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Bypassing the Financial Growth Cycle: Evidence
from Capital Pool Companies

Cécile Carpentier’, Jean-Marc Suret*

Résumé / Abstract

Pour remédier a une discontinuité de marché supposée, les autorités canadiennes des valeurs
mobilieres ont mis en place le programme des sociétés de capital de démarrage. Celui-ci
permet aux petites entreprises d’accéder directement au marché boursier, sans avoir recours
aux étapes traditionnelles de financement de la croissance. Comparables aux Blind Pools
américaines, les sociétés de capital de démarrage représentent plus de la moitié des émissions
publiques initiales au Canada entre 1995 et 2001. Les hypothéses sous jacentes a ce
programme, ainsi qu’a d’autres initiatives gouvernementales, sont les suivantes: 1) un
nombre significatif de projets rentables ne peuvent pas étre financés en utilisant les moyens de
financement conventionnels, 2) les petites entreprises peuvent croitre et étre rentables sans les
services fournis habituellement par les intermédiaires traditionnels, 3) les investisseurs
individuels sont capables d’évaluer correctement le prix d’émission des petites, et
généralement jeunes, entreprises. Notre analyse de prés de 450 émetteurs résultants de ce
programme ne permet pas de confirmer ces hypothéses. Les entreprises qui accédent au
marché boursier au moyen de ce programme sont de mauvaise qualité, ce qui est cohérent
avec le paradigme de I’anti-sélection. Leur performance opérationnelle subséquente est
anormalement faible, ce qui peut étre reli¢ a un manque d’outils d’incitation et de
surveillance, ainsi qu’au méme paradigme de 1’anti-sélection. En outre, leur performance
boursicre est également anormalement faible, ce qui tend a montrer que les investisseurs
individuels ne sont pas en mesure d’évaluer correctement le prix de ces nouvelles émissions,
dans un contexte d’asymétrie informationnelle forte. En termes de politiques publiques, le
développement de mécanismes de marché visant a faciliter 1’accés au marché boursier
d’entreprises en démarrage requiert un sérieux réexamen. Nos résultats confirment le rdle
crucial joué par les intermédiaires de financement traditionnels aupres des petites entreprises.

Mots clés : société de capital de démarrage, financement de la PME,
€mission publique initiale
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To close an asserted equity gap, the Canadian regulators implemented the Capital Pool
Company program, which enables small firms to directly access the stock market, thus
bypassing the conventional growth cycle. Similar to American Blind Pools/Blank-Checks,
Capital Pool Companies have spawned more than half of the new issues on Canadian stock
markets between 1995 and 2001. Underlying this program, along with several other
governmental actions, are three postulates: 1) a significant number of profitable companies
cannot be financed using conventional tools, 2) small firms can grow and succeed without the
full set of services usually provided by the specialized intermediaries, and 3) individual
investors are able to correctly price the stocks issued by small and generally young firms. Our
analysis of close to 450 issuers resulting from this program fails to confirm any of these
postulates. Companies that access the stock market through this program are of low quality,
which is consistent with the adverse selection paradigm. Their abnormally low subsequent
operating performance can be traced to the lack of incentive and monitoring tools, along with
the “lemon” principle. Moreover, their market performance is also abnormally poor,
confirming that individual investors cannot correctly assess the fair value of new ventures, in
a strong asymmetric information context. In terms of public policy, development of
mechanisms intended to facilitate the entry of emerging companies on the stock market
apparently requires serious reexamination. Our results confirm the essential role played by
financial intermediaries in small business finance.

Keywords: capital pool company, small business finance, initial public

offering



1. Executive summary

According to Berger and Udell (1998), small businesses develop following a financial growth
cycle in which financial intermediaries are crucial players. For firms needing outside equity, the
initial public offering is often seen as the ultimate step in this developing process, even if
numerous firms survive and grow as closed entities. During the growth cycle, the conventional
funding providers (banks, sophisticated individual investors, private equity funds and investment
bankers) play a crucial certification and monitoring role. Venture capitalists finance only a few of
the hundreds of financing requests they receive each year. The equity gap proposition, which has
been put forward in the U.S., the U.K. and Canada, asserts that this financing process is too
selective and costly. Accordingly, there is an unsatisfied demand for external equity-based
investment, which results in some profitable ventures’ being unrealized. To close this equity gap,
Canadian policy makers have acted to increase the offer of capital available to young firms.
However, regulators also attempted to use the stock market, specifically by reducing the listing

requirements for small capitalization firms and introducing the Capital Pool Company program.

The Capital Pool Company program is a virtual clone of the U.S. Blind Pools/Blank-Checks
program. It was launched in Canada in the late 1980s. It allows for the listing of tiny firms,
whose total assets are lower than CAN$1 million. Generally, these firms go public without any
form of private equity. The lowering of listing requirements, the generalization of the Capital
Pool Company program and the promotion of backdoor listings by the stock markets themselves
have created an exceptional situation. In Canada, more than 50% of new listings during the 1995-
2001 period are non-conventional initial public offerings. In the area of small business finance,

Canadian policies foster methods that are considered very problematic in the U.S.

The Capital Pool Company program relies implicitly on the following postulates: 1) a significant
number of companies need external financing; they can provide a fair rate of return to external
investors, but cannot be financed using conventional tools, 2) small firms can grow and succeed
without the full set of services usually provided by conventional funding providers and 3)

individual investors are able to correctly price the stocks issued by small and generally young



firms. These postulates are not specific to the Capital Pool Company program. The first postulate,
essentially the equity gap problem, is regularly cited to justify government intervention in the
field of small business finance. The second assertion forms the basis of arguments in favor of
lowering listing requirements. The last postulate underlies fiscal programs intended to encourage
individuals to invest in initial public offerings of small companies, such as stock saving plans
implemented in several Canadian provinces. Thus, the analysis of the Capital Pool Company
program is a unique opportunity to assess whether these postulates are grounded in myth or
reality, a question of great interest to policy makers, regulatory agencies and the private equity
industry. From a theoretical standpoint, the success of financing methods such as the Capital Pool
Company program can shed new light on the relevance of phenomena of asymmetric

information, agency costs and contracting in the area of small business finance.

To verify these postulates, we perform an in-depth analysis of the quality and performance of
firms that use the Capital Pool Company program and bypass the traditional financial growth
cycle. Our study shows that: 1) the Capital Pool Company program allows companies that are
mostly nonviable to enter the stock market. These companies do not seem to possess the
necessary elements to develop using public financial resources that, in principle, justify listing on
the stock market. On average, the program seems to attract mostly low quality firms. It thus fails
to confirm the equity gap postulate, but strongly confirms that adverse selection and asymmetric
information problems are exacerbated in such a context. 2) On average, the vast majority of
companies issuing from the Capital Pool Company program exhibit poor operating performance
during the years following the listing. This is consistent with the concept that well designed
contracts, incentive mechanisms and strong monitoring are essential for the growth of small
businesses. However, this poor performance can be also rooted in the adverse selection problem
evidenced above. This can be viewed as a confirmation of the essential role of conventional
funding providers in screening and monitoring ventures. 3) The stock returns adjusted for
variations in the index are strongly negative. We then observe a systematic mispricing at the
issue. This confirms Fenn et al.’s (1996) observation that few investors have the requisite skill to
directly invest in ventures, and is also compatible with a strong asymmetric information problem,

which is inherent in the Capital Pool Company pattern. The program’s design is clearly



insufficient to provide unsophisticated investors with the required information for a correct

pricing of the stock at the time of the qualifying transaction.

Our results also show that in terms of public policy, development of mechanisms intended to
facilitate the entry of emerging companies on the stock market requires serious reexamination.
The Canadian experience indicates that entry on the market at a precocious stage of development
is generally not a valid option for growth financing. Bypassing the financial growth cycle by the

direct listing of new ventures is therefore definitively not advisable.
2. Introduction

Berger and Udell (1998, p.2) contend that small businesses develop following a financial growth
cycle, in which financial intermediaries play a critical role as information producers that can
assess small business quality and address information problems through the activities of
screening, contracting and monitoring. For Gompers and Lerner (2001, p.155), these specialized
financial intermediaries, such as venture capital organizations, can alleviate the information
gaps, which allows firms to receive the financing that they cannot raise from other sources. For
firms needing outside equity, the initial public offering is often seen as the ultimate step in this
developing process, even if numerous firms survive and grow as closed entities. During the
growth cycle, the conventional funding providers (banks, sophisticated individual investors,
private equity funds and investment bankers) play a crucial certification and monitoring role.
Given that venture capitalists finance only a few of the hundreds of financing demands they
receive each year, and the stringent regulatory and legal requirements (Maclnstoh, 1994; Riding,
1998), the equity gap proposition asserts that this financial growth path is very selective and
costly for small and medium-sized enterprises. The equity gap proposition maintains that some
profitable ventures are unrealized because they lack financing (Maclntosh, 1994). This equity gap
problem has been put forth in the U.K. (SBS, 2003), the U.S." and Canada (OSC, 1996).
Although controversial, the issue of an equity gap in Canada is generally accepted. For example,
the Business Development Bank of Canada (2001, p.73) identifies four levels of equity gap: 1)

early-stage gap, whereby investments in small, early-stage companies are not the strategic focus

" The Small Business Investment Company (SBIC) program was created to fill the gap between the availability of
venture capital and the needs of small businesses in start-up and growth situations.



of most private investors; 2) dollar gap, whereby per capita venture capital investment will have
to be increased (...); 3) institutional gap, whereby Canadian institutional investors are not
playing an active role when compared with their American counterparts; and 4) smaller appetite
for IPOs in Canada. To close this equity gap, Canadian policy makers have taken action to
increase the offer of equity capital available for small and medium-sized companies. However,
regulators have also attempted to use the stock market, specifically by reducing the listing
requirements for small capitalization firms” and introducing the Capital Pool Company (CPC)

program.

