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Executive summary

Inrecent years, countless headlines have been
dedicated to the topic of the growing presence
of private equity in our economy. From industries
as diverse as veterinarians, fast food and the

makers of aircraft landing gear, private equity

firms are increasingly taking stakes in industries
that were traditionally the domain of small and/or
medium-sized businesses. This shift represents a
transformation away from an economy where it was
common for private companies to be controlled

by their founders coming from a variety of
backgrounds, including engineering, science,

sales ormanufacturing, to one where the leaders of
businesses are increasingly concentratedin finance,
the industry of making money for otherpeople.

So, whatis private equity? Private equity is essentially
apool of money collected from investors (a fund)
and used to purchase companies. But private equity
comes in several variants that differ based on the
stage of acompany’s life cycle private equity invests
in. Inacompany’s earlier stages, venture capital and
growth private equity investors can make money by
funneling money into research and development of
new and innovative products, which will help grow
the company’s revenue. However, as a company
reaches maturity, growth capitalis no longer as
financially lucrative, and innovative investment
becomes less attractive. Itis here, when private
equity pivots from growing to extracting, wherein
the problem lies.

Unlike their growth-focused counterparts, buyout
private equity firms, accounting for more than half
of the entire private equity industry, more so focus
on cutting expenses and extracting cash. These
buyout firms create portfolios of mature companies
and over a typical investment period of five to seven
years, employ several strategies to get the most
bang for their buck.
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Atried-and-true strategy is to saddle acompany
with high levels of debt, hollowing out operations
and then offloading the company at the end of

the investment period. There are few benefits and
many potential consequences to this approach:
enrichedinvestors with hollowed out or bankrupted
companies, unpaid suppliers, layoffs and
overworked employees.

Beyond these costs, private equity firms are also

a key driver of the consolidation of Canada’s
economy. While mergers like Rogers-Shaw in
telecommunications and RBC-HSBC Canada

in banking garner headlines, the roll-up of once
independent and fragmented markets is ongoing
out of sight of Canadians and their requlators. With

competition eliminated, private equity firms are free
toraise prices and lower service quality to increase
theirreturns at the expense of Canadians.

The private nature of private equity also represents
atroubling shiftin Canada’s economy. In contrast

to public companies that raise capital through the
public markets, private companies have few financial
reporting obligations, meaning Canada’s economy
isincreasingly going dark, without access to critical
information.

But Canada’s relationship with private equity is
complex. Canadian pension funds are some of the
largest private equity investors, with the Canadian
Pension Plan, being one of the largest private equity
investorsin the world.! The portfolios of international
pension funds are also increasingly linked to
external private equity firms, however Canadaiis
disproportionately represented amongst these
international pension funds.


https://www.theglobeandmail.com/business/article-private-equity-buy-out-pharmacy-dental-office-veterinary-clinic/
https://halifax.citynews.ca/2023/08/24/sandwich-chain-subway-will-be-sold-to-arbys-owner-roark-capital/
https://www.theglobeandmail.com/business/article-heroux-devtek-canadian-maker-of-landing-gear-to-be-acquired-by-us/
https://policyoptions.irpp.org/magazines/november-2022/the-hidden-trend-reshaping-and-hurting-the-economy-serial-acquisitions/

Now more than ever Canada needs an economy that is geared towards building the great companies of
tomorrow rather than hollowing out the companies of yesterday. By redistributing rather than creating value and
by circumventing the competitive process, buyout private equity concentrates wealth away from consumers,
employees, and innovators and reduces productivity.

The work to stop and eventually reverse this process will take policy effort and political will across
several areas, but there are measures that can be taken today to make buyout private equity less
attractive compared to forms of investment that grow our economy. These initial steps include:

Empowering the Competition Bureau
to have oversight of industry roll-
ups, as these usually fall beneath the
financial threshold for transactions
that must be notified to

the enforcer;

Limiting the ability of private equity
firms to exploit bankruptcy laws

by ensuring the entire firm, not just
individual portfolio companies,

backstop debt taken on by portfolio

companies;

Regulation of leveraged buyouts,
dividend recapitalizations and sale/
leaseback transactions to ensure these
strategies do not endanger companies
and thatlosses as aresult are borne by
decision-makers;

Disclosure requirements for private
companies valued over a material
threshold orinvolvedinindustries
that serve vulnerable populations like
seniors orin healthcare;

Offering alternative exit options for
entrepreneurs looking to sell their
businesses, like Employee Ownership
Trusts; and

Closing the carried interestloophole
that provides a de facto tax break

to the principals of private equity
firms, which allows them to claim their
employment income as a capital gain,
whichis taxed at a much lower tax rate.

