Private Equity 2008/09

Country Q&A

Canada

Jonathan McCullough and James Beeby, McCullough O’Connor Irwin LLP

1. Please describe briefly the private equity market in your juris-
diction, in particular:

m  The sources from which funds established to invest in pri-
vate equity transactions (private equity funds) obtain their
funding, such as institutional investors (for example, pen-
sion funds, insurance companies and banks), companies,
individuals and government agencies.

m  Market trends (for example, the role of hedge funds in
private equity).

Sources of funding

The main sources of funding in 2007 for private equity funds in
Canada were as follows:

= Banks and other corporations (38% of funding to buyout and
mezzanine funds and 8% of funding to venture capital funds).

m  Pension funds (37% of funding to buyout and mezzanine
funds and 12% of funding to venture capital funds).

= Individuals (5% of funding to buyout and mezzanine funds
and 65% of funding to venture capital funds).

m  Foreign sources (13% of funding to buyout and mezzanine
funds and 12% of funding to venture capital funds).

Other fundraising sources for private equity include government
and insurance companies (source: Thomson Reuters).

Market trends

The ongoing credit crisis and the subsequent uncertainty in glo-
bal financial markets have had a negative effect on the ability of
buyout funds to complete leveraged transactions. This has result-
ed in a sharp reduction in transactions and in falling deal sizes.
The denominator effect (the overweighting of private equity hold-
ings among institutions resulting from significant losses in public
equity holdings) has handicapped fundraising efforts by private
equity funds. This has resulted in a buyer’s market which favours
funds which completed their fundraising in 2007 or early 2008.

Another significant trend in the Canadian private equity market has
been the increasing participation in recent years of institutional in-
vestors directly in syndicates pursuing buyout transactions. Histori-
cally, such participation has been primarily through co-investment
with a fund in which the institutional investor has a pre-existing
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investment. More recently, institutional investors have taken ac-
tive roles in forming syndicates and leading transactions. The most
noteworthy example of this trend was the 2007 bid led by Ontario
Teachers’ Pension Plan to acquire Canadian telecom leader BCE.
Announced at Can$52 billion (about US$41 billion), this was to
be the largest private equity buyout in history, although the trans-
action subsequently failed and is now in litigation.

Another prevailing trend has been the declining ability of venture capi-
tal funds to raise funds in the local market over the last five years. Total
amounts raised fell from approximately Can$2 billion (about US$1.6
billion) in 2003 to approximately Can$1.2 billion (about US$0.9 bil-
lion) in 2007. This trend has been particularly noticeable in the retail
fund sector (primarily labour-sponsored venture capital (see Question
3)) and has led to reduced investments by Canadian venture capital
funds. This reduction in available venture capital funding has been
partially compensated for by an increasing share of investments by
foreign (primarily American) venture capital funds. Foreign funds are
typically focused on investments in companies which are at a later
stage of growth, and accordingly investments by venture capital funds
in very early stage companies have become quite scarce.

2. Please summarise the level of activity in recent years in rela-
tion to:

»  Fundraising by private equity funds and hedge funds.

m  Private equity investment in established, early stage and
start-up businesses.

= Private equity financed transactions (for example, manage-
ment buyouts (MBOs), management buy-ins (MBIs) and
public to private transactions).

m  Exits from private equity funds (that is, the realisations of
the investments).

Fundraising

Private equity funds in 2007 raised a total of approximately
Can$3.2 billion (about US$2.6 billion), of which:

= Can$1.7 billion (about US$1.3 billion) was raised by buy-
out funds.

= Can$1.2 billion (about US$1 billion) was raised by venture
capital funds.

= Can$308 million (about US$242 million) was raised by
mezzanine funds.
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These numbers represent a drop of 68% from the record
Can$10.2 billion (about US$8 billion) raised by all private eqg-
uity funds in 2006 and a drop of 17% from the Can$3.9 billion
(about US$3.1 billion) raised by all funds in 2005. For the first
three quarters of 2008, Canadian buyout funds raised a total of
Can$894 million (about US$702 million) and venture capital
funds raised a total of Can$886 million (about US$696 million).
Quarterly numbers for mezzanine funds were not available at the
time of writing (source: Thomson Financial).

