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Abstract

Early in the COVID-19 pandemic, it was shown that there were fewer new firms in 2020 and that these
new firms were smaller than previous entrants. It would be problematic if the situation continued into
2021 and 2022 because new firms are seen as important conduits of innovation and economic renewal.
This is particularly pertinent in the current context of weak productivity growth. This article finds that
despite starting smaller in employment size and being fewer in number, the entrants in 2020 carried less
debt, had more liquidity, were more profitable and were more productive in their year of entry than
previous entry cohorts. In addition, perhaps as a result of these characteristics, the 2020 entry cohort,
who could not qualify for COVID-19 support programs, had higher survival rates in the first two years of
their existence compared with previous cohorts in the same point in their lifecycle and were able to catch
up in average employment size in their second year after entry. Furthermore, the rate of entry and the
average size of entrants in 2021 and 2022 have mostly recovered to their pre-pandemic levels. The
characteristics of the 2021 entrants are also closer to those of 2020 entrants than to those of entrants in
the pre-pandemic years. This suggests that weak firm entry or weak entrants are likely not the source of
the current lack of productivity growth in the Canadian economy. However, more conclusive evidence
will be available when more recent microdata become available.
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Introduction

Businesses have faced numerous challenges since the beginning of the COVID-19 pandemic. Public
health restrictions on business and personal activities aimed at stopping the spread of the virus were
associated with a slowing of economic activity (Clarke et al., 2022). By the time most restrictions were
lifted in 2022, businesses faced labour shortages (Statistics Canada, 2022), inflation at a 40-year high
(Statistics Canada, 2023a) and supply chain issues (Tam et al., 2022).

To support businesses, the Government of Canada introduced wage and rent subsidies and interest-free
loans to help businesses pay for non-deferrable expenses.!” To access these supports, businesses
needed to demonstrate a loss of revenue or the existence of non-deferrable expenses. Therefore, only
businesses that existed before the pandemic were in scope—that is, eligible to apply. Despite the
challenging environment and without access to these supports, on average, 15,583 businesses entered
the economy per month from March 2020 to June 2023, which is comparable to the number of entrants
observed over the pre-pandemic period (from January 2015 to December 2019) (Statistics Canada,
2023b).

This article examines how new businesses that entered after the beginning of the pandemic fared
compared with previous entry cohorts. This is an important question because new firms are contributors
to the renewal of an economy. They bring new ideas, inventions and technologies and displace older,
less productive firms (Schumpeter, 1934). Studies have shown that more small businesses and startups
are associated with higher economic growth. For example, Audretsch and Thurik (2001) show the
relationship between gross domestic product growth and the relative growth of small versus large firms
in European countries, and Erken et al. (2018) present cross-country evidence showing the positive
association between total factor productivity growth and the rate of business ownership. Almodovar-
Gonzalez et al. (2020) find a positive relationship between entrepreneurship and economic growth in their
analysis of 74 economies, but the results depend on whether entrepreneurship is driven by opportunity
or necessity. In the current Canadian context, where labour productivity in the second quarter of 2023
was 2.1% below that of the last quarter of 2019, understanding the possible drivers of economic growth,
such as the contributions of new businesses, is important (Statistics Canada, 2023c).

At the beginning of the pandemic, Lafrance-Cooke (2021) found that there were fewer entrants in 2020
compared with previous years. The entrants were smaller on average and more likely to be concentrated
in professional, scientific and technical services and in information and cultural industries, where the
impact of physical distancing was smaller than it was for all industries.? A smaller starting size may matter
for later growth since Dixon and Rollin (2012) find that employment growth is positively related to size for
firms with fewer than 20 employees. However, for Canada, little evidence exists on how entrants during
economic downturns have fared historically. Using a less timely data source than the one used in this
article, Brown and Fan (2022) find that for the 1985-t0-2019 period, business entry is procyclical and that
businesses that entered during slower economic growth periods did tend to catch up to peers that entered
in better economic times. However, this result varies across industries. In contrast, in the United States,
Moreira (2017) and Sedlacek and Sterk (2017) find that firm size at entry is procyclical and that the size
differences at entry across cohorts are persistent. That is, entrants in a downturn are smaller, and these

1. The main programs were the Canada Emergency Wage Subsidy, Canada Emergency Business Account, Canada
Emergency Commercial Rent Assistance, Canada Emergency Rent Subsidy, Tourism and Hospitality Recovery Program,
Hardest-Hit Business Recovery Program and Canada Recovery Hiring Program.