Canadians deserve a competitive economy that delivers for all, not just those at the top.

To create an economy that builds rather than just consolidates wealth, requires tackling the incentives
that make this industry attractive.
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What is private equity?

It’s difficult to find a term more vague than private
equity, but the conceptis deceptively basic. A
private equity firm builds a pool of money collected
frominvestors and then deploys the money to
purchase companies. These companies are typically
not those available to the public on the stock market,
though large private equity firms have also taken
large public companies private. Investing in private
equity though, is only available to a select few,
accredited and institutional investors, whom the
government deems sophisticated enough to not
need the same level of market protection as retail
investors.

Private equity is big business. McKinsey’s Annual
Global Private Markets Review values the global
private equity industry to be worth approximately
$8 trillion dollars or have $8 trillion assets under
management, with an additional $2.2 trillion
incommitted funds, which have not yet been
deployed, otherwise known as “dry powder”.?

Private equity takes the funds of these accredited
and institutional investors and invests that money
into theirown fund. The fund then acquires a
portfolio of smaller private companies, in whole or
in part, which are then overseen by members of the
private equity fund to ensure a sufficient returnis
made when they then sell their equity interests after
afewyears.

Private equity is everywhere. When you drop your
kids off at daycare, visit the dentist or physical
therapist, pay yourrent, go shopping for groceries or
clothing, eat at arestaurant, watch a movie, oreven
visit a family memberin along-term care facility,
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private equity profits. Cutting across industries
from consumer products, real estate, healthcare,
manufacturing, and insurance to technology and
more, the industry owns more businesses than
allthose listed on all the US stock exchanges
combined.®

There are three key arms of private equity:

Ml oS

Growth

L

Venture capital

Buyout

Buyout private equity, the largest sector, accounts
for nearly sixty percent of all private equity activity

in the industry, with growth and venture capital
accounting for15% and 26%, respectively in North
America.* Buyoutis the most prevalent and the most
extractive of these three private equity branches.

Growth and venture capital equity canbe
sustainable and beneficial to the economy and

its participants. Inthese cases, private equity invests
their clients’ money into capital to fuel growth for
the benefit of investors, the company itself and

its stakeholders. In each of these circumstances,
the private equity investoris typically not the sole
shareholder of the company, with ownership spread
between other shareholders, typically including the
original founder(s) of the company. Because the
investments occurinless established companies,
the value for private equity investors is derived

from the real growth that portfolio company can
generate.



A private equity firm will structure its fund as a limited partnership, a legally separate entity controlled by a
general partner, a shell company controlled by the private equity firm with the investors having a passive interest
aslimited partners. Alimited partneris shielded from liability due to its passive interest, with liability resting

with the general partner, the company operating the business. In the case of private equity, the general partner
is typically a holding company with no actual assets, leaving limited recourse for any liabilities that may come
due. Once established with committed funds from investors, the fund will begin acquiring companies, making

operational and financial changes before selling the company for a return, generally within a five-to-seven-year
time horizon.

[ Private Equity Fund Structure ’

Fund Management

Management [ General ]

Company Partner

Carried Interest

Management
Fees

Private Equity Fund ]

- - - - -

Portfolio
Company A

Portfolio
Company C

Portfolio
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Portfolio
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What thenis the issue? Wealthy investors and powerful institutions investing their money in companies sounds
perfectly fine. But rather than building and growing great companies, private equity now more often than not

acquires and hollows out existing mature companies, concentrating markets and wealth in the hands of very few
individuals.

Unlike the public company shares which can be held in perpetuity and reward long terminvestment, buyout
private equity generates returns by the process of “flipping” companies after hollowing out their operations.
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Why has private equity become so popular?