Investment

There were a total of 543 venture capital investments in Canadi-
an companies reported in 2007, with a total investment value of
approximately Can$2.1 billion (about US$1.6 billion). 2006 saw
a total of 549 venture capital investments with a total reported
investment value of approximately Can$1.7 billion (US$1.3 bil-
lion). Of the 2007 total:

m  Can$60 million (about US$47 million) was invested in
companies as seed capital.

= Can$632 million (about US$497 million) was invested in
other early stage companies.

= Can$1.4 billion (about US$1.1 billion) was invested in later
stage companies.

2008 has seen a considerable reduction in the number and total
value of investments in Canadian companies by venture capital
funds, with a total of Can$1 billion (about US$0.8 billion) being
invested in 296 companies in the first three quarters of the year.
Average deal size has also dropped, from Can$4.6 million (about
US$3.6 million) in 2007 to Can$3.5 million (about US$2.8 mil-
lion) across the first three quarters of 2008.

Transactions

2007 was a record year for private equity buyout transactions in
Canada. 2007 saw many large- and mid-market transactions, with
a total of 179 other transactions, 68 of which disclosed transac-
tion values totalling Can$18.7 billion (about US$14.7 billion),
not including the Can$52 billion BCE transaction. These figures
represent a substantial increase over 2006, which itself was a
record year with 105 transactions, 40 of which disclosed trans-
action values totalling Can$8.2 billion (about US$6.4 billion).
Although the number and value of transactions in the second half
of 2007 dropped considerably (mainly due to the international
credit crisis), the market in 2008 remained steady through the
first three quarters, with 29 transactions disclosing transaction
values of Can$6.4 billion (about US$5 billion).

Exits

2007 saw a total of 49 venture capital-backed exits, of which
12 were through initial public offering (IPO) and 37 were by
merger or acquisition. This was an increase over 2006, which
saw a total of seven venture capital-backed IPOs and 31 venture
capital-backed M&A exits. Average exit transaction value also in-
creased from Can$20 million (about US$15.7 million) for IPOs
to Can$61 million (about US$47.9 million), and from Can$78
million (about US$61.3 million) for M&A exits to Can$104 mil-
lion (about US$81.7 million).

Data on exits by private equity funds in other segments is not
readily available.

3. What tax incentive schemes exist to encourage investment
in unlisted companies? At whom are the schemes directed?
What conditions must be met?

Canadian-controlled private corporations (CCPCs) are entitled to
a number of tax-related benefits (most of which are aimed at
small businesses), including:

= A lower rate of tax deduction on operating income up to a
threshold (Can$500,000 (about US$393,000)).

»  Enhanced investment tax credits for qualified expenditures
on scientific research and experimental development.

m  Deferral of an employee’s taxable benefit arising from exer-
cise of stock options.

=  Shareholder entitlement to a capital gains exemption on a
disposition of qualified small business corporation shares.

A CCPC is a Canadian corporation which is not listed on a stock
exchange in Canada or elsewhere and which is not controlled,
directly or indirectly, by one or more non-residents of Canada.

The Canadian federal government and certain provincial govern-
ments also provide tax credits to individuals resident in Canada
or in specific provinces, who invest in certain labour-sponsored
venture capital corporations (LSVCCs). LSVCCs are typically retail
funds targeted at smaller individual investors. They are subject to
restrictions on the companies in which they can invest and are in
general more tightly regulated than other forms of private equity
funds. LSVCCs are typically active in the domestic venture capital
market segment only.

Canadian Provinces also offer tax credits aimed at smaller busi-
nesses in non-traditional industries, such as British Columbia’s
Small Business Venture Capital Act (RSBC 1996, c. 429). The
tax benefits are of value only to Canadian taxpayers.

4. What legal structure(s) (domestic or foreign) are most com-
monly used as a vehicle for private equity funds in your juris-
diction?

