THE SCHO(S;OF DUBLI

SATERRY | PUBLIGE
SPP Resea F

REVERSING THE DECLINE OF
CANADIAN PUBLIC MARKETS

Bryce C. Tingle, QC and J. Ari Pandes

SUMMARY

It is the best of times for Canada’s public markets, it is the worst of times

for Canada’s public markets. It is an age when markets have been rewarding
public companies with the highest valuations seen in generations. It is an age
of a rapid decline in Canadian companies opting to go public.

Given that Canada’s reliance on public markets is far higher than that of

any other country — double that of the next-highest country — we should
be alarmed that fewer and fewer companies are choosing to go public.
Companies that stay private are, on average, less successful, less productive,
less likely to grow into national champions, and more likely to be sold to
foreign buyers. The current decline of public markets may go to the heart

of what is arguably the biggest long-term policy issue in the country: our
innovation gap and declining relative productivity growth.

There is no shortage of advantages for a company to go public. Public
companies grow faster, grow larger, become both more productive and
efficient, and have cheaper access to capital. An IPO permits early investors
to exit while allowing managers to continue to build the company. What is
evidently causing more and more Canadian executives to avoid going public,
despite all these advantages, is a regulatory and governance ecosystem that
has grown increasingly hostile to and distrustful of corporate leadership.

Executives who consider going public face an environment in which their
compensation levels will be high; indeed, pay for senior executives at public
companies has grown remarkably in recent years. However, because of
increasingly onerous regulatory disclosure requirements, earning those
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rewards comes at the cost of having their pay disclosed to the public, debated by
shareholders and scrutinized by the media.

Companies that go public also face a growing loss of control over their own governance
due to pressure to adhere to an ever-evolving list of so-called universal best practices
that can run dozens of pages long. These practices exact costs but don’t generally
improve results. The result is a dominant one-size-fits-all governance model that does
not in fact fit many, or even most companies.

The key factor creating this hostile environment is a massive intrusion by outside forces
on the powers traditionally exercised by boards and executives. Corporate governance
used to arise from the bargaining and experimentation of the private parties that
coalesce around corporations. Now governance is frequently imposed ex post on
public companies by third parties with their own agendas. Particularly problematic

are third-party commercial proxy advisors, ostensibly representing the interests of
institutional shareholders. Their short-term, faddish, complex, and value-harming
governance practices diverge dangerously from the interests of long-term flesh-and-
blood investors.

The innovations over the past three decades in governance rules were designed to
reduce agency costs and improve corporate performance. Those that have proven
failures at doing so, and there are several, should be scrapped. Rather than helping
Canada’s markets become stronger, public markets have grown substantially weaker,
and rather than making Canadian companies better, we now face an environment
where companies would rather sell to a foreign buyer and leave the country, than go
public here. The repercussions can only be adverse for Canada.




. INTRODUCTION

There is no country in the developed world in which public capital markets are

more important than in Canada. So it is significant that Canada’s markets have been
declining for the past three decades. The cause of the decline is obvious from the data:
fewer companies are deciding to go public — and this is true in good times and in bad.

If private companies do not go public, they tend to get sold; investors, managers and
employees all eventually need to get their investment returns in some form of exit.

In many industries, the most likely purchasers for nascent Canadian businesses are
foreign. It is not hard to understand the failure of Canada to develop large technology
or pharmaceutical sectors as a consequence of promising ventures being sold and their
intellectual property commercialized elsewhere.

Canada is not unique; most other developed countries are also seeing a secular decline
in their public markets. In fact, the decline in the United States is just as severe. All of
the explanations suggested for the decline start with the assumption that something
has changed in the economic incentives around going public. This paper will argue that
the economic reasons to go public are essentially unchanged, but that the environment
for public companies has altered in ways that negatively impact the non-economic
considerations of managers and directors. Whereas the usual explanations for the
decline in initial public offerings (IPOs) focus on whether changes to the markets have
impacted the returns to shareholders, we take agency cost theory seriously and look
instead at the motivations of corporate managers.

We conclude by suggesting specific steps that Canadian legislators and regulators
could take to improve the likelihood Canadian managers will decide to build their
companies in our public markets.

A. CANADA'’S PUBLIC CAPITAL MARKETS

Canada’s relationship with its public capital markets is unusual in the developed world.
Most noticeably, Canada uses public markets more heavily than any other country; its

public companies per capita is more than double that of the next highest country, and
four times higher than the U.S. and U.K,, its most important economic partners (Rajan
and Zingales 2003, 17).

Canadian markets are also distinguished by the prevalence of smaller companies.
Besides Canada having the most successful public venture market in the developed
world, the 1,000 smallest companies on its main stock exchange, the Toronto Stock
Exchange (TSX), account for less than five per cent of that exchange’s total market
capitalization (Nicholls 2006, 125). With very few exceptions, nearly all Canadian public
companies would be classified as either “small cap” or “micro cap” if they were listed in
another country (Nicholls 2006, 160).

The final characteristic of Canada’s public markets is their peculiarly local character.
Variations in the development of intermediate financial institutions across the country
have meant significant regional variations in Canada’s capital markets. In 2017, for
example, a vast gulf separated provinces such as British Columbia, Ontario and Quebec



(with, respectively, $134, $100 and $157 of venture capital invested per capita) from
provinces such as Saskatchewan and Alberta (with $12 and $3.50 of venture capital
invested per capita) (CVCA 2018). In regions with fewer institutional pools of capital,
retail investors have played a larger role in the financing of new businesses. As a
result, Canada’s public venture markets are, according to most measures, the most
successful in the world (Pandes and Robinson 2013, 138). As well, regions with little
private institutional capital (such as Alberta) disproportionately make use of the TSX
and its willingness to accept companies that would be considered too small in other
marketplaces. Canada’s public exchanges have served both as a way for companies to
raise money from networks of private investors, and as a way to allow those investors
to exit while managers build the business.