2. In April 2020, the Canadian Survey on Business Conditions found that 63.4% of businesses in professional, scientific and
technical services and 65.6% of businesses in information and cultural industries reported being negatively impacted by
physical distancing measures. This was comparable to 64.3% for public administration, lower than the 72.3% for all
industries, and much lower than the 90.3% for arts, entertainment and recreation and 90.8% for accommodation and food
services.
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differences persist into the future, permanently impacting aggregate employment. Moreover, Lee and
Mukoyama (2015) and Huynh et al. (2010) find further evidence for the United States and Canada,
respectively, that the entry rate in manufacturing is procyclical and that selection at entry is important.
This article will examine how the 2020 Canadian entry cohort has fared and compare its experiences with
those of previous cohorts and entrants in 2021 and 2022. The 2020 cohort is of particular interest because
2020 marks the onset of the pandemic and prolonged closures of non-essential businesses and created
unique conditions for business entry.

The rate of business entry and the average size of entrants recovered in
2021 and 2022

Chart 1 shows the annual entry rate of businesses and the average employment size of entrants.
Although Statistics Canada’s monthly business openings and closures data are used,? the article defines
entrants on an annual basis to avoid dealing with seasonality.* An entrant is a business that had
employment in at least one month of the year and no employment in any month in the previous year. The
employment size of the entrant is its average employment across all 12 months in its year of entry.

Chart 1
Entry rate of businesses and average size of entrants
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Source: Statistics Canada, Monthly business openings and closures, authors' calculations.

As in the work of Lafrance-Cooke (2021), the entry rate in 2020 was found to be lower than in the years
before the pandemic. It was 13.3% in 2020, compared with an average of 16.0% in all previous years
from 2015 to 2019. In 2021 and 2022, the entry rate recovered to 15.1% and 15.0%, respectively. The
rates in 2021 and 2022 were both higher than the rate of 14.7% in 2019, just before the pandemic.

3. See Lafrance-Cooke et al. (2020) for more details about the monthly openings and closures data.

4. In addition, Lafrance-Cooke (2021) notes that there were more entrants in the second half of 2020 than in the first half. Using
this definition of annual entry also avoids this phenomenon, in addition to seasonality. Seasonality may lead to a larger
number of entrants in certain months (e.g., summer months), which may skew the results.
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Not only did the entry rate recover, but so did the size of entrants. In 2020, the average employment size
of an entrant was 1.8 employees.® This is compared with an average of 2.1 employees before the
pandemic and an average of 2.1 employees in 2021 and 2022.

Despite starting smaller, the entrants in 2020 are now the same size as
previous entry cohorts

Table 1 shows the average employment size by entry year and in the years after entry. For example, the
average employment size of a firm that entered in 2020 was 1.8 employees. In 2021, one year after entry,
the average employment size of firms that entered in 2020 was 4.0 employees. In 2022, two years after
entry, the average employment size of firms that entered in 2020 was 5.3 employees. In comparison, the
average employment size of entry cohorts before 2020 in their first year after entry ranged from 3.8 to
4.5, with an average of 4.2. In their second year after entry, their size ranged from 4.8 to 5.7, with an
average of 5.2. Therefore, despite starting smaller, the 2020 entry cohort caught up in size to previous
entry cohorts at similar points in their lifecycle.

Table 1
Average employment size of firm by year of entry and years after entry

Years after entry

Year of entry 0 1 2 3 4 5 6 7
number

2015 1.9 3.8 4.8 5.5 6.2 5.9 7.0 8.0

2016 2.2 4.6 5.7 6.6 6.7 7.6 8.6

2017 2.1 4.1 5.1 5.2 6.5 7.7

2018 2.1 4.5 4.9 6.2 7.3

2019 2.2 4.0 5.6 6.4

2020 1.8 4.0 5.3

2021 2.1 4.4

2022 2.1

... hot applicable
Source: Statistics Canada, Monthly business openings and closures, authors' calculations.

Businesses that entered in 2021 can be followed only until 2022, one year after entry. Table 1 shows that
the average employment size of an entrant in 2021, at 2.1 employees, was similar to that in years before
the pandemic. Furthermore, the average employment size of a 2021 entrant one year after entry, 4.4
employees, was also close to that before the pandemic.

In summary, not only have the entry rate and average size of entrants recovered since 2020, the 2020
entry cohort has caught up to its pre-pandemic counterparts in size, and the 2021 entry cohort
employment began and is growing in line with the experiences of previous cohorts. Unlike in the United
States, there does not appear to be evidence that the downturns will have persistent effects.

