks
are more generous since the companies have developed a history
and some working capital. It is likely that the medium term
lenders will also be more gencerous to them. While they probably
can begin to talk to the insurance companies, trust companies and

lifte companies about private placements, Their fund needs are

,otten still too small fox such placement, This should bhe the

main area of activity of the VIC and the investment trust which
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is described later. We elaborate on the financing process of
these companies further  below in the section on V“New

Intermediaries",

3. "ON THE BRINK® COMPANIES

The third stage of a company i3 on the brink of long term
success, It is not quite large enough to go public but 18 nearly
there. Here meychant bankers do private placements with
institutions. There is a role here for all the intermediaries in
one form ox another but hopefully the guarantee system will

stimulate direct investment by the pension funds., t

U, PUBLIC COMPANIES

Finally the company reaches the stage of a public company
where an investment dealer can bring it to the financial market,
Wwe do not believe there are any special tax changes or cther
changes required at this time. When a company "goes public®, all
of the institutions which have been descfibed earlier in this
gection can be either funded out or remain in‘depending on their
wishes, It is to be hoped that they will decide to fund out
through the public issue and reinvest their money back into hew
situations. One of the necessaxy Lactors is to change the tax
provisions to permit this. It a VIC, trust company oOX peﬁsion
fund has a start-up which is going to be taxed at income rates
when it realizes its profit through » company going public, it is

not going to be terribly anxious to put the money back into

£
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another venture,. As has alyeady Lkeen yrecommended, theare i1z a
strong reason for deferring the gains ox giving some kind of
consiaeratiOn to letting the criginal investor rxeap more fhan
ordinary benefits trom his gains through the tax system, 'Again,
it must be reiterated that the tax system in <this xrespect 1
based on a 1 and 1 success ratio., If the real muccess ratlo is
worse than that, then obviously the capital gaim that iz made can
normally be divided by the ﬁumber and dollar amount of the
losses, This is important to remember in discussing +the whole

procedure of taxation of veature capital gains and losses,

-

SECTION B NEW INTERMEDIARIES

During the course of this study, reterence wasm made w0 three

ditferent types ot intermediaries, that would be needed in

-

Canada. These are (1) Mutual funds for innovation so0ld to the
genexal public, (2) an invegtment trust, {3) the venture

investment company and/or SBICE.

(a}) HMutuval Fund for investment for innoﬁatiﬁn

Various proposals have surtaced over the years for the

!
creation of a mutual tund for inncvation which should be sold
broadly, as are Canada Savings Bonds. The Alberta Energqy
Corporation was marketed on this basis. A related proposal was
made by the Investment Dealexrs Association last year with its
suggestion tor a Canadian Investment Plan. While there are some

attractions to this, all or these approaches have severe

e B ot T
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limdtations; particulaxly with respect to Trisk, “These
limitations are twofold: If cne examines carefully the conditions
under which individual inveastment plans succeed, it 1s apparent

that they are governed by the following conditiona:

(1) the issuing entity is so substantial that the risk
is low: e.qg. Alberte Enexrgy Corporation, Canada
Development Corporation, Canada Savings Bonds. This
means that the investor is really investing in an

institution rather than an individual enterprise; .

(ii) the investment is perceived as low risk in itself.
Under L he structure that has been set up in Canada fox

investment in mortgages on a mutual fund basis,

-

individual investors often desire a Government

gquarantee, such as under =ife National Housing Act. They

wish to buy moertgagi:s on propgxties that are virtually

riskless and whic¢h are producté of a major developer

which has substantial financial resources standing

" behind it to back up the investment. This kindwof
,

attitude 1is5 charactexristac ot mutual fund type

investing.