B. THE ROLE OF PUBLIC MARKETS

The role of public markets in financing Canadian business should not be understated.
To take one example, Canadian businesses received $3.5 billion in venture capital in
2017, compared to $71.9 billion in the United States. On a per capita basis, Canadian
firms received less than half of the funding from this source as their American
counterparts (PWC 2018, 6-7; CVCA 2018). An IPO thus provides Canadian companies
with access to significantly more capital than has traditionally been available in the
private market. Even in the U.S. there tends to be a limit on the amounts of capital
most businesses raise in the private markets. One set of scholars observes that in the
U.S., “venture capitalists can provide perhaps $10 - 40 million in funding throughout
a company’s life as a private firm, an IPO allows the company to raise many times that
amount in one offering” (Megginson and Smart 2009, 467).

More than this, the cost of capital decreases for a company going public because the
risk profile of listed securities declines. If an investor is unhappy with the direction of
the company or discovers more attractive uses for his or her capital, the investor can
sell his or her shares (Butler, Grullon and Weston 2005). This gives rise to the well-
known “liquidity premium” and, it is important to remember in the analysis that follows,
companies are usually worth more if they are public than if they are private. In fact, the
benefits of going public are greater than those produced by enhanced liquidity. As will
be discussed later in this paper, research suggests that compared to carefully matched
private firms, companies that go public grow faster, react more positively to product
market growth opportunities, demonstrate higher labour productivity, are less likely

to fail, have greater opportunities to grow through acquisition, and develop more new
products (Maksimovic, Phillips and Yang 2017). These benefits make the reluctance of
Canadian businesses to go public all the more curious.

While important, the role of stock exchanges in financing businesses is not relevant to
the question of decline. If we imagine the liquidity premium disappearing along with a
vast increase in the private capital available to Canadian ventures, all that would occur
is a temporary gap in IPO rates, as companies that would otherwise have to go public
to finance themselves raised the money privately instead. Eventually, however, those
companies would show up in the IPO statistics as they went public to provide an exit
to their private investors. In the end, every investor needs to get their money out of



the business. This is true for employees and executives as well, regardless of whether
they paid for their stock or received it as “sweat equity.” Generally, no one acquires
shares or stock options for the pleasure of owning otherwise unprepossessing
embossed certificates.

If an investor cannot sell his or her shares in a public secondary market, then the only
alternative is for the shares to be sold as part of the sale of the business to a new
purchaser. There is the theoretical possibility of a robust secondary market in private
securities arising, but there is little evidence such a market exists outside of trades by
very sophisticated institutions in well-known billion-dollar unicorns in places such as
Silicon Valley (Brown and Wiles 2015, 34, 48; Somerville 2018). The problem is that

the futures of most businesses are a function of the complicated interaction of many
factors, almost none of which are visible to an investor without significant amounts of
investigation. To ameliorate this problem, public markets require the regular publication
of continuous disclosure. The presence of analysts and journalists covering public
companies, as well as sophisticated investors setting prices, also contribute to creating
an environment in which a secondary market in listed securities can arise.

Sales of small and medium-sized enterprises, when they occur in the private market,
tend to be of the entire company, usually to a larger company in the same line

of business (Gao, Ritter and Zhu 2013, 1690; Nariman, Vasvari and Talmor 2011,

323; Cumming and Johan 2007). The purchaser is thus in an excellent position to
understand the risks around the target company and manage it going forward if the
executives and employees underperform. The costs associated with investigating
and valuing the target company can be amortized across the entire business being
acquired, not just a few shares.

Eventually, therefore, virtually all private Canadian companies have a straightforward
choice: go public or sell themselves. For the past two decades they have increasingly
been opting for the latter.

Il. THE DECLINE IN PUBLIC MARKETS

A. CANADA

At first glance, the TSX appears to be in rude health. For most of the past decade and
a half, the number of listed issuers on the main stock exchange in Canada has stayed
roughly around 1,500. But these top-line numbers disguise something important that is
going on:




Figure 1: Total Number of ETFs and Closed-End Funds and Number of
Operating Companies
Data compiled from TSX reports.
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The apparent stability of the TSX turns out to largely be a function of a steadily
increasing number of exchange-traded funds (ETFs) and closed-end funds. If we look
at the kinds of operating companies those funds invest in, we find that their numbers
have been declining steadily, from a high of 1,515 companies in 2005 to 789 in 2019.
This is an astonishing 48 per cent decline in just over a decade. During this time, of
course, the population of Canada has been growing, so measured as a percentage of
Canada’s population, public companies have declined by nearly 40 per cent (Statistics
Canada 2019).




Companies always leave stock exchanges by being acquired, going private or failing. It
does not appear, however, that the decline in issuers is primarily a function of increased
numbers of companies leaving the TSX. Instead, fewer companies are replacing those
that leave:

Figure 2: Declining Canadian IPOs
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Note on How the IPO Numbers Were Obtained: Accurate numbers for Canada’s IPO market are difficult
to find. As one U.S. study found for the sample period 1980 through 2007, three different sources of TSX
IPO data produced very different results:

“For Canada, the Bloomberg counts are on average 40% lower than for SDC [Securities Data Company’s
Global New Issues Database], which are, in turn, about 20% higher than those reported to the WFE [World
Federation of Stock Exchanges]” (Doidge, Karolyi and Stulz 2011, 8).

We have therefore relied on what appears to be the most reliable information available: the Financial Post
Infomart database for the period 1993 - 2019. The database does not contain information prior to this period.

In keeping with the best practices found in the U.S. IPO literature, we exclude trust units (which produces
the effect of excluding ETFs, real estate investment trusts (REITS), and income trusts) in order to focus on
operating companies (Ritter 2012, 123 n 1). Unlike some U.S. scholars, we do not exclude any IPO offerings
on the basis of the initial per-share issue price or the industry. This has the impact of overstating the health
of Canada’s public markets relative to those of the U.S.

Between 1993 and 2000, there was an average of 41 IPOs on the TSX each year.
Following 2000, the average was below 14 each year. Even in the best years after
2000, when public markets were awash in liquidity and sky-high commodity prices
boosted Canada’s corporate profits, TSX IPOs never exceeded the average IPO rate
prior to 2000 (Carpentier and Suret 2006, 57).

Using a different data set and screening criteria, Carpentier and Suret (2006) come up with slightly different
totals but the same overall picture.



It is not just the number of IPOs that is declining, but also their size:

Figure 3: Decline in Size of Canadian IPOs

Total Proceeds from Canadian Initial Public Offerings
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Note: Proceeds are gross proceeds, not including the overallotment option, and are inflation-adjusted
2019 dollars.