Essentially, the CPC program is a clone of the U.S. Blind Pools/Blank-Checks program.
Launched in Canada in the late 1980s, it allows for the listing of tiny firms, whose total assets are
lower than CAN$1 million. Indeed, according to Policy 2.4 of the TSX Venture Exchange’, the
goal of the CPC program is to provide businesses with an opportunity to obtain financing earlier
in their development than might be possible with an IPO. This program follows the introduction
of the Blind Pools program in Alberta in 1986. Its regulation is slightly more constraining than
Blind Pools: CPC promoters must specify the industry in which they plan to invest the funds, the
maximum amounts and the price of CPC shares are regulated4, the CPC promoter’s shares must
be held in escrow to limit the risk of abuse by promoters’ and the CPC program cannot be used
when an agreement in principle’ is established between the promoters and the target private

company.

The lowering of listing requirements, the generalization of the CPC program and the promotion
of backdoor listings by the stock markets themselves have resulted in an exceptional situation.

According to Berger and Udell (1998, p.13): a combination of informational opacity and issue

http://appl.sba.gov/fags/fagindex.cfm?arealD=31

2 In 1992, the Toronto Stock Exchange increased its listing standards, yet the listing standards were reduced for the
other Canadian exchanges, especially under the CPC program. The Toronto Stock Exchange lowered its standards
for high technology firms in 2000 (Harris, 2004).

3 http://www.tsx.com/en/productsAndServices/listings/cdnx/resources/resourcePolicies.html.

* In certain American states such as Colorado and Utah, shares originating from the Blind Pools program may be
traded only over the counter (Dolan and Giffen, 1988, p.22).

> The rules of escrow are intended to limit the possibilities of promoters’ very short-term gains and to ensure a better
correspondence of their interest with those of subsequent investors.




costs will determine the size of firm for which a public offering becomes economically attractive.
On the equity side, the median firm asset size was 816.0 million for venture-backed IPOs, and
$23.3 million for nonventure-backed IPOs in 1991-93 (Fenn, Liang and Prowse, 1997). A
reasonable guess for the minimum asset size for entering this market would be about $10 million.
In Canada, more than 50% of new listings during the 1995-2001 period were non-conventional
IPOs, initially launched with gross proceeds of CAN$300,000 or less. In terms of small business
finance, Canadian policies foster methods that are considered very problematic in the U.S.

(Coftee and Seligman, 2003, p.524).

The CPC program relies implicitly on the following postulates: 1) a significant number of
companies require external financing; they can provide a fair rate of return to external investors,
but are unable to be financed using conventional tools’, 2) small firms can grow and succeed
without the full set of services usually provided by conventional funding providers and
3) individual investors are able to correctly price the stocks issued by small and generally young
firms. These postulates are not specific to the CPC program. The first postulate, essentially the
equity gap problem, is regularly cited to justify government intervention in the field of small
business finance. The second postulate forms the basis of arguments in favor of easing listing
requirements. The final postulate underlies fiscal programs such as the stock saving plans
implemented in several Canadian provinces, whose objective is to encourage individuals to invest
in initial public offerings of small companies. Thus, the analysis of the CPC program is a unique
opportunity to verify these postulates, a question of great interest to policy makers, regulatory
agencies and the private equity industry. From a theoretical standpoint, the success of financing
methods such as the CPC program can question the relevance of phenomena of asymmetric

information, agency costs, and contracting in the area of small business finance.

To verify these postulates, we propose an in-depth analysis of the quality and performance of

firms that use the CPC program to bypass the traditional financial growth cycle. The next section

% An agreement in principle stipulates the main conditions on which the parties agree or plan to agree, and specifies
the asset items or the company that must be acquired, the parties to the qualifying transaction, the consideration due
for the significant assets or the calculation method of the consideration payable.

"In the CPC program, the financing is provided entirely by individual investors. The government does not put money
in the venture and the argument of a social rate of return may not be invoked to justify this program. This argument
asserts that government grants or subsidies can be justified in some cases where a social rate of return may be added
to an insufficient private rate of return (Maclntosh, 1994, p.143).



describes the program. We then present our research hypotheses (Part 4), the data, the operational
hypothesis and the methodology (Part 5). Part 6 contains the results of the tests regarding the
quality, the operating performance and growth of companies listed on the stock market because
of this program, and Part 7 presents the results regarding their stock market performance®. The

final section contains concluding remarks.

3. The Capital Pool Company Program

The first Junior Capital Pool program was launched in Alberta in November 1986 by the Alberta
Securities Commission and the Alberta Stock Exchange. It was an adaptation of the American
Blind Pools program. In 1997 the British Columbia Securities Commission and the Vancouver
Stock Exchange adopted a similar program. The CPC program of the CDNX, which took effect
on March 1, 2000, replaces the two previous programs following the merger of the Vancouver
and Alberta Stock Exchanges in November 1999; it results from a collaboration between the
Alberta, Saskatchewan, Manitoba®’ and British Columbia securities commissions and the CDNX.
In Ontario, the program has been in effect on the TSX Venture Exchange since June 15, 2002,
and in Quebec since November 12, 2002. Figure 1 shows that the CPC program is a two-stage
process. The first stage involves the completion of the IPO and the listing of the CPC on the
exchange. The CPC is a listed corporation (a shell) with no assets or business plan, no operating
history and no assets except cash, and is solely intended to find and acquire assets or companies
as takeover targets. The second stage involves an agreement in principle relative to a transaction.
Once the transaction, called a qualifying transaction (QT), is complete, the new entity must
satisfy the exchange minimum listing requirements for the particular industry sector, and the
resulting issuer (RI) may be listed for regular trading either in Tier 1 or Tier 2'°. According to
TSX Policy 2.4, the RI is the issuer that was formerly a CPC, which exists upon issuance of the
Final Exchange Bulletin.

¥ This study performs the first in-depth evaluation of the CPC program. The few existing studies of CPC (Dolan and
Giffen, 1988; Hopkins and Robinson, 1994, Robinson, 1997, 1993) uniquely use summary indicators of success such
as the number of CPCs created or the frequency of qualifying transactions, and cover the startup period of the
program exclusively.

? The Winnipeg Exchange joined the CDNX in November 2000. A similar program existed previously in Manitoba.
http://www.osc.gov.on.ca/en/Regulation/Rulemaking/Policies/pol_41-601 20020412 np.pdf.

' Since January 15, 2003, the CPC is not required to obtain shareholder approval of arm’s length QT.
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The characteristics of the CPC'? are detailed in Appendix 1. The CPC has 18 months from the
listing date to realize a QT. At its discretion, the exchange may extend this period to 24 months
from the listing date. After that period, the exchange may suspend from trading or delist the
shares of the CPC. A QT is defined as a transaction where a CPC acquires significant assets,
other than cash, by way of purchase, amalgamation, merger or arrangement with another

company or by other means (TSX Policy 2.4, 1.1).

The financing of small firms, especially in the high technology industry, is characterized by
strong asymmetric information. This situation induces moral hazard and adverse selection
problems, which can be addressed by specialized intermediaries, such as venture organizations
(Gompers and Lerner, 2000, p.130). The ability to attenuate information problems and to
enhance ex post monitoring is not specific to venture capitalists, but seems common to the
spectrum of private equity investors, according to Folta and Janney (2004). Cumming (2004)
contends that venture capitalists are among the most sophisticated financial intermediaries that
can mitigate agency problems. They take significant steps to avoid financing low quality firms

(Kaplan and Stromberg, 2004) and have developed several tools for monitoring the firm

' http://www.reseaucapital.com/Conferences/Rentree_02/Louis_Doyle TSX.pdf



(Gompers and Lerner, 2000). In the CPC pattern, the asymmetry of information between the
promoters of the CPC, the investors and the owners of the target firm is extreme. The target firm
is often unknown to the CPC shareholders at the inception of the pool'’. This information is
revealed only when the CPC shareholders have no choice but to accept the QT, due to the limited
life of the pool. Shareholders of the CPC generally lack the specific ability to analyze a private
investment in a small closed corporation. According to Fenn et al. (1996, p.1), few investors had
the skills necessary to invest directly in this asset class, and those that did found it difficult to use
their skills efficiently. The CPC shareholders cannot mitigate the asymmetric information
problem by using optimal contracts or securities. There is no real process of screening, due
diligence or certification'®, and the sharcholders delegate full responsibility to the promoters.