Private equity has become quite popularamongst wealthy investors and Canada’s largest pension funds.
Private equity investments account for a sizeable if not the largest asset class of many of Canada’s largest

pension plans, accounting for approximately 33% of the Canadian Pension Plan (CPP)%, 18% of the Caisse de
dépbt et placement du Québec (CDPQ)?¢, 24% of the Ontario Teachers’ Pension Plan (OTPP), 12% of Public
Sector Pension (PSP)® and 13.4% of British Columbia’s Public Service Pension Plan (BCI)?, respective assets

under management. But how did we get here?

Institution Name

Private Equity Asset Allocation

Canadian Pension Plan Investments (CPP) 33%
Caisse de dépdt et placement du Québec (CDPQ) 18%
Ontario Teachers' Pension Plan (OTPP) 24%
Public Sector Pension Investment Board (PSP) 12%
British Columbia’s Public Service Pension Plan (BCI) 13%

In2002, after the accounting scandals of Enron
and WorldCom, the introduction of the Sarbanes-
Oxley Act required enhanced disclosure for public
companies, to ensure mistakes of the past were not
repeated. Calling the new regime too burdensome
and costly, investors sought refuge from the public
markets. Public disclosure does come with added
costs and transparency; and it was becoming
increasingly easier forinvestors to raise money
outside the public markets due to the abundance
of capital available to be invested, driving more
investors into the private markets.
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Private equity flourished under the quantitative
easing policies of the US Federal Reserve since the
2008 Financial Crisis, pumping new money into
the banking system, with very low interest rates to
encourage economic growth. Quantitative easing
became the inflection point for the private equity
industry, providing low-interest debt to fund more
leveraged buyouts, a core strategy of private equity,
discussed further below. With the abundance of
cheap cash and a market manipulated to perform,
the managers of private equity funds saw an
enormous opportunity before them.



You may have heard of global private equity giants
like Blackstone, Apollo, Kohlberg Kravis Roberts

& Co. (KKR) or the Carlyle Group, or perhaps

their Canadian equivalents like Brookfield, Onex
or Birch Hill. But how do they make their money
forthemselves and their clients? It’s clear that

the leaders of the private equity industry are

onto something. Stephen Schwarzman, CEO of
Blackstone, the largest American private equity firm,
is worth approximately $51billion, whereas Jamie
Dimon, Chairman and CEO of JP Morgan Chase,
the largest American bank, is by comparison worth
approximately $2.5 billion.

The leadership of private equity funds amass this
wealthin several ways. The firm will typically take

a 2% cut of the assets under management of the
fund as afee formanaging these investments.

If a fund has raised $500 million from investors,
management fees back to the private equity firm
could be upwards of $10 million peryear. On top of
this fee, the private equity firm will maintain a claim
on approximately twenty percent of all profits, which
isreferred to as “carry”, after hitting a certain hurdle
rate of return, often pegged at around 8%. Investors
in the fund are entitled to the remaining 80% of
profits, but not before lawyers, accountants and
consultants each take their cut of the professional
feesrequired to operate the private equity fund and
portfolio of operating companies.

While already sounding like a good deal, private
equity leadership also increase their wealth by
avoidingincome taxes with the “carried interest
loophole”, allowing them to pay the lower capital
gains tax rate instead of regularincome tax on their
earnings. Unlike the fully taxable wage earnings that
most Canadians pay, only 66% (recently up from
50%) of the percentage of profits that make up
almost all of the income of private equity leadersiis
taxable.
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As aresult, itis estimated that the Canadian private
equity industry has amassed almost $24.5 billionin
carry since 2000,"°of which only $12.25 billion was
likely taxable, thanks to the carried interest loophole.
This differs from other areas of high finance such as
investment banking, where even headline grabbing
bonuses are taxed like regularincome.

Overthe last twenty years, private equity has
appeared to provide its investors with healthy
returns. From1981to 2021it is estimated that private
equity funds outperformed the stock market with an
excess annualreturn of 4.3%."

The narrative of strong returns has driven massive
growthin private equity and the retreat of public
markets. Between 2001and 2021the number of
publicly listed companies has fallenin half, while
the number of companies owned by buyout private
equity firms has ballooned fromunder1,000 to over
20,000 during the same period.”?Among other
concerns, this retreat has reduced investment
opportunities for retail investors who primarily have
access to public markets.