The structure used almost exclusively in Canada as a vehicle for
private equity funds is the limited partnership. Limited partner-
ships are governed by provincial law and may be formed under
the laws of any province of Canada. Investors in a limited partner-
ship are afforded limited liability so long as they do not actively
engage in the conduct of the business, while the general partner
(usually a company or another limited partnership) is subject to
unlimited liability. It is unusual for Canadian private equity funds
to be established using an offshore structure, although parallel
vehicles are commonly established for non-Canadian investors.
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5. For each structure identified in Question 4, identify whether it
is taxed, tax exempt or fiscally transparent (that is, tax is levied
on the individual investors rather than the fund itself):

m  So far as domestic investors are concerned.

m  So far as foreign investors are concerned.

Limited partnerships are fiscally transparent under Canadian in-
come tax laws. In a limited partnership with non-resident limited
partners which receives a dividend or interest income from port-
folio companies, all limited partners are subject to a 25% with-
holding tax on the income (subject to reduction under application
treaties). For this reason, parallel vehicles are commonly created
for non-Canadian investors. Otherwise, there is no difference in
treatment for domestic investors and foreign investors under Ca-
nadian law.

6. What (if any) structures commonly used for private equity
funds in other jurisdictions are regarded in your jurisdiction
as not being tax transparent (in so far as they invest in com-
panies in your jurisdiction)? What parallel domestic struc-
tures are typically used in these circumstances?

Limited liability corporations (LLCs) formed in the US are not tax
transparent under Canadian law and instead are taxed as corpora-
tions. Accordingly, they are not generally used for investment in
Canada. In such circumstances a limited partnership is typically
the investment vehicle of choice.

7. Are a private equity fund’s promoter, principals and manager
required to be licensed?

Any person who is in the business of advising another about the
sale or purchase of securities must be registered as an adviser.
Accordingly, managers must be registered as advisers (unless
there is an applicable exemption). Under the laws of certain ju-
risdictions only Canadian corporations or partnerships may be
registered as advisers. A partner, director or officer of an adviser
who advises on securities must also be registered as an adviser. A
general partner of a private equity fund which is actively involved
in managing its portfolio investments, and offshore managers,
should not be required to be registered in this way. Recent chang-
es proposed to the applicable national instrument may require
a sponsor in fundraising mode to register as an exempt market
dealer or hire a registered dealer to assist in the fundraising proc-
ess. These new rules are not yet in force, and further clarification
should be sought before fundraising in Canada.

8. Are private equity funds regulated as investment companies
or otherwise and, if so, what are the consequences? Are there
any exemptions?

There is no concept of investment companies under Canadian
law, and accordingly there is no regulation aimed specifically at
investment companies. All issuers of securities must either:

m  Clear and file a prospectus with the securities regulatory
authorities of each province in which securities are being
offered; or

m Issue such securities by way of a private placement under a
prospectus exemption.

With a few exceptions, private equity funds sell securities by way
of private placement.

The most commonly used prospectus exemptions available under
Canadian law permit the issuance of securities to:

=  Accredited investors (a class of persons which includes
institutional and government investors, high net worth indi-
viduals and corporations).

= Any person purchasing securities as principal for a purchase
price (or a commitment) of at least Can$150,000 (about
US$118,000) in cash.

9. Are there any restrictions (for example, nationality, age and
number) on investors in private equity funds?

In general, there are no restrictions on the nationality, age or
minimum or maximum number of investors in most private equity
funds. However, private equity funds which are LSVCCs may be
subject to residency and other restrictions on investors. For ex-
ample, the Employee Investment Act (British Columbia) requires
that all investors in an LSVCC under the Act be individuals resi-
dent in British Columbia (see Question 3). Investors are also re-
quired to qualify under a prospectus exemption under securities
legislation (see Question 8).