Often these promoters do not act at arm’s length with the target entity.

The program provides a direct access to public financing for companies that reveal little public
information upfront, bypass the conventional funding providers, and are not actively monitored
by their shareholders. The CPC program enables companies to get listed by revealing information
about QT later than if they had used a traditional IPO. In such a context, the moral hazard
phenomenon cannot be solved. Moral hazard theory suggests that a higher proportion of “bad”
firms will use this program. The problem will be exacerbated if there is little evidence of a major
market failure, as Brierley (2001) notes. In such a situation, the number of good projects that
cannot be financed conventionally should be low and the CPC program should attract the worst
such projects. Moreover, the screening capacity is minimal. The investors lack the ability,
motivation and tools to select worthwhile projects exclusively. In addition, the conjunction of
moral hazard, low screening capacity and lack of monitoring can only result in a very weak
performance of the firms listed because of the program. These hypotheses are developed in the

next section and tested in the following sections.

2 We will use the acronym CPC for the various versions of the program.

> However, the promoters of the CPC are often the main shareholders of the operating entity. If a CPC intends to
enter a specific proposed QT that is not yet an Agreement in Principle, but is at the stage where disclosure is required
under applicable securities laws, disclosure must be included in the CPC prospectus (Policy 2.4 at November 23,
2000, 4.3).

' However, when the qualifying transaction follows a reverse merger, a sponsor is retained to conduct due diligence
on the private company.



4. Research Hypotheses

4.1 The adverse selection hypothesis

A young Canadian firm’s search for outside equity can be considered a twofold process. First, it
can opt for public or private funding. If it selects public funding, it then can choose either the

conventional IPO" process or the CPC path.

Firms with high asymmetric information are expected to be more likely to choose private
placements than public offerings (Chemmanur and Fulghieri, 1999). Following Hertzel and
Smith (1993), Janney and Folta (2002) argue that a firm’s choice to forgo public equity in favor
of the private equity market signals to the marketplace that the managers believe that their firm is
undervalued. According to this approach, the private equity market is likely to attract firms with
high potential. Several attributes of private equity placements create an excellent mechanism for
high-quality firms to signal their differentiated value. For example, private investors are required
to be ‘‘knowledgeable’’ by the securities exchange commissions, and generally conduct rigorous
due diligence process before committing their funds—a level of rigor that is much higher than
with seasoned public offerings (Varma and Szewczyk, 1993). Coupled with this information
gathering process is a requirement that investors keep their capital committed to the firm for a
period of up to two years. Since this time period is long enough to reveal useful information
about a firm, only high-quality firms are believed to be able to attract private investors (p. 5).
According to Cumming and Maclntosh (2003, p.171): Empirically, VC involvement with an
entrepreneurial firm has been demonstrated to be a signal of firm quality to the public market in
relation to IPOs. Venture-backed firms experiencing an IPO are subject to less underpricing than
their non-venture-backed counterparts. In addition, venture-backed firms perform better post-

IPO than other IPO firms.

'> The minimum requirements for listing in the TSX-Venture are quite low compared with NASDAQ requirements.
Technology or industrial issuers in tier 2 of the TSX must exceed CAN$500,000 for net tangible assets, and
CANS$50,000 in pre-tax earnings in the last two or three years. For R&D issuers, net tangible assets should exceed
CANS$750,000, and there are no earnings requirements. New listings can be a financing choice for start-up firms and,
from 1991 to 2000, 623 of the 1,023 conventional Canadian IPOs (excluding CPC) levied less than CAN$5 million.
See Harris (2004) for an analysis of the lowering of listing requirements by the TSX.



According to these principles, firms opting to obtain public equity early should be of lower
quality. Some of those firms have no choice, because the risk return trade-off of the venture does
not fit the private equity providers’ criteria. They can also choose a public issue to evade the
stringent monitoring process imposed by active investors. Consequently, firms choosing public
equity are probably, on average, low quality firms. Yet one cannot rule out the hypothesis that
some good firms exclude private equity and opt for the IPO due to the excessive requirements of

venture capitalists, or because of an equity gap.

The IPO implies the production of a prospectus and the release of information, but does not
imply systematic monitoring by active shareholders. However, institutional investors usually buy
a large proportion of a conventional IPO and can become active blockholders. In terms of
information and control, the CPC mechanism shares the characteristics of both IPO and private
placements. Similar to an [PO, firms using the CPC program can sell shares to the public, albeit
in a context of reduced disclosure and control. Shares are sold via the pool, without any
information relative to the target firm. Under the CPC program, small firms can skip the due
diligence and prospectus steps. Most of the qualifying transactions are concluded by the reverse
merger method, and the required information is a comprehensive news release, included in the
proxy circular. This information is disclosed when the CPC filing is completed, and when the
shell investors have no choice but to accept the transaction or to delist the CPC. The resulting
stakeholder is composed of a mix of individual investors who bought shares on the CPC and the
stockholders of the operating entity. The bottom line is that CPC allows for equity financing
without the release of comprehensive information upfront, as required in the IPO process, and
without the screening, due diligence and monitoring characteristics of the private equity financing
process. The adverse selection concept posits that this financing tool will attract lower quality

public issues.

On average, we can expect that CPC will be of inferior quality. These companies are either
1) companies with poor performance that could not attract private equity or 2) companies that
could provide a fair return if financed by private equity, but whose managers follow their own
objectives such as maximizing their personal wealth over a short horizon. Thus our first

hypothesis is as follows: private companies that use the CPC-backdoor listing scheme are on

10



average of lower quality than private companies that use a more traditional financing path. We

empirically test the following proposition related to this hypothesis:

Proposition 1: Quality, as measured by the operating performance at the time of the QT, of

private companies which use the CPC program is abnormally poor.
4.2 The weak performance hypothesis

The operational performance of RI should be weak, for three reasons. The first is the poor quality
of firms that use this program, as explained in our first hypothesis. The second reason is the lack
of correctly designed incentive contracts, that can align the interests of managers and
shareholders. The third is the absence of essential services provided by venture capitalists or

angels.

Firms using the CPC program issue common equity. It is well established that this type of
security will attract firms with low expected returns. This reinforces the adverse selection
problem we described in the previous section. Moreover, to mitigate this problem of adverse
selection and to better align the interests of managers and shareholders, U.S. venture capitalists
rarely use forms of finance other than convertible common equity, while various mixes of
incentive contracts are used in Europe and Canada (Cumming, 2004). Indeed, the CPC program

lacks a crucial tool to solve the agency problem which is acute in small business finance.

The level of monitoring firms require is another potential determinant of the choice of an equity-
selling mechanism. Several authors assert that venture capitalists play an active interventionist
role in monitoring management and in firm decision-making. Dotzler (2001) uses evidence from
surveys of founders and CEOs to describe the most valuable functions of venture capitalists,
namely providing advice and introductions for financing, together with help in establishing and
reviewing the company’s strategic focus. Overall, venture capitalists’ actions translate into a
significant increase in companies’ survival rate (Birmingham et al., 2002). For example,
according to the European Private Equity & Venture Capital Association'®, the responses of the

venture-backed companies prove that venture capital investment is crucial to the existence,

' Survey of the Economic and Social “Impact of Venture Capital in Europe”, 2002,
http://www.evca.com/images/attachments/tmpl_9_art 37 att 333.pdf
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feasibility and success in the seed/start-up and expansion stages. Moreover, for some authors,
venture capitalists play a crucial role in the timing, pricing and monitoring of initial public
offering shares of growth companies (Lerner, 1994; Brav and Gompers, 1997). As stated by
Keuschnigg and Nielsen (2001, p.559): Notwithstanding the critical contribution of
entrepreneurs, commercial success of a start-up company is typically enhanced by the activity of
VCs who not only provide equity finance but also support the enterprise with valuable business

. . . 17
advice and industry experience .

The poor performance of Rl is probably the combined result of the adverse selection problem and
the lack of monitoring and incentive tools. Available data is insufficient to disentangle these

effects. In this paper, we empirically test the following proposition:

Proposition 2: Operating performance of the resulting issuers is abnormally poor.

4.3 The weak stock market performance hypothesis

According to the rational expectation hypothesis, the poor performance of CPC financed firms
should be anticipated. The equilibrium price observed at the qualifying transaction should be low
enough to ensure the investors a fair rate of return. However, the CPC program is characterized
by strong asymmetric information. The QT implies two categories of shareholders. The informed
shareholders own stocks of the operating entity or are the promoters of the CPC. Often, they play
both roles. These informed shareholders share a common interest: setting the highest possible
prices. In contrast, uninformed investors own minority positions in the CPC. They may also be
the buyers of new issues realized at the time of the QT. They are generally individual investors.
According to Fenn ef al. (1996) they lack the skill to correctly appreciate the value of a private
venture. In such a context, we can expect an abnormally high qualifying transaction price, which
is likely to generate a maximal return for the informed investors. If this hypothesis is true, we
should observe abnormally low market returns following the QT. We empirically test the

following proposition:

7" The “value-added proposition” is, however, mitigated by the results of several studies. Sapienza (1992) shows that
the value of venture capitalists’ involvement varies greatly among ventures. Brau et al. (2004) indicates that venture
capitalists’ involvement seems unrelated to the success of manufacturing firms’ going public in the U.K. More
recently, Busenitz et al. (2004) find no support for the hypothesis that venture capital information adds value to their
portfolio venture. Empirical support for the venture capital value added proposition is thus mixed.
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Proposition 3: Stock market performance of the resulting issuers is abnormally poor.