(1ii) the Canadian Investmunt Plan has some attractions,
but it benetits only listed companles, While 1t makes

muchti good sense it is not 3o relevant to the problems of

start-up and emerging companies which have been the main
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subject <f this report, The Canadian Investment Plan is
. o,

4 plan proposed by the Investment Dealers Asscciation,

wheraeby Canadians may make tax-sheltered investments in

listed securities,

It 1is cur view that the tax chan es proposed earlier in this
repart are the most effective way of stimulating investment for
innovation, Until 1t 1s clear that the investment process is
working prcperly on its own, a mutval fund specially created and
{ay} guavernment sponsored could be asking Canadian -investors to
take inordinate risks, It would be better to let fthe invéstment
process woOYxk under the revised tax system suggested in this
report anl 1f a mutwal fund arises sponsored by private

intexensts, =0 much the bhetter. If toe return is perceived by the

- [
=

investor a3 being eguivalent or better than other opportunities,
he will make the {investment, It it 15 not perceived to be

better, he will not, The market should deciden

(b) JInvestrmunt trugts

Several pension funds bhave proposed the formsatici 0of akind
of REIT or mutual fund in which they would all ovarticipate rlor
the purpcae of making verture investments, This is not quite the
gsame ag a vepture capital ccompany as it i1s traditionally thcught

of but is more a trust avranagement. or mutual fund with a limited

“numbeyx of participant:, In discussing the problem with several

of the institutional investors, they indicated vupar it is

i T
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important for new forms of intermedistion to spring up, as it is
d1fficult fcxr a pension fund of size to make investments sm;iler
than $1,000,000. and in some cases smaller than 35,000,000.
Thus, they wish to make such investments through some kind of
venture caplital intermediary. Segondly, they like to feel
themselves behind a pool of risk money in order not to be
associated directly with losses or ventures in general. Trustees
of pension funds have to obkserve the "prudent mwan® requirement
and it may be more prudent to invest with. a number of other
pension funds in a ®junior cepital® or "investment for
innovation® fund rather than do it directly., At the present
time, there are legislative barriers to this kind of fund, and

appropriate legislation would have to bhe passed to facilitate

this pooling of interest. -
icy The VIC

The Venture Investment Corporation prdposal has come fxom a
number of aources. The Grasley report stronély advocated such a
proposal and it has also been backed by the Investment Dealers
Association and the Association of Venture Capital Companies iIn
Canada. This has resulted in injtiatives by three provinces,
Ontario, Quebec and Alberta. on April 6, 1976, the Treusurér of
Ontario introduced Bill 44 proposing i system of the registration
and control of new ftinancial intermediaries to be knpown as
‘Venture Investment Corporations, In  June 1976, the National

Assembly of Quebec passed Biall 6 legislating new rules for

s R e )
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similar financial intermediaries to be known as the Sociétﬁf de
Développemant de l1'Entreprise (ludgbecoise, (" SODEQ"Y)Y lTh&
activities of this particular VIC are confined to manufactuxing
corparations. -In 1975, the Rlberta Government advanced a similax
concept called the Investment Inventive Corporation. All three
proposals are pregsently being studied by the Federal Government
as & result of the reguest by the Minister of Finance in his
budget of May 25 to put forward submissions on the subject, It
is not proposed, therefore, to g0 into them in much detail in
this study. It is sufficient to say that we belieye that they
represent a' substantial contribution to the system. We belleve
that the aim should be t0 create an environment whére there would
be a considerable numbér of VICs formed in Canada each wilith say
$10 - 20 million under management directing *activities to the
sponnsorship of start-up situations and carrying on and nurtuxing
gtart-up situvations until they can be brought to some kind of

maturity.

In our sScheme ocutlined above, you will note that we think

that the VICs only serve some part of the problem and they are
,

not  the answer to revitalizing tne individual investment process

nor do they meet the real needs of pension funds., We think that

the tax measures and guarantee plan described earlier will be

more important in doing this than VICs, FEgually, we do not see

. it appropriate for individuals t> invest through the VIC unless
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it is a way of using his own funds. This may be the case in w§0me

1ns£ances of very wealthy individuals.

Finally, we d4do not sée the VICs as the answer as companies
grow and become medium sized which is a most desirable aim for
the <Canadian economy. As companies expand, their investments
needs will outgrow the VIC and use up all the funds available,
It is important through this torm of intermediation that a total

system of financing be created so that other more traditional

institutions will take over from the VICs, I+ is for this reason:

that we have suggested the guarantee plan so that a"%ension fund
may help to start off a company incdirectly through its VIC but,
as the corporaticn grows in size, the pension fund may wish to
have a direct participation in it, and buy tge investment from
the VIC, also on a guaranteed basis. As the company grows in
size it will come to the attention of the merchant bankers and
private placiments will take glace until eventually the company
ends up the hands of the regular investment aealers and an issue

to the public or the institutions can be marketed without any

special aids.