10. How is the relationship between the investor and the fund
governed? What protections do investors typically seek?

The relationship between the investor and a private equity fund
is primarily governed by a limited partnership agreement. Like
most jurisdictions, the limited partnership agreement may con-
tain some or all of the following provisions for the protection of
investors:

= Investment restrictions including:

o concentration limits;

o

geographic requirements;
o diversification of industries;
o limits on borrowing;
o related party transaction restrictions.
m  Reporting requirements.
= Provisions for the priority payment of distributions and

clawback provisions in the event excess carry is paid to the
general partner or investment manager.

PLCCROSS-BORDER HANDBOOKS www.practicallaw.com/privateequityhandbook 3

© This chapter was first published in the PLC Cross-border Private Equity Handbook 2008/09 and is reproduced with the kind permission of the publisher,

Practical Law Company. For further information or to obtain copies please contact iain.plummer@practicallaw.com, or visit www.practicallaw.com/privateequityhandbook.



Country Q&A

Private Equity 2008/09

= Creation of an advisory board to oversee conflicts of inter-
est and provide approval of other matters specified in the
limited partnership agreement.

= Key person clauses.
= Investor remedies including:

o provisions allowing for early termination of the invest-
ment period or partnership term (both with cause and
without cause);

o provisions allowing for removal of the general partner or
investment manager (both with cause and without cause).

s Preferences on co-investment opportunities.

Side letters are increasingly common in Canadian private equity
funds and serve to fill in some of the gaps in the limited partner-
ship agreement or to provide investor-specific protections.

11. Are there any statutory or other limits on maximum or mini-
mum investment periods, amounts or transfers of invest-
ments in private equity funds?

There are no statutory limits on the amount that may be invested
in a private equity fund or the length of time such an investment
must be held. Transfers must be made pursuant to available ex-
emptions from the prospectus requirements.

12. What are the most common investment objectives of private
equity funds?

Private equity funds typically seek to achieve medium- to long-
term capital gains by investing in, and taking an active role in
the management of, a number of private investments. Investment
objectives are different for different classes of funds:

= Growth funds typically have the widest mandate and focus
on non-control equity investments, but may also participate
in buyout or mezzanine transactions.

»  Buyout funds invest for control of the entity and subsequent
sale.

= Distressed funds are essentially a subset of buyout funds, us-
ing debt instruments or other mechanisms to acquire control.

m  Mezzanine and merchant banking funds invest in debt in-
struments which typically pay a high rate of return and may
also have an equity participation.

= Venture capital funds typically make non-control invest-
ments in technology companies with preferential participa-
tion rights over management.

The term of a private equity fund is usually ten years (often with a
right granted to the general partner or manager to extend for two

or more years with investor consent). Capital is drawn down from
investors during an investment period or commitment period, which
is generally five years from the final closing, but which often may be
extended for a further year with investor or advisory board approval.

13. What forms of equity and debt interest are commonly taken
by a private equity fund in a portfolio company? What are the
relative advantages and disadvantages of each? Are there any
restrictions on the issue or transfer of shares by law?

Equity and debt interests

The most common form of securities purchased in early stage
or start-up investments are convertible preferred shares. These
shares are usually entitled to a preferred dividend and to prefer-
ence upon a liquidation event, and often have veto rights with
respect to specific items which may be included in the portfolio
company’s constating documents (see Question 20). Mezzanine
investments are most frequently structured as debt which may be
secured or unsecured and may be convertible or have a smaller
equity component. Buyout transactions are often structured as
both equity and deeply subordinated debt to create tax efficien-
cies, subject to Canadian thin capitalisation tax rules.

Restriction

Shares may not be transferred or issued unless qualified by a pro-
spectus or unless a suitable prospectus exemption is available (see
Question 8). In addition to the exemptions referred to in Ques-
tion 8, shares of “private issuers” (companies with less than 50
shareholders and which maintain transfer restrictions in their gov-
erning documents) may be transferred within a specific class of
persons (including current shareholders, accredited investors and
directors, officers and employees of the company). However, any
transfer of shares of a private issuer will generally require approval
of the board of directors of the company, and the shareholders’
agreement will typically contain additional restrictions on transfer.