5. Data, operational hypothesis and methodology

The focus of our study is the RI. Because there are no lists and data relative to RI, we have

compiled a unique database for this study.

5.1 Data

Due to the lack of data for the period before the implementation of SEDAR (the Canadian
equivalent of EDGAR) in 1997, we restricted the analysis period to QTs registered after January
1995, and we provide only stylized facts for the complete 1990-2001 period, to assess the impact
of the program. CPC issues were gleaned from lists published by the Financial Post. Issues prior
to 1995 were supplied by Michael Robinson of the University of Calgary. QTs were identified for
each CPC using the TSX site, along with SEDAR, the Survey of Predecessor and Defunct
Companies published by the Financial Post (Survey), and Lexis-Nexis. The Financial Post lists of
new issues were used when the CPC issued shares and companies funded by a private placement,
and in some cases the financial statements of companies were analyzed to trace QT data. RI stock
performance was calculated using total return indices from the Datastream database of Thomson
Financial, beginning from the date of the QT. The tickers required for extraction of returns
originate from the CanCorp Financials database in the case of still active companies and from
SEDAR for the remainder. Firms that do not appear in either of these sources were researched in
the Survey. Companies not listed in Datastream were researched on lists of companies traded on

the over-the-counter market'®. Accounting data originated from the CanCorp Financials database.

5.2 The CPC program: stylized facts

Table 1 shows the development of this program during the 1990s: 975 issues result from capital
pools, as opposed to 1,063 traditional issues. 81% of the CPC issues originate from Alberta or
British Columbia. The CPC program was responsible for more than half of the I[POs in Canada

18 www.otcbb.com and www.otcjournal.com
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between 1995 and 2001 (789 versus 690). The annual number of CPC (113) is proportionally
similar to the number of firms financed by venture capital in the U.S. (1,200 to 1,500)."

Of 682 CPC issues noted between 1995 and 2000, 521 had completed a QT on December 31,
2001 (Table 2). The proportion of CPCs that conclude their transaction is sharply reduced from
90% before 1998 to 45% in 2000 and 2001, probably owing to unfavorable market conditions.
Table 2 also reports the main data relative to the 475 available QT. The reported amount consists
of the gross proceeds in the case of a secondary issue or private placement and the increase in
capitalization in case of mergers or reverse mergers. In most cases, the increase in capitalization
results only from the appreciation of the shares exchanged. The total amount raised during 475
QTs completed by December 31, 2001 stood at CAN$1.29 billion, corresponding to an average
amount per QT of CANS$2.71 million. The sample contains 88 RIs with zero sales during the first
fiscal year following the QT, including 51 resources companies. 69 Rls had zero sales at the end
of the observation period, and 56 had zero sales at the beginning and end of the period. Given
that the CPC program partly serves exploration companies and technological companies without

revenues, the analysis of profitability should take this characteristic of the sample into account.
5.3 Benchmarks

In the context of the CPC program, the analysis of performance is complicated considerably by
the absence of benchmarks. To evaluate the quality of the private firm prior to the qualifying
transaction, along with the operating performance of the RI, we used the industrial return on
equity calculated in the Financial Performance Indicators for Canadian Business (FPICB)
published by Statistics Canada. FPICB provides median annual return on equity ratios for each
industry for small and medium-sized firms with annual revenue between CANS$5 million to
CANS$25 million. Table 3 shows the arithmetic mean return for each year. To assess stock market
performance, we used the Nesbitt Burns small capitalization index, whose geometric mean return

1s 6.9% for the study period (Table 3).

5.4 Operational hypothesisjs2)

Quality of the private firm prior to the qualifying transaction

' Fenn and Liang (1998). Canada is generally considered to equal 10 percent of the US securities market.
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The quality of the private firm before the QT is evaluated in relation to the FPICB annual rates of
return. For each firm, we calculate the excess ROE, which is the difference between the observed
ROE using the last annual financial statement prior to the QT and the ROE of the corresponding
industry, the corresponding year and for similar sized firms. For each company 1, and for the year
tp prior to the QT, we then calculate an excess return on equity, ROEX; ,, expressed as:
ROEX;,, = ROE;;,,— IROE;;,
Where ROE, , = NI, /SEbeg, ,

NI, s the net income before extraordinary items of company i for year tp

SEbeg;  1s the shareholders’ equity from the start of year tp

IROE;;, 1s the ROE of the industry of the firm 1 of the year tp .
The excess accounting rates of return are used to test the following hypothesis related to quality

of private companies prior to the qualifying transaction (proposition 1):

H;: The accounting rate of return of private companies using the CPC backdoor listing scheme is

equal to or greater than that of similar companies.

Operating performance of the resulting issuers

Operating performance of Rls is evaluated in relation to the rate of return of the FPICB annual
rate of return. For each firm and each year we calculate an excess ROE, i.e. the difference
between the observed ROE and the ROE of the corresponding industry, the corresponding year
and for similar sized firms.
For each year t and each company i, we then calculate an excess return on equity, ROEXi,,
expressed as:
ROEX;, = ROE;,— IROE;,
Where ROE,, = NI,, / SEbeg,,

NI, is the net income before extraordinary items of company i for year t

SEbeg; ,is the shareholders’ equity from the start of year t

IROE;, is the ROE of the industry of the firm 1 of the year t .

We also define the average excess return on equity, ROEX;, for each company 1, as:
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D ROEX,,

ROEX, =
n

Where 7 is the number of years between the QT and the end of the study period
The excess accounting rates of return are used to test proposition 2 related to the operating

performance of the resulting issuers:

Hj: The accounting rate of return of Rls is equal to or greater than that of similar companies.

We calculated the distribution of the excess annual rates of return and performed a statistical test.
Proposition 2 was also tested using the average rate of return of each company, calculated
between the QT and the end of the study period (ROEX;). To describe distributions of average
rates of return (Table 5), we used the average return on equity (AvROE;) obtained by dividing the
sum of the earnings by the sum of the equity at the start of the period. This calculation method

limits extreme data.

Stock market performance of the resulting issuers

The hypothesis related to stock market performance is tested using average excess returns,
calculated after 36 or 48 months as well as between the QT and December 31, 2002. Excess
returns are calculated by subtracting the returns of the small cap stock index from the monthly
returns of each of the RlIs. Stocks are considered independent, and we have not attempted to use
complex measures to calculate long-term returns of new issues, for two main reasons. First, there
are no comparable companies for pairing purposes, and second, the excess returns are such that
obtaining more precise results is not useful for our analysis. The tests of proposition 3 are thus

related to the distribution of cumulative excess returns:

Hj;: Stock market performance of Rls is equal to or greater than that of the Nesbitt Burns Small

Capitalization Index.
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6. Quality, operating performance and growth

6.1 Quality of private companies prior to the qualifying transaction and test of hypothesis H;

The population comprises 521 RlIs. To characterize the private firms prior to the qualifying
transaction, we investigate the comprehensive news released in the proxy circular, available on
the Sedar database from 1997 (Table 4). We exclude 30 cases of asset acquisition and we add 27
cases of additional private firms acquired by 21 CPCs whose QTs involve more than one private
firm. We obtain information regarding accounting data and ownership structure for 199 private
companies prior to the qualifying transaction. We note that a venture capitalist is a shareholder of
the company in only 16 cases out of 199. Table 5 shows that on average, these companies have
two directors or officers owning more than 10% of shares, and that their mean total shareholding
percentages is 65%. These private companies are small, with mean (median) revenues of
CANS$1.28 million (CAN$0.4 million), and are not profitable, since their mean (median) net
income before extraordinary items is -CAN$124,470 (-CANS$13,800). Table 6 shows that these
companies perform worse than their peers. Their mean excess returns on equity is -23.66% and

significantly different from 0.

P value allows us to reject Hypothesis H; in favor of the following alternative: the operating
performance of private companies using the CPC-backdoor listing scheme is abnormally poor, as
stated in our first proposition. On this basis, the companies using the CPC program to procure
public financing seem to be of lower quality than firms of the same industry and size that use the

traditional financing steps.
6.2 Operating performance of the resulting issuers: sample and estimates

The population comprises 521 RIs. Several were eliminated because of their quick disappearance
or lack of accounting data (Table 7). We collected the sales (revenues), net income before
extraordinary items and shareholders’ equity at the end of each fiscal year following the date of
the QT, and up to the 2001 fiscal year. The monitoring stopped before this date if the RI is
delisted, acquired or if it became the target of a merger or an RTO, because in the latter two cases
a new company is created. The assets are considered zero in the case of companies whose shares

have been suspended or delisted. Equity on the acquisition date is used in the case where the
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company was purchased. The analysis ensues from 367 observations. This sample presents a
survival bias, which must be taken into consideration during the analysis of results. 52 inactive or
bankrupt issuers were not monitored, and 30 companies were transferred to the over-the-counter
market or were reprivatized. The latter cases can also be combined with the failures, given that

the primary objective of the program is to provide companies with access to the stock market.