The statistical picture is complicated by the dot-com boom in the late 1990s, and
then by two bear markets caused by the dot-com collapse and the 2008 financial
crisis. While these no doubt can explain the IPO rates of particular years, we do not
believe they explain the trend. In relation to the dot-com boom, it is worth noting that
the Canadian market is not particularly oriented towards internet and information-
technology stocks. In the period between 1993 and 2016, for example, we calculate
(using the Fama-French industry categories) that only 52 computer software and
hardware companies went public in Canada, out of 571 new listings in total.

Instead, the 1990s were a particularly unfavourable time for Canadian businesses
because of very low commodity prices during the decade (Duttagupta et al. 2012,
125; The Economist 1999). This likely explains why Canadian IPOs declined over the
course of the decade while, at the same time, the IPO market in the United States was
developing a bubble.

In contrast, the period following 2000 has largely been characterized by very high
commodity prices, particularly for the period 2000 through 2014. The World Bank
described this period as “a commodities boom...one of the longest and broadest of the
post-World War |l period” (Baffes and Haniotis 2010, 2). The nominal prices of energy
and metals increased by 230 per cent, and those of food and precious metals doubled
(Baffes and Haniotis 2010, 3). Oil climbed from roughly US$30 per barrel to over
US$133 in what the IEA eventually categorized as an oil shock (IEA 2008; NRC 2010).



During the first two decades of the period under study, the IPO rate in Canada moved
in precisely opposite directions of what we would predict in light of the prevailing
macroeconomic conditions. When times were bad, IPOs occurred at a historically

high rate; as times got better, the IPO rate declined and kept on declining. In terms of
valuations for public firms, the TSX Composite Index reached a new high in June 2008
(CBC 2009). Clearly, something else is going on.

The 2008 financial crisis had a surprisingly short-lived impact on Canada’s businesses.
After a short price shock, commodity prices tended to remain high for the next several
years (Duttagupta et al. 2012, 125). The TSX Composite Index generated a 30.7 per cent
return in 2009, and a 14.4 per cent return in 2010. Again, however, these favourable
market conditions were not accompanied by a return to 1990s levels of IPO activity.

In fact, the period after 2010 is the weakest in the data set: a meagre average of 9.5
companies each year joined the public markets.

It is not just that the value of the TSX Composite Index has grown during the period in
which IPOs have declined. One of the factors that has driven the growth of the index
is increasingly higher price-to-earnings and price-to-book ratios. Companies are not
just worth more if they go public, their value as public companies has actually been
growing during the time period we are considering.

Figure 4: Increasing P/E Ratio of S&P/TSX Composite Index from 1996 - 2019
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Source: Marketwatch (2019).

B. THE UNITED STATES

The strongest argument that macroeconomic factors are not causing the long-term
decline of Canadian markets can be found in the United States. Almost 70 per cent of
the U.S. IPOs since 2001 were in technology and biotechnology (versus 15 per cent or
so in Canada) (Gao, Ritter and Zhu 2013,1673-1674; Tingle, Pandes and Robinson 2013,
358). Prior to 2000, the American technology sector generated 61 per cent of IPOs

in that country (Gao, Ritter and Zhu 2013, 1673-1674). Notwithstanding the radically
different industrial composition in the U.S. IPO market, it has seen a downturn that is
just as severe:



Figure 5: IPOs in the United States Since 1980
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Note: “The net number of IPOs excludes Special Purpose Acquisition Companies (SPACs), closed-end
funds, Real Estate Investment Trusts (REITs), unit offers (typically composed of a share plus a warrant
to buy a share), IPOs with an offer price of less than $5.00, commercial banks and savings and loans,
companies not promptly listed on the Amex, NYSE, or Nasdaq, master limited partnerships, small
best efforts offers (included in the other exclusions column), and foreign companies issuing American
Depositary Receipts (6 of which are banks).” (Ritter 2018, 39).

As in Canada, this downturn in American IPOs has persisted through some of the best
public markets seen since the Great Depression (Ritter 2012, 128).2 Between 1980 and
2000, an average of 310 operating companies per year went public in the U.S.; since
then the average has been 99 IPOs per year (Ritter 2012, 128). The drop has been
particularly severe among smaller companies of the sort that characterize Canada’s
public markets. The number of these smaller firms choosing to go public has declined
more than 80 per cent (Ritter Testimony 2012, 8; Weild Testimony 2011, 11; Gao et al
2013, 1669).

The dearth of new firms entering U.S. public markets has meant that, as a whole,
its exchanges have declined significantly. About 3,600 companies were listed on
American stock exchanges in 2017, less than half the number that existed in those
markets in 1997 (Bloomberg 2018).

Importantly, it is not just domestic issuers that are turning away from American public
markets. In 2000, the United States attracted 50 per cent in value (48 per cent in

2
Market-to-book ratios and price-to-earnings ratios are much higher in the post-2000 period than in the
1980-95 series.



number) of those companies going public on a foreign exchange (Paulson Report
2006, x-xi; Zingales 2007). But even as its share of global GDP has increased (from 27
per cent to around 30 per cent), the number of foreign IPOs on U.S. markets declined,
until just prior to the financial crisis of 2007-08 its share of international IPOs was

five per cent in value (eight per cent in number) (Paulson Report 2006, x-xi; Zingales
2007). Some of this decline is almost certainly due to improvements in competing
international public markets, but according to scholars who study the phenomenon,
much of the decline can only be explained as a loss of competitiveness (Doidge et al
2011, 14). Like Canada, the decline has occurred even as financial returns in U.S. public
markets over the past 30 years have exceeded those of its international competitors
(Bainbridge 2010, 5).

C. CONSEQUENCES OF THE DECLINE FOR CANADA

The decline of public markets seems like a remote problem for most Canadians, but

it may go to the heart of what is arguably the biggest economic policy issue in the
country: our declining relative productivity growth (St-Amant and Tessier 2018; Mollins
and St-Amant 2019; Dion 2009).3 Canada is among the top three countries in per capita
expenditures on post-secondary education and has the highest proportion of its adult
population who have post-secondary degrees (OECD 2017a, 45, 181). It scores very
highly on its relative rates of entrepreneurship (Langford, Josty and Saunders 2016,
21) and on its macroeconomic policies (such as a commitment to free trade). “With
less than 0.5 per cent of the world’s population, Canada produces 4.1 per cent of the
world’s research papers and nearly 5 per cent of the world’s most frequently cited
papers.”(CCA 2012, xii).