14. Is it common for buyouts of private companies to take place
by auction? If so, which legislation and rules apply?

Before the credit crunch, it was becoming increasingly common for
buyouts of private companies in Canada to take place through an auc-
tion. The seller typically retains an independent financial adviser to
manage the auction process. The financial adviser establishes the pro-
cedures for the auction with the goal of identifying a limited number
of suitable potential purchasers of the business. Participants in the
process are asked to sign confidentiality agreements which include
standstill restrictions against making a bid outside the auction proc-
ess. These participants are asked to submit final bids and a copy of
the purchase and sale agreement, marked to show changes from the
version prepared by the seller. The seller may then enter into final
negotiations with one or more of the bidders. In recent months, buyers
have been scarce, and are once again gaining the upper hand.

While securities and corporate legislation apply to the form of
transaction, there is generally no legislation which governs the
auction process itself.
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15. Are buyouts of listed companies common (public to private
transactions)? If so, which legislation and rules apply?

Public to private buyouts of listed companies and income trusts
in Canada are relatively common. Buyouts of listed issuers are
governed by the securities legislation, which is largely uniform in
each province in which there is more than a de minimus number
of shareholders and by the Business Corporations Act or equiva-
lent corporate legislation in the jurisdiction in which the target
company is incorporated. In addition, the transaction must com-
ply with the rules of the Toronto Stock Exchange or other stock
exchange on which the target company’s shares are listed.

The most common structure for a buyout transaction is a plan of
arrangement or amalgamation or, less frequently, a two-step proc-
ess consisting of a takeover bid followed by a plan of arrangement
or amalgamation.

Plan of arrangement buyouts

Transactions structured as a plan of arrangement or amalgama-
tion require:

m  The preparation and dissemination of a proxy circular to the
target company’s shareholders.

m  The holding of a meeting at which the target company
shareholders vote on whether to approve the transaction.

= Inthe case of a plan of arrangement, court approval.

Canadian corporate legislation generally requires super-majority
(for example, two-thirds or in some cases three-quarters) share-
holder approval. Securities legislation may in certain circum-
stances require disinterested shareholder approval of the trans-
action.

It is also typical in these transactions to provide dissent rights to
the target company’s shareholders and to deliver to these share-
holders a fairness opinion or valuation of the target, even where
not explicitly required by law.

Private equity buyers typically favour the use of a plan of arrange-
ment as it is a more flexible procedure allowing for tax structuring
and ensures that the buyer acquires all of the outstanding securi-
ties of the target company (assuming that the shareholder vote
passes and court approval is obtained).

Takeover bids

Takeover bids are less common in Canada and are most frequent-
ly used in a hostile takeover situation. As many private equity
funds have restrictions in their governing documents on use of
hostile takeovers, this structure is not often seen in private equity
buyout transactions. Legislation imposes strict timing and pricing
requirements on takeover bids and requires that all target share-
holders be treated equally. A successful takeover bid is usually
followed by a compulsory buyout (where 90% of shares have been
obtained) or otherwise by an amalgamation squeeze-out transac-
tion to acquire the shares not tendered.

16. What are the principal documents produced in a buyout?

Plan of arrangement or amalgamation

Buyouts which proceed by way of amalgamation or plan of ar-
rangement are typically governed by a pre-acquisition or merger
agreement. Additional principal documents, typically produced
in a buyout structured as a plan of arrangement or amalgama-
tion, include an information or proxy circular providing a detailed
description of the transaction and voting agreements entered into
between the buyer and principal shareholders of the target com-
pany (see Question 15, Plan of arrangement buyouts).

Takeover bids

Hostile takeover bids, by their nature, are not the subject of any
agreement between the target and buyer. Friendly takeover bids
typically governed by a support agreement between the buyer and
target and often by additional support or lock-up agreements be-
tween the buyer and principal shareholders.

A takeover bid requires the preparation and delivery to target
company shareholders of:

m A takeover bid circular by the buyer.
m  Adirectors’ circular by the target board.
Private transactions

Where the target business is not publicly listed, the transaction
is typically governed by a share or (less frequently) an asset pur-
chase agreement. There are also typically employment agree-
ments with key management personnel and a non-competition
agreement with the seller(s).