But the reality of strong private equity returns is
awidely debated topic. Because the funds are
private and not public, they are not held to the same
reporting standards as a public company. Private
equity often touts their success by stating their
internal rate of return (IRR), which is not a measure
utilized by public companies as it can misrepresent
results. Contrary to the claims of outsized returns,
leading private equity critic, Ludovic Phalippou,
professor of financial economics at Oxford Said
Business School, instead suggests that since 2006,
private equity returns have been effectively equal to
those of public markets.™



How do these buyout firms make money?

While the actual return on private equity funds may be unclear, what is clearis the strategy that buyout firms use
to extract value from mature companies they acquire. Targeting mature companies with predictable cash flows,

buyout firms employ a playbook of strategies to extract wealth from their portfolio companies:

Leveraged Buyouts (LBOs)

It all starts with an acquisition. The hallmark of buyout
private equity is the playbook firms use to secure
afootholdin abusiness. When a buyout firm wants
to acquire abusiness, they first look to putting
together the funds to make the purchase. To acquire
atarget company, a buyout firm will often bring a
down payment of 10 - 30% of the purchase price of
the company, with typically 1- 2% coming from the

Pre-acquisition

Assets Equity

$100 $100

Itis of course common for businesses to fund
operations, investment and expansion using debt.
What differentiates aleveraged buyoutis that the
creditis not being usedtoinvestin the business, but
to buy the businessitself, for the exclusive benefit
of shareholders. With no additional value provided
to the target company, the business is now saddled
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private equity firmitself and the remainder coming
from the firm’s investors. For the remaining 70 - 90%
of the purchase price, the firm gets the acquired
company to take out aloan to satisfy the balance

of the purchase price.' This process of acquisition

is known as a Leverage Buyout (LBO) andis the
cornerstone of buyout private equity.

Post-acquisition

10 - 30% investor’s money
1- 2% private equity firm’s money

Liabilities
$70

70-90%
borrowed money

with the debt and corresponding payments

that facilitated the purchase in the first place.
This diverts cash flow away from the productive
operations of the company to meet the
unproductive debt obligations brought on by the
new owners.



@@ Cost-cutting

Before acquiring a company, a private equity firm
will typically engage consultants to analyze the
operations of such business and provide
recommendations on how to improve the
profitability of the operations. These couldinclude
automation, off-shoring of operations, cuts to the
quality of the business’ products and services and
laying off, or “right-sizing” of employees. As
consultancies like McKinsey are increasingly under
fire for their business practices, buyout firms
represent avector for these practices to spread to

businesses that might not otherwise engage in them.

Sometimes the designsinclude not just a single
company, but an entire market. In these cases, a
private equity firm will acquire a strong and sizeable
“platform” company within the targeted industry. It
willthen use that company as a foothold to acquire
several smaller companies operating independently
in the same market, bolting them onto the larger
company and gradually rolling up the market and
consolidating control. The industries targeted by
private equity forroll-ups are often initially highly
fragmented and provide goods or services for
whichitis difficult for consumers to shop around and
compare. These caninclude veterinary clinics, child

care, elder care, dental practices, pharmacies, waste

management, and even funeral homes.
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Arecent example of this strategy at work has come
in the wake of post-pandemic boomin the pet
industry.In 2022, Vice News reported that after
PetSmart was acquired via a leveraged buyout by
BC Partners, employees at PetSmart have claimed
that the corresponding drive to reduce costs has
led to significant understaffing, job consolidations,
inadequate training, and neglect of veterinary

care foranimals.'® Rather thaninvestingin the
business, the operational changes following a
leveraged buyout are geared more towards finding
out how far abusiness and its customers can be
squeezed for the benefit of its shareholders.

Once far more competitive, each of these industries
have recently experienced massive consolidation at
the expense of consumers.'* Once a diverse market
of independent small businesses, veterinary and
dental clinics in particular have been a front line of roll
ups and the corresponding decrease in competition
and service quality. This kind of consolidation
oftenflies under the radarbecause Canada’s
competition laws are geared towards detecting
large transactions, with the threshold for mandatory
notification of an acquisition to the Competition
Bureau currently at $93 million.
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@ Sale-leasebacks

When a target company has valuable assets such

as real estate, the private equity firm will often sell
those assets to a third-party and lease the property
back to the target company. This resultsina one-
time windfall sent back to the private equity firm and
itsinvestorsin exchange for along-term ongoing
rent expense for the assets acompany used to own.
While the private equity firm benefits from the cash
injection, the rent burden on the company continues
even afterthe company has been flipped to its next
owner and remains subject to the volatility of the
rental market.