In this report we have not dealt with the SBIC (Small
pusiness Investment Corporation). This is a device uwsed in- the
United States to stimulate small Lbusinesses. This is the sulject
of a separate study by the Department of Finance. We leave the

question of whether such a program can contribute to the overall
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myGtem we have described in this report until the Finance study

is completed.
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CHAPTER X CORCLUSIONS

. "
The purpose of the reconmendations that have been put forth
in this report 1a to revitalirze the individual investoxr and to
redirect the institutional investor, We believe that it will not
take much to stimulate risk-taking Investment in new wventures,
If there are incentives to bring well trained entrepreneurs cat
from the large companies and to enable companies to grow from the
first stage up to the brink and into public companies, we will
have an ever increasing supply of medium sized companies which
will increase our competitive ability and will enable us to
contend with foreign competition. Without this kind QF
develorment, the Canadian industrial scene may eventually consist

ol very large companies and a group of very small oompanies that

will lack the nourishment to grow,

The measures are not almed at any specific technological
innovation or any specitic sector of industry, but are directed
at changing the incentive system to improve the climate of
innovation irn Canadian industry iuo general, More specifically,
the measures are intended to provide rewards commensurate with'
the risks taken by those who arz c¢ritical to pucce ssful
technological innovation; the en:repreneur, the individual
investor, and the instituticnal investor., The measures minimize

divect government involvement in resource al)location and leave

the private sector free to make its own decisions,
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specific proposals are directed towards increasing corpcrate
cash flows and increasing the supply of funds. The iﬁgreasad
corporate cash flow resulting from replacement cost accounting,
coupled with the extra RE&ED deduction, would be particularly
important to stimulate the innovative potential of the laxgerx
corperations while the smpecific incentives t0O increase the supply
of funds from individuals and institutions will mainly be to the
henefit of small) and medium~sized companles., The attached repoxt
has no final definition of a ®vepture® yet, but the definition
should stress start-up or wevitalized situations, the ;ntenaity
of science and technology, the high degree of risk, the high

potential pay-off, and the likelihood of the enﬁerprise becoming

of national slgnificance,

Keeping in mind that direct governmeﬁ£ support for research
and development has diminished during the past five years,
keeping in mind also that industry has diminished its own RE&D
ettort in Canada as a result of a general deterioration Iin the
investment <¢limate, and Keeping in mind that Canadian investors
are thought to be conservative, the thrust of our proposals 1s to
encourage private industry to increase its innovative po%egtial
and to encourage individual entrepreneurs as well as igdividual
investors to start new science~based enterprises. Our emphasis
on scilience and technology weftlects, oi course, the gprinciple
interests ot the Minister of sStat2 for Science and Technology for

whom this report was prepared but also our conviction that, at
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least in the short run, the technolegy-hase throughout Canzda's

manubacturing sector ought to he strengthened.
A

in view o©of all of these considerations, we arxrive at a
package of 12 measures, some of which are tax incentives and some
ot which have to do with new forms of intermediation and general
risk .insurance, The list below shows our initial criorities,

broken down under the three headings: increased cash flow,

increased supply and other measures,

;?"yr_ i SN T e 1 g s
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L. TAX MEASURES TO IMPROVE CORPORATE CASH FLOW

- replacement cost of inventory .
: - 25% tax credit for R & 1) expenditures

1I. TAX MEASURES TO INCREASE THE SUPPLY OF FUNDS

Individual Entrepreneur

i

changes 1in law resj.ecting stock cptions
- changes in law respecting employee stock
purchase plans

Individual Tnvestor

deduct 1650% of investment 1in new ventures
against i1ncome

exemption from capital gains tax on the
sale of an investment if the monies are
invested in another venture -t ‘

Institutional Investors

Enhancing the Rewards

- write oft against other income !
original investment in venture :