Additional documents may be required in forming and financing
the acquisition vehicle.

17. What forms of contractual buyer protection are commonly
requested by private equity funds from sellers and/or man-
agement?

Private equity purchasers typically obtain a broad range of repre-
sentations and warranties regarding the target business, although
these representations and warranties are generally truncated in the
event of an auction purchase or where the seller is itself a private
equity fund. Where the target business is publicly listed, these rep-
resentations and warranties typically expire on closing. Where the
target is not publicly listed, the representations and warranties are
sometimes supported by a holdback of a part of the purchase price
to satisfy any claims for breach which may arise following closing.
Indemnities for breach of representations are also typically capped
in amount and expire after a suitable survival period.

Interim operating covenants

Buyers typically require interim operating covenants governing the
operations of the target business between execution of the pur-
chase document and closing. A broad range of conditions to clos-
ing is also demanded, usually including a material adverse change
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condition. It is not uncommon for there to be a post-closing adjust-
ment to the purchase price in acquisitions of private companies.

Reverse termination fees

Private equity buyers rarely require a financing condition to the
purchase. However, they are increasingly demanding and receiv-
ing a reverse termination fee of 1% to 3% of the equity value of
the business as the sole remedy of the seller for the buyer’s fail-
ure to complete, making the transaction similar to an option.

18. What non-contractual duties (for example, of confidentiality
and employment) do the portfolio company managers owe
and to whom (for example, when approaching possible inves-
tors in relation to an MBO)?

Directors and officers of portfolio companies owe a fiduciary duty
to their company, to act in the best interests of the company, which
generally includes a duty not to improperly use their position to gain
a personal advantage. Management teams are free to pursue buyouts
only if they obtain consent from those directors who are independent
of all interested parties (which typically will exclude any director who
is a member of management or who is a related party of the poten-
tial buyer). It is commonplace in Canada for companies considering
buyout transactions to form a special committee of the board of
directors to consider the proposed transaction and any alternatives.

19. What terms of employment are typically imposed on manage-
ment by the private equity investor in an MBO?

Typical terms of employment for management include:
m  Exclusive time commitments.

o Restrictive covenants, including non-competition, non-
solicitation and confidentiality requirements.

o Stock option or other deferred compensation mecha-
nisms intended to act as an incentive to the indi-
vidual to remain with the company (so-called golden
handcuffs).

o Termination or severance provisions, the length of
which vary widely depending on the office held by the
employee and his seniority.

Shareholders’ agreements may also impose restrictions on manage-
ment preventing them from transferring their shares in the company
or requiring them to sell their shares on an exit from the company.

20. What measures are commonly used to give a private equity
fund a level of management control over the activities of
the portfolio company (for example, representation at board
level)? Are such protections more likely to be given in the
shareholders’ agreement or company bye-laws?

Private equity investors typically obtain some or all of the follow-
ing rights to ensure a level of management control over portfolio
companies:

m  Board and committee representation in the portfolio com-
pany (or failing such representation, observer status).

= Quorum requirements for board meetings ensuring that
board meetings may not be held without investor participa-
tion.

m  Veto rights with respect to specific items (requiring special
majority approval at either the board or shareholder level).

These rights are typically provided in a shareholders’ agreement
and certain rights are also frequently embedded in the portfolio
company’s articles (particularly the investor approval require-
ments, which may also be framed as class approval rights for par-
ticular classes of shares). Shareholders’ agreements usually also
contain information rights and provisions, such as restrictions
on share transfers, drag-along rights and tag-along or piggyback
rights that provide the private equity investor with a measure of
control over exit transactions.

21. What percentage of the finance will typically be provided by
debt and what form does that debt financing usually take (for
example, term loans, working capital facilities, convertible
loans and bonds)?

The percentage of finance provided by debt varies depending on
a variety of factors including:

= Size of transaction.

= Market conditions.

= Risk profile of the transaction.
= Income tax considerations.