Beyond burdening the underlying business with an
ongoing expense, a sale-leaseback also splits a key
asset of a business fromits operations.

|__,r—? Dividend recapitalizations

This enables private equity firms to shield the value
of those assets from liability. This becomes relevant
as private equity moves deeperinto areas of the
care economy where service quality is paramount.
Forexample, sale-leasebacks have become
increasingly prevalent for nursing homes owned by
private equity firms. Should the nursinghome be
subjected to anegligence lawsuit for degraded
service, those affected will have limited means

of recovering damages from a business that has
already sold off key assets. This isincreasingly
relevant as studies begin to find that private equity-
owned nursing homes have fewer employees, more
frequentindustry protocolviolations, and even
higher mortality rates.”

Beyond borrowing to buy the company in the first place, private equity firms can also force their
companies to go furtherinto debt to finance pure cash payouts to shareholders. Just as with a
leveraged buyout, debt to finance dividend recapitalizations is simply redirected to shareholders.

Once the loan has beenreceived the cash will be distributed to shareholders and the portfolio

company remains on the hook to pay back the principal and interest on the loan, a practice
described as “using someone else’s credit card to pay yourself.”8In 2017, Payless Shoes was

forced into bankruptcy afterits private equity owners had the company borrow approximately
$350 million for two dividend recapitalizations (cash payouts to shareholders), secured by the
assets and cash flows of the business. When Payless’ financial performance suffered, it could

no longer service its debt obligations created by the dividend recapitalization and filed for

bankruptcy, leaving the other stakeholders to clean up their mess, while its private equity owners

walked away with a windfall.
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({S?J) Stretching goodwill

When a company is purchased, the purchase
typically includes the goodwill and brand legacy
of the company. Acompany’s brand and the trust
associated can be worth millions of dollars after
years of building its reputation with its customers.
But that same goodwilland brand canactas a
cover for the strategiesin the private equity
playbook. Value Village has been long regarded
as a destination for affordable second-hand
clothing and housewares and as a champion for
local community organizations. But this reputation
obscures the fact that Value Village has had six
private equity owners over the past 20 years and
itis currently controlled by Ares Management
Corporation, valued at approximately $53 billion.
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Far fromits original mission of being a low-cost
second-hand retailer, Value Village has been caught
selling goods marked up above their original prices,”
even utilizing Al to maximize profits on donated
items. Whenyou “donate” clothes to Value Village,

a charity will receive a few pennies per pound of
clothes donated. But the real winneris Ares, the
multi-billion dollar firm, who will make considerably
more money from your donation.
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What are the consequences of buyout private equity?

Sowhat do the growing prevalence of buyout private equity and the strategies it employs mean for our
economy? Several troubling outcomes emerge as the makeup of business ownership shifts away from
founders and once diversified and resilient markets become the targets of consolidation.

Externalized risk taking

The leveraged buyout has become the principal driver of returns for private equity by subsidizing a significant
amount of the purchase price while saddling only the acquired company with debt. While a typical publicly
traded company secures around 30% of their funding from debt, a figure of 70% is more typical for those
under private equity ownership. The increasing prominence of these models has contributed to therisein
corporate debtlevels. According to arecent report by the International Monetary Fund (IMF), more than half
of leveraged lending in 2018 was linked to acquisition activities.?° This outsized percentage means that firms
acquired through leveraged buyouts have relatively higher debt service obligations putting a strain on their
operations. Private equity-owned companies are twice as likely to declare bankruptcy compared to publicly
traded companies, according to data collected by the Private Equity Stakeholder Project.?' They also find that
a significant portion of retail bankruptcies, 10 out of the 14 largest retail chain bankruptcies since 2012, involve

companies acquired by private equity firms.??