Notwithstanding these advantages, Canada’s levels of innovation and productivity
growth lag behind nearly all of its developed peers (OECD 2017b, 8-9, 17-22). One of
the major culprits has been the failure of the country to produce large-scale technology
firms. Canadians come up with the ideas, they start companies, but few large-scale
innovative firms exist in the country. As the expert panel on innovation and business
strategy reported to the minister of industry, “Canada’s failure to develop a greater
number of innovative Canadian-based multinationals has been a key contributor to

the country’s overall R&D weakness” (CCA 2009, 7). Given Canada’s strengths in
entrepreneurship, research and human capital, where does the failure lie? The expert
panel observed, “High-tech names have been vanishing from the radar in Canada at an
alarming rate..Worse, most of those companies are selling out too early, before they
have a chance to grow into larger, global businesses that could fuel further innovation
and success in the tech sector” (Silcoff and Marlow 2012). A study by Cécile Carpentier
and Jean Marc Suret (2014) found that roughly half of venture capital (VC) exits in
Canada involved the company being sold to a foreign buyer (Teubal and Aynimelech
2003; Scott-Kennel 2013; Davenport N.D.).* Another study found that of 164

The Bank of Canada attributes this to a weak contribution from the information and communications
technologies sector in Canada.

The phenomenon is also discussed by Teubal and Aynimelech, Scott-Kennel and Davenport (albeit not in a
Canadian context).



acquisitions of Canadian technology companies between 2004 and 2012, only a single
company was purchased by a Canadian buyer (ITAC 2012). Undoubtedly, those that
are not sold to a foreign firm at the time the VC fund exits are sold to foreign buyers at
later stages in their development.

It should be noted that, unlike many smaller countries, Canada had virtually unfettered
access to the largest consumer markets in the world during the time period the IPO
rate was declining. It is not especially challenging, for example, for a Canadian firm to
conduct extensive operations in the United States (unlike, say, Israeli or New Zealand-
based firms) (Teubal and Avnimelech 2003; Davenport N.D.). In addition to the
advantages of NAFTA, there are no time-zone, language or cultural barriers; many large
Canadian companies in manufacturing and natural resources in fact operate extensively
south of the border. Canadian firms are therefore not compelled, for reasons of market
access, to sell themselves to a foreign buyer. Their decision to do so, rather than build a
company in Canada’s public markets, is the subject of the remainder of this paper.

I1l. ECONOMIC EXPLANATIONS FOR THE DECLINE

Earlier research outlines the first data on the decline of the IPO market in Canada
(Tingle, Pandes and Robinson 2013). It evaluated the most common explanations
for the decline provided in the U.S. literature, and argued that the fact Canada is
experiencing a parallel decline in a different regulatory and economic environment
meant the most common American explanations were unlikely to be correct, as it
seems unlikely that identical declines are arising from entirely unrelated causes.
Interested readers are referred to this earlier research for these arguments.

Since we published our original research, a new explanation for the IPO decline in
Canada has been advanced by Carpentier and Suret (2018) suggesting the possible
cause of the decline in Canadian IPOs is the historic long-run underperformance of
newly public companies in this country. “..[PJoor performance of Canadian IPOs from
1986 to 2005 could partially explain the decrease in number and increase in size of
non-[natural resource] IPOs that we report” (Carpentier and Suret 2018, 125). As noted
earlier, the size of Canadian public companies (including those that issue IPOs) is
significantly smaller than the companies listed on foreign exchanges. Carpentier and
Suret (2018) find that the type of company increasingly missing from the TSX — small
non-natural-resource companies — are precisely the kind of companies that are most
difficult for investors to accurately price. The result is an IPO market that, according

to their calculations, had abnormal negative returns in the period up to 2006 and
resembles a lottery in the skewness of its returns. In other words, most IPO companies
generate negative abnormal returns, but some of them generate significant positive
returns. Buying a new issue is thus analogous to buying a lottery ticket.

There is a vast literature on the ways that the IPO market (and public markets
generally) can resemble a lemons market (Akerlof 1970; Carpentier and Suret 2012).
This is a market in which the seller has incentives to offer overvalued products and the
buyer, aware that he or she lacks the information to properly evaluate the products,
insists on a low price. That in turn drives sellers of good-quality projects out of



the market. In the case of private companies, this might account for the increasing
preponderance of private sales rather than public offerings.

The lemons hypothesis might explain some part of the decline in Canada’s IPO market,
but there are reasons to believe it cannot account for most of the phenomena. First,
the timing of the decline doesn’t fit well with the lemons market hypothesis. It seems
unlikely that buyers of new issues would remain in the market for more than a decade
(Carpentier and Suret’s IPO data set goes back further than ours, to 1986) before
responding to poor post-IPO performance. Public markets can make mistakes on
corporate valuations, but they tend to be corrected more quickly than this thesis
requires (Fama 1970). As well, abnormal returns on the TSX became positive in 2006,
according to the study, yet the IPO rate continued to decline.

The second problem is that the lemons hypothesis doesn’t seem to fit the U.S. market’s
IPO decline either. To begin with, we have much longer and more reliable data sets

for the U.S. market, so the problem of consistent overpayment is much greater. There
would have to be decades of mispricing new issues before the decline in IPOs begins.
As well, the size of companies going public in the United States is significantly larger
than that of comparable companies in Canada. The average gross proceeds of an IPO
in the U.S. are US$229 million (Ritter 2016, 26-27). Of necessity, an offering of this size
generally requires the participation of sophisticated institutional investors. We are
unaware of any scholars claiming the decline in the U.S. is caused by the inability of
buyers of these new issues to accurately price them.

The third problem is that there is nothing inherently unstable about a lottery market.
Canada’s venture exchanges have been classic lottery markets and have survived for
almost 100 years (Carpentier and Suret 2018). Approximately 75 per cent of venture-
capital portfolio companies in the United States do not return investors’ capital (Olaison
and Sorenson 2014, 196). Only 0.39 per cent of VC-funded firms in that country had an
exit value of US$500 million or more (Hall and Woodward 2010, 1172). Yet the American
VC industry survives, notwithstanding its strong lottery-like character.