Due to the current difficulties in the financial markets, debt fi-
nancing has become increasingly difficult to obtain and may be
more expensive. As a result, buyout transactions have become
less leveraged. There have been far fewer mega-deals completed
since mid-2007.

22. What forms of protection do debt providers typically use to
protect their investments, in particular through what types
of:

m  Security?

m  Contractual and structural mechanisms such as subordina-
tion?

Security

Security in a private equity transaction usually takes the form
of a fixed charge mortgage over all real property and a floating
charge on all personal property of the debtor currently held or
acquired afterwards. Share pledges, whereby security is taken
over the shares of operating subsidiaries, are the most common
form of limited security.
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Contractual and structural mechanisms

Guarantees are generally obtained from all operating subsidiaries,
supported by security in the same form as discussed above. Debt
providers usually enter into interlender agreements to establish
priority of their various claims in a default situation. In addition,
credit agreements typically provide restrictions on management
of the debtor business and provide financial maintenance cov-
enants. Structural subordination (debt financing at the operating
subsidiary level) is also common.

23. Are there rules preventing a company from giving financial
assistance for the purpose of assisting a purchase of shares
in the company? If so, how does this impact on the ability of
a target company in a buyout to give security to lenders? Are
there exemptions and, if so, which are most commonly used
in the context of private equity transactions?

Corporations may be incorporated in Canada under either the
federal or provincial statutes. The rules regarding the provision
of financial assistance for the purchase of shares in a company
are prescribed by the statute under which the corporation was
incorporated or continued. Historically, most Canadian corporate
statutes had limitations on the ability of companies to provide
financial assistance to a purchaser of shares. However, these re-
strictions have for the most part been curtailed or in some cases
removed entirely. Federal and Ontario law provide no restrictions
on financial assistance, while British Columbia and Alberta law
require only that certain prescribed information regarding finan-
cial assistance be disclosed. However, Nova Scotia law prohibits
the granting of financial assistance (including a guarantee) where
there are reasonable grounds for believing that the company
would, after giving the assistance, effectively be insolvent.

24. What is the order of priority on insolvent liquidation? Are debt
providers given priority over equity holders by law or is priority
purely a matter of contract and company constitution?

Debt providers have priority over equity holders in insolvent liqui-
dations. The order of distribution on an insolvent liquidation can
be summarised as follows:

m  Tax and withholdings claims prescribed by statute.

= Claims of holders of secured debt.

m  Expenses incurred in bankruptcy administration.

m  Preferred claims prescribed by statute (including arrears of
wages).

s Claims of holders of unsecured debt.
s Equity holders.

Debt holders may enter into priority agreements to establish pri-
ority as among themselves.
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Status. The CVCA is a non-governmental organisation.

Membership. The CVCA has over 1,500 members representing
the majority of private equity sponsors in Canada.

Principal activities. The CVCA promotes the development of
the Canadian venture capital and private equity industry by:

m  Promoting sound public policy, including on tax, trade
and securities issues to federal and provincial govern-
ments and regulatory bodies.

= Facilitating information exchange and communication in
the industry.

m  Providing a forum for professional development.

m  Encouraging Canadian and foreign venture and private
equity capital.

= Encouraging individuals to invest in, and provide advice
to, early stage Canadian growth companies.

s Enhancing ties with leading venture capital/private
equity associations around the world, particularly in the
US, Europe, Australia and Israel.

Published guidelines. The CVCA has released valuation prin-
ciples and guidelines based on the consideration of interna-
tional standards in industry consultation.

Information sources. Thomson Financial has developed a com-
prehensive database for Canadian venture capital and private eqg-
uity transactions for the Canadian market (www.canadavc.com).

Financial Post Crosbie. Crosbhie & Company Inc. (www.cros-
bieco.com) provide specialised investment banking services
for the middle markets.

PricewaterhouseCoopers LLP (www.pwc.com) undertakes reg-
ular surveys of IPO activity in Canada.
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Private Equity 2008/09

25. Is it possible for a debt holder to achieve equity appreciation
through conversion features such as rights, warrants or op-
tions?