The growth, rates of returns and average margins for each company were calculated on various
horizons, because some QTs were completed in 1995 and others in 2000. We did not have
sufficient historical information to measure performance over a 3- or 4-year horizon for all Rls.
We therefore report the average results in the text and present the detailed results in Appendix 2.
Overall, the Rls are highly heterogeneous and the calculation of overall indicators is largely
insignificant. Therefore, to facilitate the analysis, we differentiate 2 categories. The first includes
companies that did not experience significant growth and whose equity is below the limit of
CANSS5 million during the analysis period. We consider that a company whose equity reaches
CANSS million can foresee entry on the TSX over the medium term, because the minimum
standard for companies to attain profitability is CAN$7.5 million in net equity. The second
category includes companies that experienced rapid growth following the QT and that exceeded
the limit of $5 million in equity between the QT and the date of the end of the observation period.
For each of the years and for each category, the average amounts of sales, net income before
extraordinary items and shareholders’ equity are presented in Tables Al to A6 in Appendix 2.
Table 8 presents the average annual rates of return on equity and average margins for all
observations followed by those of firms with non-zero sales for the fiscal year following the QT.

Table 9 presents the results of the test of hypothesis Hs.

6.3 Resulting issuers without growth

RIs in this category do not present significant internal growth or an acquisition strategy; they
represent 73.8% of observations for which monitoring was possible (271/367). The 82 cases for
which data is not accessible, owing to suspension, delisting or reprivatization, are also included
in this group. On average, for the entire period, companies in this category posted a loss equal to
—53.30% of their sales (Table 8). Elimination of companies with zero sales brings this value to

—39.68%. The low profitability is therefore not attributable to these companies, even if their
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margin is most often equal to -100%.?° The medians do not differ strongly from the means, which
indicate that the results are not conditioned by a subset of issues. The net income of RI with low
growth is negative for each of the years of the study period. The growth of sales is weak or
negative. For example, the 57 RI of QT carried out in 1997 have average sales of CAN$1.78
million during the first fiscal year, compared with CAN$1.80 million 5 years later, but 13 issuers
have disappeared, most often owing to financial difficulties (Appendix 2, Panel A of Table A3).
The QTs of following years are completed by companies with superior growth but higher
disappearance rates, which biases the estimates. The very low profitability of sales explains the
level of ROE, which is on average —34.72% (Table 8). These losses are offset by contributions of
capital, which allow relative stability of equity. For the 1996 cohort, the equity ranges from
CANS1.1 million in the first fiscal year to CAN$1.6 million in the sixth, but decreases from
CANS$1.03 million to CAN$0.87 million for the 1997 cohort (Panel A of Table A2 and A3). The
1998 cohort also demonstrates a decrease in equity over the 4 years studied (Panel A, Table A4).
The profitability of these issuers is therefore extremely low, despite the double bias created by
difficulty in accessing data. On average, shareholder equity of RIs without growth is
approximately CANS$1 million at the end of the 2001 fiscal year, except for RIs of CPC that

completed their QTs in 1996. Average net income is consistently negative.
6.4 Resulting issuers with growth.

96 RI exceeded the limit of CANS$S million in shareholders’ equity before December 31, 2001
(Panel B of tables A1 to A6 in Appendix 2). At the end of the study period, shareholders’ equity
of companies in this category ranges from CANS$10 to CANS$18 million, except for the 1996
issues, where one company (Dundee Realty Corp) reached equity of CAN$462 million, which
pushes the average equity of companies in the group to CAN$48 million. At the end of the study
period, average sales range from CAN$12 million to CAN$30 million, depending on the cohort,
with the exception here again of 1996. Overall, these companies are not profitable. The average
margin for all years is —26.28%, with a median of —4.55% (Table 8). When companies without

revenues are excluded, the average ROE is —6.62%, compared with an annual ROE of —7.62% for

* The relatively limited effect of companies without revenues may be traced back to the use of value weighted
ratios. These ratios are obtained by dividing the sum of the income by the sum of the proceeds. The effect of very
small companies with zero revenues and very low income is therefore limited. In addition, we have calculated a
margin and a ROE weighted by shareholders’ equity. The values (not reported) are slightly less negative but are
comparable. The reported results cannot be traced to a relative underperformance of small issuers.
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all observations analyzed. This average result does not exclude a few successes that may have
enabled the issuers to be listed on the TSX.?' However, as profitability is negative for more than
half of the 96 companies in this category, their relatively strong growth can be explained solely

by a series of market transactions, which generally involved exchanges of shares.
6.5 Test of Hypothesis H,

Table 9 reports the excess accounting returns of RIs compared with the FPICB industrial returns,
along with statistical tests. On average, the pooled abnormal return is -36.36% for the complete
sample (Panel A). The abnormal rate of return is -41.73% for the companies without growth and -
23.77% for the companies with growth. If we calculate the cumulative abnormal returns company
by company, the rate is -38.07% and is significantly different from 0. P values allow us to reject
Hypothesis 2 in favor of the following alternative hypothesis: the operating performance of Rls is
significantly inferior to that of similar firms. Panels C and D of Table 6 illustrate that the
conclusions remain valid for companies whose sales are non-zero during the first fiscal year
following the QT. The very negative operating results of Rls are therefore not attributable to

resource companies or technological firms without revenues.
7. Stock market performance

Measurement of long-term performance of IPO** poses methodological problems, notably in the
case of very small issues”. We therefore use a simple indicator based on the performance of
issues adjusted for variations of a benchmark index composed of small capitalization stocks. This
section of the study concerns only the RIs whose stocks are traded between the date of the QT
and the end of 2002. The disappearance of numerous stocks generated an inevitable survival bias,
the scope of which we have attempted to limit by taking into account, whenever possible,

acquisitions or delistings.

*! These companies are analyzed in Note 27.

2 Although the issues that take place during QTs are categorized by the Financial Post as subsequent issues, they are
in fact the initial issues of operating companies acquired or integrated during these transactions, and we consider
them as such.

2 See Kooli and Suret (2004) for an analysis of these problems and for a presentation of the methods used in
empirical studies. Pairing with medium-sized companies that did not undertake issues is frequently employed, but is
inapplicable here owing to the very small size of the companies.
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7.1 Sample and data

Of the 521 companies that completed a QT before December 31, 2001%*

, We were unable to trace
the date of the QT for 37, and returns were not available for 33 other companies. The final
sample therefore comprises 451 observations. The missing data is attributable to two factors. A
large proportion of RIs disappear quickly and leave no trace in the various databases, including
those dedicated to inactive stocks. Other companies underwent a series of market transactions
that render the monitoring of their performance impossible, particularly if the company was
ultimately delisted. In general, RIs for which returns are not available disappear quickly, remain
very small in size, are acquired several times or are privatized. Their stock is rarely traded and
their lifespan is short. These stocks are “forgotten.” However, stocks that were traded for a
relatively long period and at a sufficient volume before being delisted or acquired are included in
the databases. The omission of “forgotten” CPCs created a bias in favor of RIs because we omit
stocks whose performance is largely mediocre. Of the 451 issues for which returns are accessible,
59 were delisted before December 31, 2002: 22 disappeared following financial difficulties, 10
are traded only over the counter, and 27 are acquired or merged; the purchase price was available
in only 13 cases. To avoid exacerbating the survival bias, we applied the following rules in the
case of mergers or acquisitions: when the acquisition price is available, the final return is
calculated between the last closing price before the merger or acquisition price. The returns
following the acquisition are those of the index, and the subsequent abnormal returns are zero.
The returns are thus calculated between the date of the QT and the date of the merger. The
abnormal returns following the delisting date are also zero in the case of financial difficulties or
the transition to over the counter, in both cases the return for the month of delisting is -100%, and

the return is calculated between the date of the QT and the delisting date.

7.2 Performance following the qualifying transaction

Returns after the QT are inferior to that of the benchmark index in over 80% of the cases (Panel
A, Table 10). On average, the excess average monthly return is —8.08%, which corresponds to an
annual geometric mean rate of —63.62%. After three years, the excess cumulative returns of a

portfolio equally weighted with the shares of all Rls is —85.04% (Panel B, Table 10). After four

** The analysis of performance of resulting issuers was restricted to QT prior to December 31, 2001, to obtain at least
12 monthly returns.
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years, these returns reach -98.12% (Panel C, Table 10). This result is also valid for the subset of
RIs that transfer from the TSX Venture to the TSX.” The calculation of P values allows us to
reject hypothesis Hs. The stock market performance rate of Rl is statistically inferior to that of the

benchmark index.