Fourth, a lemons market produces lower prices not (at least not usually) a buyer’s
strike. As we have seen, over the period IPOs have been declining, Canada’s public
markets have been awarding increasingly higher valuations to listed companies (Gao,
Ritter and Zhu 2013, 6-7; Tingle, Pandes and Robinson 2013, 329).

Fifth, the lemons market hypothesis would not seem to apply naturally to VC-backed
company exits. These are companies whose performance is sufficiently appealing
that the VC fund can profitably exit. The companies also have the endorsement of the
sophisticated institutions that have not only invested in the business, but who have
closely monitored it for years. The usual practice is for investment banks to require
the major shareholders (including VCs) to be escrowed for some period, eliminating
the incentive for VC firms to mislead the market on expected future performance.

But in Canada, we see a decline of IPOs among the presumably very high-quality
VC-backed businesses that roughly parallels the decline in IPOs generally (data in
possession of authors).



Sixth, there is no direct evidence that Canadian public markets are attracting inferior
businesses, as the lemons market hypothesis suggests. In fact, as Carpentier and
Suret point out in another paper, the TSX Venture Exchange has a success rate that
is “approximately four times the corresponding rate for private VCs” (Carpentier and
Suret 2010, 304; Meoli et al. 2018, 88). This doesn’t look like a market where the best
businesses are going to sophisticated private investors and the public markets are
receiving the rest.

Finally, as detailed in the next section, an IPO produces significant advantages for a
company and its managers outside of a possibly enhanced valuation. For example,
they don’t lose their jobs in an IPO, whereas this is a high likelihood on a sale. Even
if the public markets in Canada were not prepared to value a potential new entrant
as highly as an acquirer, there are still many reasons for directors and executives to
accept greater dilution and go public. After all, they aren’t exiting the company at
the IPO valuation. In fact, an IPO gives directors and officers the opportunity to ride
the company’s growth for some time to come. It is rare to find the entrepreneur of a
successful company who believes that no more growth lies ahead.

IV. THE DECISION TO GO PUBLIC

Economists naturally gravitate to explanations of corporate behaviour that emphasize
its financial impact, particularly on corporate value. What each of the current
explanations in America or Canada have in common is identifying something that
reduces the value of a business that goes public:

e High rates of frivolous litigation impose costs on shareholders that exceed any
public benefit and thus reduce the value of a company exposed to it through
the public markets (Bloomberg and Schumer 2007, 75-77, ii).

* Significant alterations to the financial ecosystem surrounding public companies
make it more difficult for those companies to attract investors, inform the
market about their business, or generate the liquidity needed to maximize
corporate value (Weild and Kim 2009, 6-8; Weild and Kim 2010, 7; Testimony of
Weild 2012, 4; Weild, Kim and Newport 2012; IPO Taskforce 2011, 13-14).

* A fundamental economic change makes companies, particularly tech companies,
more valuable as part of a larger concern than they would be on their own in the
public markets (Gao, Ritter and Zhu 2013, 2-3, 9; Ritter 2011, 347).

¢ Regulation reduces the value of listed issuers by imposing costs without
corresponding increases in share value from, say, reducing information
asymmetries (IPO Task Force 2011, 9-12; Ahmed et al. 2010, 355; lliev 2010, 1163).

e Decades of IPO underperformance leads to reluctance on the part of buyers to
accept reasonable valuations of new firms (Carpentier and Suret 2018).

As an explanation of the decline of public markets, arguments that depend on
economic value are unlikely to be successful. The basic fact of public markets is that
providing shareholders with liquidity increases the value of their shares. Companies are
almost always worth more when they are public than when they are private, and even if
we allowed that one or more of the favoured economic explanations did have the effect



of materially reducing the value of a public listing, a company would still be better off
in most cases listing its shares. Indeed, markets have been rewarding public companies
with the highest valuations seen in generations during most of the period IPOs have
been declining.

IPOs also act as a propellant to corporate growth. A recent study of 892,000 U.S. firms
between 1978 and 2008 carefully matched companies that went public with similar
firms that stayed private (Maksimovic, Phillips and Yang 2017). It found that:

e The largest and fastest-growing private firms (those in the top one per cent)
are 29 times larger than the rest if they go public, and only 14 times larger than
the other 99 per cent if they stay private.

e |PO firms grow faster than matched firms in the five years following the IPO, at
which time they are much larger than their always-private peers.

* In the five years following an IPO, public firms react more positively to product
market growth opportunities than matched private firms.

* The labour productivity of listed firms is higher than or equal to that of
matched private companies.

* The failure rate of public companies is lower than that of matched private firms.

There had been some earlier research that suggested publicly listed companies
underinvest in response to product market opportunities (Asker, Farre-Mensa and
Ljungqgvist 2015, 342). A more recent study found that these results are likely driven by
failures to properly match similar public and private firms (Maksimovic et al. 2017, 3-4).

Other research on the impact of going public has found:

e Private firms have lower investment rates than public firms (Brav 2009, 263).

e Public firms are more responsive to investment opportunities than are private
firms (Gilje and Taillard 2016, 1733).

e Public firms in the medical device industry have higher financing responses
and develop more new products than do private firms (Phillips and Sertsios
2017,1744).

* Public companies, which can use their stock like specie, are more likely to be
able to grow by acquiring promising businesses (Maksimovic Phillips and Yang
2013, 2177).

There is considerable evidence, therefore, that corporate value increases in the years
immediately following an IPO. It seems unlikely that the explanation for declining public
markets has anything to do with declines in corporate value or growth rates.

What if we broadened the inquiry beyond the value of the firm to encompass the
economic and non-economic incentives of corporate decision-makers? A decline in IPO
rates really just amounts to an increasing tendency of corporate managers to choose
to sell the firm rather than go public. We shouldn’t expect this is always going to be

a matter of maximizing share value in the long run (which, after all, isn’t a relevant
consideration for the manager of a company that is acquired).