Risk-takingis at the heart of a competitive
economy, but wheninvestors are shielded from the
consequences of those risks, decision-making is
distorted. When a firm owned by a private equity
firm goes bankrupt the private equity firmitself
faceslimitedlosses. Since the burden of debt falls
onthe company rather than the private equity firm,
workers and suppliers owed money are left fighting
over whateverremains after the company fulfillsits
debt obligations toits lenders. Financial institutions
are motivated to support this behaviour given their
own investments in private equity, fees fromrepeat
customers and their priority over otherlenders
should things go south. As a condition of the loan, the
bank will receive a first priority lien on the company,
meaning they have the first claim on all assets when
the company goes insolvent. No other creditor can
receive adime until the bank’s claim is fully satisfied.
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Forinstance, Toys “R” Us was acquiredinthe U.S.ina
leveraged buyout in 2005 and faced insurmountable
debt despite maintaining steady revenues. By

2007, 97% of the company’s operatingincome

was consumed by interest payments, leaving it

no room to adaptits business model to compete
effectively. The heavy debt burdenled Toys “R” Us to
file for bankruptcy in 2018, resulting in over 33,000
job losses and depriving employees of severance
payments while private equity firms collected fees
andinterest totaling over US$470 million.2* While the
Canadian arm of Toys "R” Us had to file for creditor
protectionwhenit’s U.S. parent filed for bankruptcy, it
has since continued operating after being purchased
by Canadian retail magnate Doug Putnam.
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Putting labour last

Even before bankruptcy, the workers that make
companies run smoothly are particularly at risk when
buyout private equity comes to town. In the 2021
working paper “Employee Views of Leveraged Buy-
Out Transactions”, the authors, including Ludovic
Phalippou, highlight that LBOs promote lower
employee satisfaction, attributable to management
indifference to employees and a lack of
demonstrated ethics and leadership skills.?*

Susan C. Faludi’s 1991 Pulitzer Prize-winning
coverage of theimpact on employees following

the leveraged buyout of the grocery chain Safeway

in 1988 by KKR shows the consequences of this
predatory industry on the average worker. Touted
as one of the most successful leveraged buyoutsin
history, KKR terminated tens of thousands of
Safeway employees while suppliers and other
dependent companies laid off hundreds

more. Employees who were lucky enough to keep
theirjobs saw their average hourly wage drop nearly
fifty percent, while KKR made a profit of over US$7
billion on aninvestment of US$129 million after taking
Safeway public.?®

Two decades later, in 2015, Cerberus Capital Management, another private equity firm, took Safeway private
through anotherleveraged buyout and the merged Albertsons-Safeway became one of the largest private
equity-owned companies in the United States.?¢ From 2017 to 2019 Cerberus entered into sale-leaseback

transactions for 124 stores and 8 distribution centres for a profit of US$2.6 billion, while attempting to cut

employee pension entitlements. Albertsons-Safeway is now at the center of the proposed
Kroger-Albertsons’ US$24 billion merger currently under antitrust scrutiny for its effects on strained grocery

consumers and workers.
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Monopolization

Beyond putting businesses and workers at risk, By bringing independent and diverse companies
private equity is also a key driver of consolidationin under the same owner, consolidation reduces the
oureconomy. While roll-up strategies are not unique level of competition and dynamism in the market.
to private equity, they have become a core pillar of While consolidation can occur horizontally when
growth for private equity. Over 70% of private equity companies buy up their direct competitors, it can
dealsin the US are this kind of roll-up acquisition, also occurvertically when companies buyout their
as consolidation has become an attractive way suppliers and customers.

to generate returns while avoiding regulatory
oversight.?

Industries currently undergoing this kind of consolidation, such as funeral homes, veterinary,
dentistry and fertility clinics, typically provide localized goods and services, limiting pricing
competition and consumers’ ability to compare alternatives. This also resultsin a declinein
independent local ownership, shifting control of the economy out of the hands of the communities
it should be serving. Given limited access to information due to the private nature of buyout firms,
itis estimated that as of 2021 approximately 25% of veterinary practices were owned by corporate
consolidatorsin the US, accounting for at least 40% of all client visits.?® As Canada undergoes
similar stealth consolidation, pet owners have felt the brunt of its effects. The Canadian Veterinary
Medical Association (CVMA) notes that inrecent years the cost of care has gone up six to eight

percent annually, “beyond our normal expectation forinflation”.??In 2023 at least three in five