5. Lafrance-Cooke (2021) also notes more entrants in the last quarter of 2020 compared with previous years and fewer entrants
in the first three quarters of 2020 compared with previous years. Since employment size is determined by employment in all
months of the year divided by 12, the average employment size of entrants in 2020 could be because the entrants were
active for fewer months in the year. All 12 months are used to calculate the contribution of entry cohorts to aggregate job
creation and employment growth. Employment size at entry was also calculated using only the months the businesses were
active, and it is still found that entrants in 2020 were smaller.
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Despite starting small, entrants in 2020 were stronger than previous
cohorts in other dimensions

The lower entry rate and smaller size of entrants in 2020 reflect the poor economic conditions firms faced.
However, the entrants in 2020 may not be weak in other respects. If an entrepreneur was willing to start
a firm during these difficult times, they must have expected high returns or have been confident that they
had the financial means to weather the uncertainty at the beginning of the pandemic. Table 2 shows that
despite being smaller, entrants in 2020 had, at the median,® lower debt, more working capital (current
assets minus current liabilities) and higher return on assets (net income divided by total assets), and they
were more productive.” Interestingly, the entrants in 2021 are even stronger than those in 2020.8

Table 2
Characteristics of entrants by year of entry
Year of entry
2015 to 2019 2020 2021
ratio
Median debt-to-asset ratio 0.858 0.821 0.767
Median working capital 0.111 0.229 0.232
Median return on assets 0.095 0.119 0.165
dollars

Median labour productivity 83,000 91,000 84,000

Notes: The statistics for the 2015 to 2019 entrants are the average of the statistics across those years. Labour productivity is deflated

using the implicit price index for the business sector from Common Output Data Repository Table 36-10-0206-01, with 2015 set as the

base year.

Source: Statistics Canada, Monthly business openings and closures, Indexes of business sector labour productivity, unit labour cost and
related measures, seasonally adjusted, authors' calculations.

Entrants in 2020 and in 2021 exhibit higher survival rates than pre-
pandemic entrants

The increase in the average employment of entry cohorts in Table 1 could have occurred because smaller
firms were more likely to exit or because the surviving firms grew.

Table 3 presents the survival rate of businesses by year of entry and years after entry. Consistent with
their characteristics in the year of entry, the 2020 and 2021 cohorts have higher survival rates than
previous cohorts in their lifecycle. Of the 2020 entrants, 73.1% survived into their first year, and 50.5%
survived into their second year. This is higher than the survival rates exhibited by any of the previous
cohorts in 2015 to 2019. The first-year survival rate for the 2021 entry cohort, at 71.2%, is also higher
than in the past. This suggests that the catchup in average size of the 2020 cohort was attributable to
stronger growth among surviving firms, rather than the greater exit of weaker firms. A decomposition of
the two-year growth in average employment by entry cohort shows that growing entrants (or survivors)
accounted for 43.2% of the increase in average employment for the 2020 cohort; 56.8% of the increase
was attributable to exits. In contrast, on average, growing entrants that entered from 2015 to 2019
accounted for 36.8% of the two-year increase in average employment, while exits accounted for the

6. The median is used because the mean is sensitive to extreme values. However, using the mean leads to the same finding
that entrants in 2021 were stronger than previous cohorts.

7. Allfirms in a particular year and North American Industry Classification System two-digit industry were assigned to a quintile.
Table 2 shows the distribution of entrants across those quintiles.

8. The data needed to calculate the characteristics for the entrants in 2022 are currently not available.
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remaining 63.2%. In other words, a larger share of the growth in average employment was attributable
to the growth of survivors for the 2020 entrants. This is consistent with the 2020 cohort being less
indebted, more liquid and more productive at entry.

Table 3
Survival rate of businesses by year of entry and years after entry
Years after entry

Year of entry 1 2 3 4 5 6 7
percent

2015 70.1 48.5 39.1 32.8 28.4 24.8 22.5

2016 69.2 49.1 39.3 33.4 28.9 26.2

2017 69.9 47.0 37.8 32.0 28.6

2018 69.8 48.9 40.0 35.2

2019 69.0 46.9 38.9

2020 73.1 50.5

2021 71.2

... not applicable
Source: Statistics Canada, Monthly business openings and closures, authors' calculations.

Conclusion

The decline in Canadian productivity since the beginning of the pandemic demands a review of the factors
that drive productivity. One contributor to growth is the entry of new firms and their role in renewing the
economy. Earlier work showed that there were fewer and smaller entrants at the beginning of the
pandemic in 2020. This could have been a cause for concern because U.S. evidence suggests that the
impact of starting a business during a downturn is negative and persistent. Furthermore, because only
incumbent firms were offered supports, new firms may have found the competition for market share and
inputs more difficult. However, newly available data show that despite being smaller, entrants in 2020
carried less debt, had more working capital, were more profitable and were more productive than pre-
pandemic cohorts. These characteristics allowed them to survive at a higher rate in their first years and
catch up in employment size to previous cohorts at the same point in their lifecycles.

Future work could examine the role not only of entry but also of exits and reallocation among incumbents
to draw a full picture of the role of business dynamics in driving productivity growth.
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