A. WHAT WE KNOW ABOUT THE GOING-PUBLIC DECISION

Research on the motivations of entrepreneurs and executives does not produce any
surprises. They are motivated by opportunities for wealth accumulation, of course,

but they are also strongly motivated by a desire to enhance their reputation and

for control over the new business they are creating (Orhan and Scott 2001; Borgia
2005; Wadhwa et al. 2009; Manish and Sutter 2016). Entrepreneurs, in particular, are
motivated by a desire to have significant say in their firms. Surveys find that 62 per
cent of entrepreneurs strongly agree with the proposition, “as an entrepreneur you can
better control outcomes in your life” (Myers and Hobbs 1986, 659, 670). A desire for
greater control, or a conviction that they know better than others, is often the catalyst
for starting a new company.

From this perspective, an IPO is a significantly better outcome for an executive than

a corporate sale. If a private company is acquired, the senior executives are normally
fired, and the entrepreneur loses all control over the business in which she has invested
herself for many years. If the entrepreneur is retained, she now finds herself as a cog

in @ much larger corporate enterprise, running one of possibly many subsidiaries with
several layers of management between herself and the CEO of the parent company.

In the public markets, in contrast, the entrepreneur remains in control of the company.
In fact, her level of control may actually increase, as private investor representatives

on the board of directors are replaced by independent directors and those private
investors begin to exit the stock. Public shareholders tend to be much less involved in
the management of the company. They are not scaled or organized to closely monitor
the businesses in which they invest, they don’t normally have any board representation,
and they are much more likely to simply exit the stock if they disagree with the
decisions of managers (Jackson 2010; Tingle 2020a).

The entrepreneur not only finds herself with greater control and less oversight,

but she also has an opportunity to grow the business in the public markets and to
receive credit for the enterprise she has created. The opportunities for building a
public reputation are obviously much greater for public company CEOs than for their
private peers. In the words of one group of researchers, “entrepreneurs have a strong
preference for having their entrepreneurial firms listed as a public firm ... [T]hey have a
non-pecuniary preference for being the CEO of a publicly-traded firm” (Cumming and
Johan 2009, 592; Black and Gilson 1988, 243). A study of 950 European CEOs found
that their most significant drivers are non-financial rewards, which include challenging
work, opportunities for advancement, and pride in the companies they are leading and
the work they are doing (Baeten 2012).

Research on the IPO decision tends to support this view that, historically, managers
have been at least as interested in the non-pecuniary advantages of going public

as the more commonly discussed economic incentives. There are two studies that

are particularly illuminating (Cumming and Johan 2008; Cumming 2008). In each,

the researchers examined the contractual arrangements of VC-portfolio companies,
dividing them into groups based on the degree of contractual control possessed by
the VCs. VCs are primarily concerned about maximizing the return on their shares, and



IPOs do not always provide the highest valuations when the time comes for the VC to
exit. Public markets are volatile (as demonstrated during the time period that interests
us by the dot-com collapse and the financial crisis) and the IPO window is significantly
affected by investors’ risk appetite. Broad economic and political events or trends can
keep investors away from smaller businesses with no public-market track record.

We would expect that since the investment horizon of the VC usually determines

the exit timing, and this investment horizon operates somewhat independently of
public-market conditions, that where the VCs have significant control, the company
will either go public or sell itself depending on market conditions. If managers were
interested only in wealth accumulation, we would expect to see identical exit patterns
from companies they controlled. Instead, the researchers found that the weaker the
venture capitalists’ control rights, the more likely the company was to go public. This
suggests that managers choose to go public at times that VCs — narrowly focused on
shareholder returns — would sell the company. This is not due to a lack of alignment.
The managers of VC-backed companies usually have significant shareholdings in the
company — often larger than that of the VCs. Instead, what it suggests is that non-
pecuniary considerations often outweigh narrow economic calculation when making
the IPO decision.

B. WHAT HAS CHANGED IN THE PUBLIC MARKETS?

What changes, beginning in the 1990s and continuing to today, might have altered
the character of the public markets and thus the non-financial incentives faced by
executives? There are several broad trends.

1. Trends in Executive Remuneration

Nothing exemplifies the surprising inability of financial incentives to explain IPO trends
better than executive remuneration. The period during which IPO rates declined
sharply was marked by astronomical increases in the pay awarded to the senior
executives of public companies. Median public-company CEO pay in the United States
stayed constant, at about US$1 million a year, between the 1940s and 1970s (Frydman
and Jenter 2010, 78-80). Then it rose by 50 per cent during the 1980s and by a further
128 per cent during the 1990s (ibid., 80). Between 1978 and 2012, average CEO pay of
the largest U.S. companies increased by 875 per cent (Mishel and Sabadish 2013, 4;
Bebchuk and Grinstein 2005, 286-287; Wells 2012, 49; Conyon 2014, F60; Stiglitz 2012,
25-27).° The ratio of CEO pay to worker pay rose from 29 to one in 1978 to 273 to one in
2012 (Moore 2015, 435; Edmans and Gabaix 2016, 1233; Murphy 1999; Mackenzie 2015,
7-8; Mishel and Sabdish 2013, 4; Kaplan 2008).°

The trend in pay reflects “a real growth rate ... of approximately 4% per annum every year for almost 30
years” (Conyon 2014, F60).

In Canada, statistics are hard to come by prior to 1995, but in 1998 the average CEO of the 100 largest
companies in Canada earned 105 times more than the average Canadian; in 2013 he or she earned 195 times
more. The top 50 CEOs earned 269.7 times more than the average Canadian.



Public-company CEO pay has outrun corporate America’s returns to shareholders,
doubling the growth of the S&P Index over the past 30 years. In 1993, roughly the time
IPO rates in Canada began their decline, the remuneration received by the five highest-
paid executives of a public company absorbed, on average, five per cent of profits; by
2003, this had doubled (Bebchuk and Grinstein 2005, 302). Obviously, from the narrow
standpoint of financial incentives, going public has become increasingly attractive

to corporate managers during the period that they have, nevertheless, increasingly
decided not to avail themselves of these rewards.