Canadians considered the cost of veterinarian services to be extravagant.*°

Although Canada has laws designed to prevent industry consolidation, these laws are largely focused on the
activities of larger companies. Merger filing thresholds for anticompetitive activity only require that companies
report transactions that are larger than $93 millionin Canada. From 2015 to 2020 the Competition Bureau was
only notified of 8% of total mergers and intervenedin only 0.2% of transactions.>' While competitionlaws are
designed to provide protection against mega-mergers, they are ill-suited to protect Canadians against the
rolling small acquisitions that now characterize buyout private equity, akin to death by a thousand cuts.
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Going dark

Private equity also makes it more difficult to understand the economy around us. When a company stays or

is taken private it has limited public financial reporting obligations. As the relative size of the public market
shrinks, alarger portion of the economy becomes opaque to the public and policymakers. Private firms are

not required to file audited financial statements or publicly disclose conflicts of interest and are effectively a
black boxto anyone other than shareholders. In the United States, Securities and Exchange Commission (SEC)
Commissioner Caroline Crenshaw notes that, “because of the less stringent disclosure requirements in private
markets, [what disclosure they do provide is] at the expense of actual, substantive, meaningful disclosure to
investors, stakeholders, and regulators.”*? This shifts the costs and risks on to investors and the markets in which

they operate.

Unlike in North America, after the 2008 financial
crisis the European Union enacted the EU Alternative
Investment Fund Managers Directive (AIFMD),
recently amendedin 2024, to increase protections
and disclosure forhedge fund, private equity,
venture capital and real estate investors. This
legislation requires alternative fund managers,
including private equity firms to disclose, among
other matters, theirassets under management and
fees paid by investors.
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The black box nature of private equity is increasingly
problematic asitbecomesinvolvedinimportant
markets like elder care. As Canada’s population
ages, we willneed a detailed view into the industry
that provides critical services to vulnerable
Canadians, and in which private equity is increasingly
prevalent. While public-company disclosure alone
will not solve these issues, transparency is the
starting point of effective governance of critical
markets.
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The extinction of small business

Therise of private equity also has implications for the future of small business in Canada.
A 2022 report by the Canadian Federation of Independent Business (CFIB) published a
report entitled “Succession Tsunami: Preparing for a decade of small business transitions
in Canada” found that 76% of small and medium-sized business (SME) owners intended
to leave their businesses within the next ten years. This means that as much as $2 trillion of
business value is going to change hands between 2022 and 203433 Approximately half of
these entrepreneurs intend to sell their business to a third party.3* These SMEs are clearly
in the sights of private equity. Research prepared by the Canadian Venture Capital

and Private Equity Association reported that over 65% of private equity transactionsin
Canada are inthe SME space. *®

Accounting for 64% of the privatized workforce and 48% of gross domestic product
(GDP) between 2016 and 20203, SMEs are critical to the future of the Canadian economy
and Canadian workers.

As uninvested capital or “dry powder” continues to grow, investors will be looking for
more investment opportunities to deploy capital. As Canadian businesses come up

for sale, private equity will be a fierce competitor for acquiring these businesses with

far deeperpockets thanindependent entrepreneurs. Without improving the ability of
Canadian entrepreneurs to acquire these businesses, SMEs will continue to disappearin
Canada and markets will be increasingly consolidated under private equity umbrellas.
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What is next for private equity?

As interest rates fall from their highest levels in over
adecade and potential further decreases await,
the private equity industry is primed for arebound
from the straining higher-interest rate environment
of recent years. While the actions of the incoming
Trump administration cannot be known, itis unlikely
he will act to inhibit the industry. It is also possible
that his administration departs from the tack taken
under Biden and chooses to abandon several new
groundbreaking investigations into the industry

by the US Department of Justice, Department of
Health and Human Services and the Federal Trade
Commission. This would benefit the industry as

the respective investigations sought to better
understand the economic and societal implications
of private equity ownership in the healthcare system
as well as the industry’s use of serial acquisitions
androllup strategies. Without furtheractionin the
US or Canada, thisindustry is likely to become more
emboldened than ever before.