For-existing establishments:
- consolidation of accounts subsidiaries

péermitted for tax purposes

1II. OTHEK MEASURES TO STIMULATE THE SUPPLY OF FURDS FROM
QTHER INSTITUTIONE

Improving kisk Protection

~ general risk insuvrancge
- specitic risk insurance

Increase Invescvor Freedom

- increase basket Cclauses

Mew Forms of Intermediation

l , For start-up situations:

g e
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encourage the concert of venture investment
corporations as is proposed by Ontario
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The prespective outlined in this report would not seem to be
in acccrd with the current situation when there appears t5: be
over capacity in the Canadian manufacturing industry and when the
housing secter is weak and has been weak for some months. To a
large extent we regard these as cyclical influences whereas this
report deals with seculaxy trends, tle are not sBure that the

overcapacity is in the 1right places and the changes in the

"incentive system recommended in this report will stimulate

additions tO investment which will be in new areas, rather than
adding caparlty 1in existing areas. Insofar as housing 1is
concerned, there 3is a strong need to continue growth in the

housing sectoxr in Canada and this report merely highlights the

importance o©f making the incentives tor other sectors equal o

those of the housing sector.
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TABLE 4
> l . AFTER-TAX CASH FLOW ,
N ! ON ALTERNATIVE INVESTMENTS
MADE BY AN INDIWVIDUAL
' MDATGAGE  SHOPPING CENTAE CANADIAN SHARES
INVESTMENT REPRESENTED BY
— PENSONAL FUNDS $ 25.000 $ 25,000 $ 25,000
l — BORROWED FLINDS 75,000 75,000 75,000
TOTAL INVESTMENT $100,000 $160,000 100,000
i GASH INCOME BEFORE INTEREST
3% AND DEPRECIATION
3 l 10% ASSUMED CASH YIELD s %000 5 10.000
+ % ASSUWED CASH YIELD
5 4% ASSUMED DIVIDEND YIELD $ 4.000
Ej INTEAEST EXFENSE ne 10% 17,500 11,500 {1.300)
o l DEPAECIATION (5% ON VALUE OF
BUILDING BUT LIMITED TO CASH INCOME
INCOME Na {2.500) N A
INCOME BEFDRE TAX 1,500 o $(3.500)
. TAX SAVINGS DUE 10
DIVIGEND TAX CREDIT
(ONTARID RESIDENT. 61
TAX BAACKET} N .z ey
Ei l AFYER-FAX INCOME 5 s 0 {3 2.108)
5 — —
‘ "$6.000 dividerd deduction ol uved
‘ >
I _ o TABLE i
: PERSONAL FUNDS IN PENSIONS, RRSPS RHOSPS
l 1966-1976
5 YEAR {SMILLIONS)
: ' PENSION RRSP RHOSP
; : 1966 E 455 1o b
: 1967 : 507 118 -
: E 1960 : 872 143 —_
2 1969 : 6432 179 —
:1970 : 720 225 —
t1971 : B17 218 -
D1072(A) G 964 645 —
E 1973 H 1,093 923 -
11974 : 1,310 1,244 200
‘ PEST 1975 1,400 1,600 7S
i T EST 1976A ¢ 1,550 2,000 425
' : TOTAL E 10,023 7.497 1,000
i Source: For 1966-1974: Revenue Cenada, Taxation Statlslics, Years 1968-1976. For 1975, 1976: MOSST estimates.
I {a) Increased ceilings tor RASP ' '
e
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TABLE i

EFFECTIVE TAX RATE OF SELECTED COMPANIES

COMPANY (IN THOUSANDS)
INCOME EFFECTIVE TAXES PAID ON EFFECTIVE
TAX TAX RATE ADDITIONAL TAX RATE ON
EXPENSE ON INCOME WORKING CAPITAL ADJUSTED
Yo IN INVENTORIES EARNINGS %
A : 40,800. 44, 12,200, 62.
B i 21,000, A6, 6,000, 65,
c ! 65,100, 42, 11,700. 51,
D 1 22 600, a5, 10,000, B0,
£ 1 15,900. 46. 5 500, 66,
F : 68,800. 48. 15,700, 62,
G : 19,300, 44, 2,800, 51.
H : 41,200 3. 7,500. 42.
Source: Touche Ross and Company
Inflatlon: [ts Impact on Business
May 7, 1876
‘ -
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