What might explain managerial reluctance to go public are the non-pecuniary changes
around executive compensation. These issues are discussed at length in several
previously published papers by Tingle (2017a; 2017b). We propose only to summarize
some of the arguments here.

a. Disclosure

Beginning in 1993, the securities regulators in Canada began dramatically expanding
the disclosure around executive pay (OSC 2003, 1.1.8). They further expanded the
disclosure requirements in 2003 (ibid.), 2007 (OSC 2006, 55-58), 2008 (OSC 2008),
2011 (OSC 2011), and 2015 (OSC 2015). In expanding and refining its compensation
disclosure rules, Canada was largely just keeping up with developments in the United
States and the United Kingdom (Tingle 2017a, 905-906). The outcome of these
revisions was to provide considerable detail about what an executive caught by the
rules earned, the terms of any applicable bonus or incentive plan, where the executive’s
pay fell relative to various market measures, and what the executive’s equity incentives
might hypothetically be worth if all conditions for vesting were met and the equity sold.

In general, people do not like having major aspects of their personal finances made
public to anyone, in any area of their life, to peruse at leisure on the internet (IRS 2012,
1-1to 1-8; Bo, Slemrod and Thorenson 2015). Executives hate having these personal
details live forever online. (The rise of “sunshine” laws for provincial employees

in Ontario and Alberta generated similar complaints, as well as a backlash when
attempted in other provinces) (Webb 2017; Cormier and lbrahim 2014).

b. Loss of Control

Corporate directors have lost significant amounts of control over public-company
remuneration practices since the early 1990s. This loss has arisen in two ways. First, a
narrow set of compensation “best practices” has come to dominate the public market.
Pay-for-performance and equity incentives are now virtually mandatory features of
any executive pay package (Tingle 2017b). One of us has argued elsewhere that these
incentivize the wrong behaviour, turn out to be incredibly expensive for the company
(they are the sole causes of the vast increase in executive pay), and are inappropriate
in many circumstances (ibid.). Managers, themselves, report that they do not believe
these schemes materially impact their behaviour (Beer and Katz 2003, 36). Yet,
directors apparently feel they have little choice but to use them in order to satisfy
public-market expectations (Tingle 2017a, 923-924; Dorff 2014, 246).



The second source of directors’ loss of control has arisen from the growing power of
shareholders in the area of pay. Some of this power has been given to the shareholders
by exchanges (for example, the TSX requires shareholder approval for an expanding
number of compensation decisions) (TMX Group 2019, 613(@)(i), 613(h)(iii)). Some of
the power has been provided by regulators (such as the U.K. and U.S. say-on-pay rules
(Tingle 2017a, 905-906), U.S. tax changes penalizing certain types of pay (Tingle 20173,
905; Balsam 2012, 3), and the frequent recourse of Canadian regulators to non-binding
forms of suasion and guidance) (BCSC 2002; CSA 2009). And some of their power
been given up by the companies themselves under pressure from powerful institutional
shareholders or advocacy organizations (such as the adoption by Canadian firms of
say-on-pay policies) (Bernstein and McDougall 2014, 3).

In many ways, however, the most important force transferring power away from
directors has been the rise of proxy advisors such as Institutional Shareholder Services
(ISS) and Glass-Lewis (Tingle 2016). These firms produce elaborate and detailed rules
about acceptable executive compensation, which companies generally feel obliged to
follow (Tingle 2014). Most public-market boards regard the proxy advisors as the de
facto regulator of corporate pay practices (Tingle 2017a, 912-924).

c. Reframing Executive Remuneration

Executive remuneration has come to be seen as a kind of theft perpetrated against
shareholders and society. Virtually every discussion characterizes it as the outcome of
managerial self-dealing and boards too weak or conflicted to stop them (Tingle 20173,
901-907). This is the case whether the concern is for levels of inequality in society at
large (Piketty 2014, 330-332; Tingle 2017b, 390), or for the diversion of cash flows
properly belonging to shareholders (Tingle 2017a, 901). The attitude that executives
are engaged in sharp practice is found everywhere from the securities regulator
requirement that compensation disclosure be accompanied by a graph showing the
company’s performance relative to its peers, to the rhetoric that surrounds proxy
advisors and institutional shareholder corporate governance communications (ISS
2019, 35-41; OSC 2008). This tone is found in media reports on executive compensation
as well (Allaire 2018; Global Governance Advisors 2017).

Executives like to believe they are being paid what they are worth, according to their
market value, and that they are being paid for the good things they are doing. In
practice, the public discussions about their pay will instead be couched in terms of
whether, and to what degree, they are exploiting their position.

d. Conclusion

From the perspective of an executive, going public means that he or she will likely
receive significantly higher personal pay. However, by going public the company

will lose control over the way that pay is to be received; precise details about the
executive’s pay will be disclosed to all the world; there is a chance that proxy advisors
or institutional shareholders will publicly (and humiliatingly) reject the pay package
as inappropriate; and the context for nearly all discussions about an executive’s pay
will usually be that he or she is attempting to get away with something. Thus, when



going public, managers lose significant amounts of control and increase the risk their
reputation will be harmed.

2. Trends in Corporate Governance

The modern era of corporate governance began in academia in the 1970s (Mitchell
2006, 265). The first recorded use of the expression “corporate governance” in the
United States occurred in The New York Times in 1973 (Pargendler 2016, 362; Cheffins
2013, 18). It didn’t appear in the U.K. until The London Times used the phrase in 1985.
The Economist first used it in 1990 (ibid.). The point when corporate governance clearly
moved out of the academy and into public markets, however, was with the publication
of the 1992 Cadbury Report in the U.K., with its now standard list of corporate
governance best practices (Tingle 2018, 230). In Canada, official responses to the
corporate governance movement occurred in the report from the Dey committee
(1994), revisions of listing rules by the TSX (1995) (Bevans 2005), a follow-up to the
Dey report (1999) (ICD 1999), the report from the Saucier committee (2001) (JCCG
2001), further revisions to its governance rules by the TSX (2002) (Tingle 2014, 711), the
Canadian response to the U.S. Sarbanes-Oxley Act (2005) (Lampe and Spiro N.D) and
the current discussions in response to the U.S. Dodd-Frank Act and other governance
trends in the United States over the past decade (OSC 2013a). These developments
made it possible for Professor Ed Waitzer to talk about an entirely new regime of
corporate governance in Canada and contrast it to what came before (Vanderpol and
Waitzer 2012).”

a. The Loss of Control

Relatively few corporate governance practices have been imposed on Canadian
companies by securities regulators, yet most companies feel compelled to follow the
same ever-evolving list of best practices (Tingle 2017). These include, among other
examples, things like majority (now supermajority) independent boards, separating
the CEO and chair positions, using independent board committees for reviewing audit
results and setting remuneration, avoiding directors who sit on too many boards,
achieving certain levels of board diversity, engaging in board training exercises and
adopting various policies relating to the internal operation of the company. Anyone
who has served in a Canadian boardroom in the last 20 years will be able to contribute
other examples to this list. Most attempts to summarize the best practices run for
dozens of pages, such as those found in the voting guidelines of the proxy advisors
(ISS 2019; Glass Lewis 2020), or the Canadian Coalition for Good Governance’s advice
for “high performing boards” (CCGG 2020).