Most mezzanine transactions include a form of equity kicker (a
warrant or an option to buy equity, attached to certain debt),
through a small equity holding, warrants or conversion rights.

26. What management incentives are most commonly used (for
example, shares, options and ratchets) to encourage portfo-
lio company management to produce healthy income returns
and facilitate a successful exit from a private equity transac-
tion?

Management of portfolio companies are typically required to
maintain an equity interest in the portfolio company (usually
common shares) and also often participate in deferred compen-
sation plans such as stock option or share purchase plans.

27. Are any tax reliefs or incentives available to portfolio com-
pany managers investing in their company?

Employees, consultants and advisers who exercise stock options
are generally taxed at a reduced capital gains rate so long as the
exercise price of the option is not less than the market price of
the underlying shares as at the date of grant. If the company
qualifies as a CCPC as at the grant date, income tax can be de-
ferred until sale of the underlying shares (see Question 3).

28. What forms of exit are typically used to realise a private eq-
uity fund’s investment in a successful company (for example,
trade sale, initial public offering (IPO) and secondary buy-
out)? What are the relative advantages and disadvantages of
each?

The most common forms of exit are, in order:

= Sale to a strategic investor. This form of exit generally has
the advantage of being less expensive and time-consuming
than an IPO, although the financial rewards are generally
less than for a successful IPO. No IPOs were completed in
Canada in the fourth quarter of 2008, so sale may be the
only practical alternative in the current environment. Sales
have the potential disadvantage of being required to meet
competition law requirements.

= Sale to a private equity investor. This form of exit has much
of the same advantages and disadvantages as a sale to a
strategic investor, with the added advantages of generally
requiring much less stringent representations as to the
underlying business and being more likely to avoid scrutiny
under competition laws.

»  Recapitalisation. Before the credit crisis, recapitalisation or
borrowing to repurchase equity or pay dividends was avail-
able as a way of achieving a full or partial exit.

= Initial public offering (IPO). Until recently, the most successful
structure for IPO exits in Canada was the creation and flotation
of the income trust. However, in 2006 the federal government
eliminated the preferred tax treatment of income trusts. This,
combined with the current volatility in equity markets, has led
to a significant drop in the number of successful IPO exits. A
successful IPO generally results in a greater return on the pri-
vate equity fund’s investment. However, an IPO is expensive,
time-consuming and may not result in the total sale of the
fund’s investment. Any remaining shares held by the fund may
be subject to ongoing resale restrictions. Historically, it has
not been uncommon for IPO exits to be conducted on the US
markets or on both Canadian and US markets concurrently.

29. What forms of exit are typically used to end the private equity
fund’s investment in an unsuccessful company? What are the
relative advantages and disadvantages of each?

The form of exit used to end an investment in an unsuccessful
company depends to a certain extent on the type of investment.
The most common forms of exit are the following:

m  Fire sale. The assets of the company are sold at a significant
discount from the initial valuation, the advantage being that
the fund receives a return of at least some of its initial invest-
ment, although buyers may be difficult to identify.

m  Restructuring. This generally involves additional investors
making an investment in the company at a lower valuation
and taking securities which rank ahead of those issued in
the initial round. This has the advantage of keeping the
business afloat without requiring the fund to make any
additional investment (or a lesser investment than would
otherwise be the case), but dilutes the fund’s interest and
thereby reduces its possible return on investment.

s Bankruptcy or court-approved plan of arrangement. This has the
advantage of giving court protection to the fund’s nominees on the
board. The disadvantage is that shareholders are unlikely to re-
ceive any return on their investment unless they also hold debt.

In addition, where the private equity fund holds secured debt in
the company, it may realise on this security (which may in turn
force the company into bankruptcy).

Jonathan McCullough and James Beeby
McCullough O’Connor Irwin LLP
T + 604 646 3306
+ 604 646 3326
F + 604 687 7099
+ 604 687 7099
E jmccullough@moisolicitors.com
Jbeeby@moisolicitors.com
W www.moisolicitors.com
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