The mediocre stock market profitability of stocks issued during QTs should be placed in a
broader perspective of medium-term performance of initial issues, and is not specific to this
program. Jenkinson and Ljungqvist (2001, Table 2.2) recapitulate the studies conducted around
the world, and found a generalized underperformance of -30% during the 5 years following the
issue. In Canada, Kooli and Suret (2004) estimate underperformance at approximately -25% for 5
years, on a set of 450 conventional issues. Nonetheless, when the sample is limited to issues of
relatively large size followed by listing on the TSX, this underperformance disappears (L Her et
al., 2003). To ascertain that the underperformance we observe is not the classical
underperformance of new issues, we also constructed a Canadian IPO Index, using the monthly
return of the initial public offering of common shares for 1995-2002%°. This index is an equally
weighted average of time-weighted monthly rate of return, in order to avoid overweighting the
large issues. The results (not reported) using this Canadian IPO index were similar to that of the
Canadian small capitalization stocks. This indicates that the aftermarket performance of Rls is
significantly lower than the aftermarket performance of new issues”’. Underperformance of Rls
of CPC is therefore an extreme situation: whereas the performance of conventional issues is
inferior to that of the index by roughly 25% to 30% during a 3- to 5-year period, stocks issued by
RIs underperform by 85% to 98% during a 3- to 4-year period.

* The TSX Venture Exchange provided us with a list of 107 codes of stocks resulting from a CPC program that were
listed on the TSX between 1995 and 2000. These codes correspond to 84 companies. The returns of 62 stocks were
available on Datastream. The 22 remaining stocks are distributed as follows: 12 companies acquired or privatized
too quickly for the database to keep track, 2 in financial difficulty, 4 companies suspended, and returns of 4 stocks
were not accessible for unknown reasons. The average return, calculated at December 31, 2002, of 52 stocks
transferred before December 31, 2001 (to yield at least 12 monthly returns), after adjustment for fluctuations of the
small capitalization stock index, is —10.11% annually. This calculation takes into account the 12 stocks acquired
during the period whose returns are accessible. Firm movement from the TSX Venture Exchange to the TSX
therefore cannot be considered an indicator of the success of the program.

** We excluded issues of fixed-income securities, along with issues by mutual funds, trusts and limited partnerships,
issues under the Capital Pool Companies program, demutualizations, privatizations, and issues of share units,
preferred shares and flow-through shares.

" We also use as benchmarks the All Private Equity Funds index and the Venture Capital Funds index of Thomson
Financial Venture Economics, which use data regarding US firms and a capitalization weighted average of time-
weighted returns using periodic IRRs. The results generated by these indices are less favourable to Rls and therefore
are not reported.
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8. Conclusions and discussions

Our study objective was to determine whether the three postulates underlying the CPC program,
regularly evoked to justify government intervention in small business finance, are grounded in
myth or reality. We also evaluated the results of an innovative program proposed by regulators

and stock exchanges to promote new listings of very small companies.

The equity gap postulate, generally well accepted in Canada, asserts that a significant number of
companies require external financing, and can provide a fair rate of return to external investors,
but are unable to obtain financing via conventional tools. Our study shows that the CPC program
allows companies that are mostly nonviable to enter the stock market. These companies do not
possess the necessary elements to develop using public financial resources that, in principle,
justify listing on the stock market. On average, the program largely attracts low quality firms.
This program thus fails to confirm the equity gap postulate, but clearly demonstrates that adverse

selection and asymmetric problems are exacerbated in such a context.

The second postulate asserts that small firms can grow and succeed without the full set of
services usually provided by conventional funding providers. We show that, on average, the vast
majority of companies issuing from the CPC program exhibited poor operating performance in
the years following the listing. This observation is consistent with the concept that well designed
contracts, incentive mechanisms and strong monitoring are instrumental to the growth of small
business. However, this poor performance may also be linked to the adverse selection problem
evidenced above. Underperformance can thus be viewed as a confirmation of the crucial role of

conventional funding providers in screening and monitoring ventures.

The third postulate presumes that individual investors are able to correctly price the stocks issued
by small and generally young firms. We find that the stock returns adjusted for variations in the
index are strongly negative. The resulting systematic mispricing of the issue confirms Fenn et
al.’s (1996) finding that few investors have the requisite skill to directly invest in a venture. The
mispricing is also compatible with a substantial information asymmetry problem, inherent in the
CPC pattern. The program’s design is clearly insufficient to provide unsophisticated investors

with the information required to correctly price a stock at the time of the qualifying transaction.
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Moreover, our results also show that in terms of public policy, development of mechanisms
intended to facilitate the entry of emerging companies on the stock market requires serious
reexamination. The Canadian experience indicates that entry on the market at a precocious stage
of development is generally not a valid option for growth financing. Bypassing the financial

growth cycle by the direct listing of new venture is definitively not advisable.

The results should be analyzed prudently for two reasons. First, the study concerns the program
as it existed in the years 1995 to 2000. Major changes were made in 2002, notably regarding the
maximum amount that could be raised by capital pool companies. It is therefore possible that the
performance of this program has changed, in that resulting issuers may be larger. Second, one can
contend that the analysis period of performance is relatively short given the nature of the
investments under study. It is therefore possible that the performance of resulting issuers
improves over time. However, given their operating performance, most issuers will probably

disappear within the next few years.
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Table 1: Annual distribution of completed initial issues originating from the Capital Pool
Company program (CPC), common shares not associated with this program (common shares),
and other categories of securities (other issues, including units comprising shares, preferred
shares and flow-through shares) not associated with this program, from 1991 to 2001 in Canada.
Fixed income securities issues are omitted. Gross proceeds (GP) are expressed in millions of
Canadian dollars. The seed capital (under TSX Policy 2.4) is omitted.

CPC Common shares Other issues Total
Year Number GP  Number GP Number GP Number GP

1991 7 1.38 34 417.16 18 187.92 59 606.46

1992 18 4.23 32 636.77 11 73.8 61 714.8
1993 61 12.53 118 3,078.06 29 674.14 208 3,764.73
1994 100 24.44 84 2,525.58 35 1,015.87 219 3,565.89

1995 89 21.81 67 626.9 22 65.08 178 713.79
1996 101 25.34 111 2,481.41 28 136.52 240 2,643.27
1997 143 36.05 136 4,564.87 47 526.49 326 5,127.41
1998 123 30.98 69 1,665.76 24 406.92 216 2,103.66
1999 98 27.64 58 1,372.85 12 19.47 168 1,419.96
2000 128 38.92 56 2,240.85 22 80.42 206 2,360.19
2001 107 36.53 18 753.22 20 1,235.44 145 2,025.19
Demutualization - - 5 4,547.59 - - 5 4,547.59
Privatization - - 5 4,690.01 - - 5 4,690.01
1991-2001 975 259.85 793  29,601.03 268 442207 2,036 34,282.95

Sources: Financial Post (Records of new issues) and Robinson (for the years 1991 to 1994).

Table 2: Annual distribution of number of completed initial public offerings originating from
Capital Pool Company program (CPC) between 1995 and 2001, CPCs that concluded a
qualifying transaction (QT) before December 31, 2002 and data related to the availability of the
characteristics of these transactions. The success rate is the ratio of the number of companies that
carried out a QT to the number of CPCs created during a given year.

Year Number of CPCs that Successrate  Number of Total amount of detailed**
CPCs conclude QTs QTs whose transactions, in millions of
details** Canadian dollars
were noted
(1) (2 (2)/(1) in %
1995 89 82 92.13 48 153.67
1996 101 93 92.08 73 120.16
1997 143 125 87.41 115 231.76
1998 123 113 91.87 93 240.04
1999 98 72 73.47 65 223.57
2000 128 56 43.75 47 169.14
2001 107 48 44.86 34 147.09
1995-2001 789 589 74.65 475 1,285.43
1995-2000* 682 521 76.28 433 1,107.59

* Total CPCs that undertook an IPO between 1995 and 2000 whose QTs took place before December
31, 2001. This sample will be used in the followup to the present study.

** All transactions for which amounts raised during the qualifying transaction are available.

Sources: Financial Post and Sedar
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Table 3: Mean annual industrial return on equity (Financial performance indicators for Canadian
business, FPICB) compiled by Statistics Canada and time-weighted rate of return for Canadian
Small Capitalization (Nesbitt Burns)

Index name FPICB* Nesbitt Burns**

Year
1995 13.80 13.88
1996 13.57 28.66
1997 14.85 6.97
1998 13.69 -17.90
1999 15.07 20.29
2000 13.95 7.31
2001 13.35 3.44
2002 NA -0.91

Geometric mean 14.04 6.88

Arithmetic mean 14.04 7.72

* FPICB provides median annual return on equity ratios for each industry for small and medium-sized
Canadian firms with annual revenues between CANS$5 million and CAN$25 million. We calculate a mean
of these industrial median returns for each year. The last release of the FPCIB, published by Statistics
Canada, occurred on October 31, 2003 for the 2001 data; the 2002 data are not available.