At the same time, private equity is also turning to new
investment opportunities and asset classesinan
effort to fuel more growth. In May 2024, Blackstone,
the largest private equity investor and landlord in the
world acquired Tricon Residential Inc., a Canadian
public company, and one of Toronto’s largest rental
apartment owners, taking it dark for approximately
$3.5 billion.
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With the cost of housing increasing dramatically

in Canada and far more than any other G7 nation3®
Canadianresidential real estateis a prime target for
private equity. Private equity firms are also turning
more to private credit, which unlike traditional banks
are not subject to the same strong and prudent
regulation and oversight. The IMF highlighted inits
April 2024 Global Financial Stability Report that as
the role of private credit increases, we should expect
to seerising creditrisk as asset managers compete
forbusiness by lowering lending standards and
taking on greaterrisk.

Inresponse, the IMFrecommended a more
proactive regulatory approach to this fast-growing
and highly interconnected asset class given the
potential risk private credit poses to the stability of
the financial system#®and could lead to the issuance
of riskierloans, which was the foundation of the
2008 financial crisis.
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How do we change course?

Now more than ever Canada needs an economy that rewards building value instead of extracting it. Withiits

harmful playbook, impatience for productive investment, and preference for consolidation, buyout private
equity should not be a growing part of the Canadian economy.

While this shift will require a change in more than just Canadian policy frameworks as private equity is a global
industry, there are steps we can take to limitits negative consequences:

» Disclosure requirements

Private companies valued over a material financial

threshold or operating inindustries serving
vulnerable populations or core services (e.g.
long-term care, housing) should be required

to file annual audited financial statements and
other disclosures necessary to monitor the
performance of these companies, especially in
relation to shareholder distributions.

> Competition Bureau
oversight onroll-ups

To maintain competitionin once independent
and diverse markets, the Competition Bureau
should be equipped to pursue cases against
firms that seek to engage inroll-up strategies.
The Competition Bureau should enhance its
scrutiny of the markets discussed that are
currently undergoing consolidation. Canada’s
competition law should also be strengthened to
ensure these kinds of roll-ups can be prevented
andreversed.
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» PE fund guarantees

Private equity firms should have to guarantee the
financial obligations of their portfolio companies,
limiting their availability to exploit bankruptcy laws
to escape risk. Should a portfolio company become
insolvent, the private equity firm should be firstin line

to coverlossesratherthan employees and suppliers,

who too often bear the brunt of a bankruptcy. This
would attribute losses at the decision-making level
andremove a publicly funded escape hatch for
buyout firms.

> Regulating leveraged buyouts,
dividend recapitalizations and
sale/leasebacks

Private equity firms should bear a burden of proof to
regulators before engagingin conduct that saddles
companies with unnecessary and unmanageable
levels of debt while transferring wealth to investors.
Along with the above proposed guarantees, this
would discourage behaviour that puts otherwise
healthy companies at risk of bankruptcy.
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> Leveraging alternative
exit options

Entrepreneurs looking to sell their businesses
deserve arange of viable alternatives to buyout
firms. Though relatively new to Canada, Employee
Ownership Trusts (EOTs) are one such option to
provide owners an opportunity to cash out without
sacrificing the welfare of theiremployees. With
support for EOTs, owners can sell their stake to
employees who continue to run the company

and enjoy the rewards of its success. Federal and
provincial governments, along with foundations,
can capitalize funds to support workers looking
to buy the firms they work forand reward
entrepreneurs for their years of hard work.

> Closing the carried
interestloophole

Canada should close the carried interest loophole
that allows private equity firm partners to recognize
theirincome as capital gains. The capital gains
exemption should benefit Canadians that take

risk to build or support great companies, not strip
them for parts. Closing the loophole would generate
additional tax revenue, but more importantly, would
betteralign rewards with beneficial, value enhancing
capitalist risk-taking that enhances the health and
resilience of Canada’s economy in the long-term.

Fromincreased rates of bankruptcy, worsening conditions for workers and the monopolization of our

markets, the list of harms arising from buyout private equity strategiesis along one. With anincoming Trump
administration likely to abandon current investigations into the private equity industry, Canadian policymakers

have an opportunity to carry the torch.

As pillars of the Canadian economy have come to rely on the private equity industry, Canadians face a choice
in the kind of economy we want to build. Reducing the role of buyout private equity will take a shift in our

financial culture towards the risky and beneficial work of creating value rather than extracting it. While policy
changes can help shape these incentives, it will take more than legislative reforms and tweaks of regulation to

chart a new course forward. Canada can have an economy where we build great companies rather than hollow

them out, but without change the latter path will continue as the path of least resistance.
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