** Capitalization weighted average of time-weighted rate of return. Nesbitt Burns uses data of 400
Canadian stocks representing corporations which meet the following criteria: 1) the company must be
domiciled in Canada, 2) the company’s shares must be listed on the Toronto and/or the Montreal stock
exchanges, 3) the company’s total market capitalization must be less than 0.1% of the Toronto Stock
Exchange’s total market capitalization 4) a company’s minimum total market capitalization must be
greater than CAN$15 million, 5) all classes of a company’s common stock are added together to calculate
the above capitalizations, 6) the index is rebalanced monthly.*® The top cutoff—CAN$364 million in June
1994—will move up and down with inflation over the long term and with bull and bear markets over the
shorter term®’. Annual returns are calculated from 31/12/n-1 to 31/12/n.

Sources: Statistics Canada and Nesbitt Burns

%8 http://qube.vbassociates.com/articles/aug1992 small cap_investing_for pension_funds.pdf
% http://www.globeinvestor.com/portfolio/help/flat/faq_8.html
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Table 4: Sample selection procedure used to characterize the private companies involved in the
qualifying transactions of the Capital Pool Companies created between 1995 and 2000 that
completed a QT by December 2001.

CPCs created between 1995 and 2000, that completed a QT by December 2001 521
Date of QT not available 37
CPC whose QT date is available 484
Additional private companies acquired by 21 CPCs whose QT involve more than one 27
private firm

Information about QT is not available (mainly QT realized between 1995 and 1997) (265)
QT is an asset acquisition (30)
Accounting information regarding the private company is not usable (the company is a7
incorporated less than 6 months ago, or is not an operating unit)

Private companies whose characteristics prior to the qualifying transaction can be 199
studied

Table 5: Main characteristics of the 199 private companies prior to the qualifying transaction of
the Capital Pool Companies. Revenues, net income and shareholders’ equity are in Canadian

$K.
Revenues  Net income Shareholders' # DO* % DO**
equity

Number 199 199 199 189 189
Mean 1,284.42 -124.47 697.95 2 65.10
Median 404.43 -13.80 288.78 2 65.76
Standard deviation 2,298.32 737.25 1,518.23 1 30.25
Minimum 0.00 -6,249.53 -3,278.17 0 0.00
Maximum 15,970.95 2,047.40 10,370.63 7 100

*# DO is the number of directors and officers of the private company owning more than 10% of shares
** 06DO is the percentage of the total shares of the private company owned by the directors and officers
listed in #DO.

Sources: Financial Post and Sedar

Table 6: Excess returns on equity of the 199 private companies prior to the qualifying
transaction of the Capital Pool Companies. The normal return is that of the industrial returns of
Statistics Canada (FPICB).

Excess return on equity (ROEX; )

Number 199
Mean, in % -23.66
Median, in % -17.60
Standard deviation, in % 63.27
P value <0.0001
Number of negative excess returns, in % 73.87

*# DO is the number of directors and officers of the private company owing more than 10% of shares
** %DO is the percentage of the total shares of the private company owned by the directors and officers
listed in #DO.

Sources: Financial Post, Sedar and Statistics Canada
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Table 7: Selection procedure for final sample, used to study performance and growth of issuers
resulting from Capital Pool Company program (CPC), 1995-2000

CPCs created between 1995 and 2000, that completed a QT by December 2001 521
Date of QT not available 37N
CPC whose QT date is available 484
QT completed in 2001, data not available at observation date (32)
Companies not listed in CanCorp Financials database 3)
CPCs inventoried in database 449

Cases for which accounting data is not available in CanCorp Financials database
Company inactive and suspended (25)
Company inactive and bankrupt

Company active but no data is available, because the company was 27)
reprivatized or transferred to the over-the-counter market (30)
Resulting issuers studied 367
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Table 8: Distribution of average return on equity (AvROE;) and average net margins (4AvNM;) of
resulting issuers of Capital Pool Companies that completed qualifying transactions between 1995
and 2000, sorted by growth category. Total 1 covers the entire sample, Total 2 refers to the
sample restricted to companies whose sales for the fiscal year following the qualifying
transaction is not zero.

Year of QT Category 1 Category 2
Weak growth Strong growth
Mean Median Mean Median
# 5 5 8 8
1995 AVROE; -34.01% -29.25% -8.75% -4.89%
AVNM; -48.90% -39.54% -36.87% -6.54%
# 19 19 21 21
1996 AVROE; -30.75% 28.51% -18.37% -15.07%
AVNM, -54.10% -39.44% -43.71% -46.44%
# 57 57 18 18
1997 AVROE; -36.89% 27.02% -7.37% -4.71%
AVNM, -58.15% -70.74% -16.81% 2.47%
# 77 77 24 24
1998 AVROE; 29.47% 21.08% 3.74% 4.69%
AVNM; -50.30% -42.50% -8.51% 4.71%
# 62 62 19 19
1999 AVROE; -34.91% -31.47% -5.33% -4.74
AVNM; -48.74% -42.82% 24.72% -10.66%
# 51 51 6 6
2000 AVROE; -41.54% -32.76% 22.02% -14.13%
AVNM; -58.06% -82.4% -55.58% -71.70%
# 271 271 96 96
Total 1: Enti
© zamplél re AVROE; -34.72% 227.81% 7.62% 3.87%
AVNM; -53.30% -53.16% -26.28% -4.55%
# 203 203 76 76
Total 2: Non-
o AVROE, -33.62% -25.34% -6.62% 2.31%
AVNM, -39.68% -30.10% -14.57% -2.81%
With
n
let AvROE, =-100% if AvROE, <-100%
AVROE, = —=—— and P :
3" SEbeg AvROE, =—100% if » NI, <0 and ) SEbeg, <0
t=1 ! =1 =1
3, AVNM, =-100% if AVNM <-100%
AVNM, = —=——

n and 0 . 2 n
> Sales, AvNM, = -100% if ;NI <0 and ) Sales, =0
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Table 9: Average excess returns on equity of companies that completed a qualifying transaction
(QT) between 1995 and 2000. The normal return is that of the industrial returns compiled by
Statistics Canada (FPICB). Panel A presents the results corresponding to the ROEX;;. Panel B
presents the ROEX;. Panel C presents the results corresponding to the ROEX;; for the sample
restricted to companies with non-zero sales during the first fiscal year following the QT. Panel D
presents the ROEX; for the sample restricted to companies with non-zero sales during the first
fiscal year following the QT.

Complete sample  Companies without ~ Companies with growth

growth
Panel A: ROEX;; complete sample
Number 1361 954 407
Mean in % -36.36 -41.73 -23.77
Median in % -25.99 -31.85 -15.06
Standard deviation in % 43.10 44.08 37.89
Student’s t test -31.11 -29.24 -12.66
P value <0.0001 <0.0001 <0.0001
Panel B: ROEX; complete sample
Number 367 271 96
Mean in % -38.07 -43.60 -22.46
Median in % -32.22 -38.38 -18.23
Standard deviation in % 35.79 37.01 26.63
Student’s t test -20.38 -19.39 -8.26
P value <0.0001 <0.0001 <0.0001
Panel C: ROEX;, sample restricted to companies with non-zero sales
Number 1003 685 318
Mean in % -33.49 -39.12 -21.35
Median in % -22.73 -29.01 -13.32
Standard deviation in % 44.62 46.71 36.99
Student’s t test -23.77 -21.92 -10.29
P value <0.0001 <0.0001 <0.0001
Panel D: ROEX; sample restricted to companies with non-zero sales
Number 279 203 76
Mean in % -35.76 -41.63 -20.06
Median in % -27.54 -36.13 -15.00
Standard deviation in % 37.61 39.65 25.79
Student’s t Test -15.88 -14.96 -6.78
P value < 0.0001 <0.0001 <0.0001

33



Table 10: Distribution of excess monthly returns between the date of the qualifying transaction
(QT) and December 31, 2002. The benchmark index is the Nesbitt Burns small capitalization
stock index. The means are equally weighted™.

Panel A Monthly abnormal return from the date of the qualifying transaction at 31/12/2002 or at the
delisting date, whichever comes earlier, for 451 stocks of resulting issuers.

<0 from 0 to 5% > 5% Total
Number 367 81 3 451
Mean in % -10.38 1.73 7.68 -8.08
Median in % -3.92 1.43 8.36 -2.93
Standard deviation in % 22.74 1.38 1.54 21.07
Minimum in % -100 0 5.92 -100
Maximum in % -0.02 4.93 8.78 8.78
P value <0.0001 <0.0001 0.0131 <0.0001

Panel B Monthly abnormal return from the date of the qualifying transaction to the 36™ month for
qualifying transactions before 1/1/2000%*.

<0 from 0 to 5% > 5% Total
Number 251 83 4 338
Mean in % -7.51 1.45 7.17 -5.14
Median in % -3.25 1.19 7.47 -2.09
Standard deviation in % 19.10 1.27 1.47 16.96
Minimum in % -100 0 5.22 -100
Maximum in % -0.06 491 8.52 8.52
P value <0.0001 <0.0001 0.0230 <0.0001

Panel C Monthly abnormal return from the date of the qualifying transaction to the 48™ month for QTs
prior to 1/1/1999%*.

<0 from 0 to 5% > 5% Total
Number 200 51 3 254
Mean in % -10.52 1.21 7.64 -7.95
Median in % -2.96 0.99 8.38 -2.06
Standard deviation in % 25.67 0.97 2.05 23.31
Minimum in % -100 0 5.32 -100
Maximum in % -0.00 3.91 9.21 9.21
P value <0.0001 <0.0001 0.0231 <0.0001

* Abnormal returns of stocks delisted following an acquisition are zero between the delisting date and the 36™ or 48"
month following the qualifying transaction; returns of stocks delisted owing to financial difficulties are zero
between the delisting date and the 36™ or the 48™ month after the qualifying transaction.

3% The means that appear here are equally weighted. Given the differences in the growth rate between companies
issuing from CPCs, capitalization weighting may modify the results slightly. This weighting was not introduced here
owing to difficulties in accessing the data. The average return presented here is therefore that of a theoretical investor
that would have acquired an equivalent amount during each of the QTs inventoried.
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Appendix 1: Detailed characteristics of the CPC

The characteristics of the CPC during the study period are detailed below. We outline the
differences between the current and the former version of the program when useful. Amounts are

in Canadian $.

1. The directors and officers of the CPC must contribute at least $100,000 to the seed share
subscriptions and acquire control over the CPC. The amount of seed capital must be no greater
than $500,000. The minimum price of seed shares is the greater of $0.05 and 50% of the price at
which the IPO shares are sold. The minimum issue price of the IPO shares is $0.10, the
maximum is $0.30 and a single class of common shares is allowed for seed capital and IPOs. The
gross proceeds from the IPO must be equal to or greater than $200,000 and must not exceed
$500,000 ($300,000 before 1999). The CPC must hold at least 1,000,000 of its issued and
outstanding common shares in the public float upon completion of the IPO. One purchaser may
not directly or indirectly purchase more than 2% of the IPO shares. Upon completion of the PO,
the CPC must have a minimum of 300 shareholders®".

2. The maximum aggregate gross proceeds that the CPC may raise from the issuance of IPO
shares and seed capital shares must not exceed $700,000°2.

3. The CPC is a newly created company that has no assets, other than cash, and has not
commenced commercial operations. The CPC uses this pool of funds to identify and evaluate
assets or businesses. When acquired, these assets or businesses qualify the resulting issuer for
listing as a regular Tier 1 or Tier 2 Issuer on the exchange.

4. The directors and senior officers of the CPC must collectively have a public company,
appropriate experience, qualifications and history to identify and evaluate assets or businesses
with a view to completing a QT.

5. All seed shares must be escrowed.

The CPC enables the senior officers and directors to seek a business opportunity and to react

promptly when a target is identified. TSX Policy 2.4 restricts the business permitted to be

31 The latest version of Policy 2.4 is dated March 24, 2003; there is no longer a maximum IPO price, the maximum
gross proceeds of the IPO is now $1,900,000 and the minimum number of shareholders is 200.
32 This amount was increased to $2,000,000 on January 15, 2003.
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undertaken by the CPC to the identification and evaluation of assets or businesses with a view to
completing the QT. The proceeds realized from the sale of all securities issued by the CPC may
be used solely for the business permitted, and authorized expenses are strictly defined. Options
may be granted to the agent, and incentive stock options may be granted to a director or officer of
the CPC, or to a technical consultant’>. A CPC prospectus must provide full disclosure of all
material facts relating to the securities offered, especially when the purpose of the offering is to
provide the CPC with a minimum of funds with which to identify and evaluate businesses and
assets with a view to completing a QT. For the exchange to accept the QT, the CPC must either
a) acquire the operating assets or a private company by issuing new shares to finance growth;
or b) acquire the significant operating assets but not issue new shares, having recourse to a
private placement or c) be acquired by another company, which takes control of the CPC and

which becomes open as part of this operation: this is known as a reverse merger.

33 The total number of common shares reserved under option may not exceed 10% of the common shares outstanding
at the closing of the IPO.
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Appendix 2: Detailed presentation of principal characteristics of resulting issuers of capital
pool companies, following the year of the qualifying transaction (Tables A1 to A6)

Table Al: Annual distribution of sales (Sales;,), equity at the end of the period (SE;,) and net income
before extraordinary items (/VI;,) of resulting issuers of capital pool companies that completed their
qualifying transaction in 1995. Amounts are in Canadian $K.

Panel A: Companies listed in category 1 - weak growth

Year following the | 2 3 4 5 6 7
qualifying transaction

Number of companies 5 5 5 5 5 5 5
Average annual sales 145 325 730 825 1,154 1,197 1,141
Average net income -347 -625 -695 -604 -98 -282 -319
Average equity 387 1,104 408 205 798 608 533
Panel B: Companies listed in category 2 - significant external growth

Year following the 1 2 3 4 5 6 7
qualifying transaction

Number of companies 8 8 8 7 7 7 6
Average annual sales 382 1,227 6,123 12,605 13,218 14,998 12,173
Average net income -402 -1,032 -954 -1,031 482 -2,269 -4,022
Average equity 3,238 9,873 26,838 24,079 25,499 25488 13,719

Table A2: Annual distribution of sales (Sales;,), equity at end of period (SE;,) and net income
before extraordinary items (/VI;) of resulting issuers of capital pool companies that
completed their qualifying transaction in 1996. Amounts are in Canadian $K.

Panel A: Companies in category 1 - weak growth

Year following the 1 2 3 4 5 6
qualifying transaction

Number of companies 19 19 19 19 17 15
Average annual sales 1,018 1,362 1,300 1,500 2,714 4,198
Average net income -177 -337 -496 -240 -429 -406
Average equity 1,110 957 541 901 1,342 1,608
Panel B: companies in category 2 - significant external growth

Year following 1 2 3 4 5 6
qualifying transaction

Number of companies 21 21 21 21 18 17
Average sales 2,881 9,745 17,110 26,327 38,444 39,456
Average net income -247 -942 -3,238 -373 333 -1,730
Average equity 4,286 15,820 32,465 34,356 45,755 48,873
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Table A3: Annual distribution of sales (Sales;,), equity at end of period (SE;,) and
net income before extraordinary items (/VI;,) of resulting issuers of capital pool
companies that completed their qualifying transaction in 1997. Amounts are in
Canadian $K.

Panel A: Companies in category 3 - weak growth

Year following 1 2 3 4 5
qualifying transaction

Number of companies 57 57 56 53 44
Average sales 1,775 2,403 3,072 2,790 1,802
Average net income -388 -904 -1,558 -2,396 -346
Average equity 1,032 720 808 -158 870
Panel B: Companies in category 2 - significant external growth

Year following 1 2 3 4 5
qualifying transaction

Number of companies 18 17 17 15 13
Average sales 6,167 17,936 23,603 38,286 28,416
Average net income -88 -700 -1,280 -1,873 -1,422
Average equity 8,995 12,672 16,216 18,066 16,203

Table A4: Annual distribution of sales (Sales;,), equity at end of period
(SE;;) and net income before extraordinary items (NI;,) of resulting
issuers of capital pool companies that completed their qualifying
transaction in 1998. Amounts are in Canadian $K.

Panel A: Companies in category 1 - weak growth

Year following 1 2 3 4
qualifying transaction

Number of companies 77 73 67 64
Average sales 1,401 2,420 3,888 2,690
Average net income -247 -437 -510 -598
Average equity 1,050 1,147 1,168 953
Panel B: Companies in category 2 - significant external growth

Year following 1 2 3 4
qualifying transaction

Number of companies 24 24 23 21
Average sales 3,383 8,270 17,809 30,050
Average net income 104 469 430 642
Average equity 4,881 9,709 17,644 17,092
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Table A5: Annual distribution of sales (Sales;,), equity at end of
period (SE;,) and net income before extraordinary items (/VI;,) of
resulting issuers of capital pool companies that completed their
qualifying transaction in 1999. Amounts are in Canadian $K.

Panel A: Companies in category 3 - weak growth

Year following 1 2 3
qualifying transaction

Number of companies 62 55 48
Average sales 1,470 1,586 2,369
Average net income -926 -654 -938
Average equity 855 1,257 1,194

Panel B: Companies in category 2 - significant external growth

Year following 1 2 3
qualifying transaction

Number of companies 19 19 16
Average sales 3,994 13,147 25,387
Average net income -237 -476 -2914
Average equity 5,685 13,469 13,499

Table A6: Annual distribution of sales (Sales;,),
equity at end of period (SE;) and net income
before extraordinary items (NI;,) of resulting
issuers of capital pool companies that completed
their qualifying transaction in 2000. Amounts are
in Canadian $K.

Panel A: Companies in category 3 - weak growth

Year following 1 2
qualifying transaction

Number of companies 51 46
Average sales 1,218 1,393
Average net income -575 -864
Average equity 1,042 463

Panel B: Companies in category 2 - significant
external growth

Year following 1 2
qualifying transaction

Number of companies 6 6
Average sales 3,377 6,042
Average net income 911 -3,362
Average equity 13,050 10,245
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