Companies feel compelled to follow these best practices for a variety of reasons.
Some of the practices are mandated by regulators or the stock exchange (Tingle
2017c, 297). Others are voluntary, but companies must report their practices against
the model practices and explain to their shareholders every year why any deviations

7
Contrasting the corporate law and securities regimes in Canada and the way the latter has supplanted the
former in the governance of public companies.



exist (the “comply or explain” regime) (OSC 2005b). Proxy advisors base their

voting recommendations on compliance with the best practices (Tingle 2014, 723).8
Institutional investors, particularly the pension funds that dominate the Canadian
financial landscape, publish proxy voting guidelines of their own that champion the
best practices (Tingle 2018, 237). Trillions of dollars of investment capital are allocated
on the basis of ratings or rankings of various companies’ governance practices (Tingle
2018, 224; US SIF Foundation 2014; Canadian Social Investment Organization 2011, 7).°
Newspapers, academics, think tanks and advocacy organizations all call out companies
that do not adhere to the list of best practices, while giving awards to those that most
perfectly reproduce the current recommendations (Tingle 2018, 19; Rose 2007, 889).

|u

While everyone decries “one-size-fits-all” or “check-the-box” best practices, the reality
is that these are the way these practices function (Power Corporation of Canada 2012,
8; Canadian Tire Corporation 2012, 2; Gildan Activewear Inc. 2012, 10).”° Given the sheer
scale of the problem of evaluating thousands of public companies’ corporate governance
arrangements from the outside, there is no other way for best practices to operate. The
practices are also incredibly detailed. It doesn’t sound like it would be too hard to have
an independent board of directors, but what counts as “independent” involves dozens
of rules (IRC 1993, §162(m); Dodd-Frank Act §962; Conyon 2014, F75; Tingle 2016, 777).
These details about what counts or not when it comes to compliance with the best
practices change from year to year (CSA 2017). A significant amount of board time and
corporate resources are devoted to keeping up with changing requirements.

Taken as a whole, the rise of the corporate governance regime we have been
considering represents a massive intrusion by outside forces on the powers traditionally
exercised by boards and managers. This might be a good thing, but the empirical
evidence suggests corporate governance best practices do nothing to improve
corporate performance, or to reduce the risk of undesirable events like earnings
manipulation (Tingle 2017c, 303-304; Plumtree and Yohn 2010, 41), fraud (Farber 2005,
539; Donelson, Mclnnis and Mergenthaler 2015), class-action lawsuits (Daines, Gow

and Larcker 2010), failing to terminate an underperforming CEO (Fich and Shivdasani
2006), or controlling runaway executive compensation (Tingle 2017a, 922-923).

One of us has written elsewhere about the failure of corporate governance best
practices to produce any results we care about, either when considered individually
(Tingle 2018; Conyon 2014, F86; Deutsch 2005, 433, 438) or in aggregate (Tingle
2018; Chen and Delmas 2011, 792). There are hundreds of studies, for example, finding

8
“ISS recommendations will always influence the outcome of a vote and, depending on the percentage of
votes held by institutions that vote in accordance with ISS recommendations, may determine the outcome of
a vote.” (Astral Media, 2012, 2)

In Canada, approximately 20 per cent of all institutional capital is invested according to ethical criteria, most
of which, but not all, include corporate governance considerations.

See for example, Power Corporation of Canada, Letter to CSA, 19 September 2012 at 8: “(T)here are
legitimate governance differences for controlled companies like Power Corporation and our controlled public
company subsidiaries. A ‘one-size-fits-all’ approach is clearly inappropriate.”; and Canadian Tire Corporation,
Limited, Letter to CSA (20 August 2012) at 2: “We, like many other public companies in Canada and the
United States, are concerned that the summary output of proxy advisory firms can be — and in the past has
been — inaccurate or incomplete and often reflects a ‘one size fits all’ or doctrinaire approach.”



no evidence that board independence (probably the centre of modern governance
practices) leads to better outcomes, with a surprising number of studies suggesting
that corporate performance might actually decline (Bhagat and Black 1999, 933;
Bhagat and Bolton 2008, 258). To take another example, in relation to separating the
CEO and board chair position (another key governance rule), one set of researchers
observed in 2011, “we are not aware of a body of literature in corporate governance

— or elsewhere — where null results present with such consistency” (Dalton and Dalton
2011, 408; Krause, Semadeni and Cannella 2014, 282).

The modern governance regime thus intrudes itself deeply in the management of
Canadian businesses with little evidence of meaningful improvement in corporate
performance. There is evidence from patterns of insider share sales that corporations
follow externally imposed best practices even when managers know they will adversely
impact their firms’ financial performance (Larcker, McCall and Ormazabal 2013). The
pursuit of compliance with governance practices takes up significant amounts of

board resources, and imposes a rigidity to corporate decision-making that makes it
difficult, even impossible, to make the fine-grained, contextual decisions only possible
for managers. It seems likely that there is a connection between the rise of the modern
corporate governance regime and the simultaneous decline in IPOs. The two trends are
almost perfectly matched.

b. The Reputational Harm of Corporate Governance

There is not a single element of the modern corporate governance regime that is not
predicated on the notion that corporate managers cannot be trusted. The assumed
ever-present risk of managerial misbehaviour, self-dealing, and fraud lies behind the
formation of independent board committees, majority and supermajority independent
directors, separating the chair and CEO rules, and countless others. The highest-
ranked firms in The Globe and Mail’s annual “Board Games” feature, which measures
adherence to corporate governance best practices and ranks Canadian public
companies accordingly, are those companies that have most successfully protected
themselves against their own executives. This is not a great environment in which to
burnish a CEO’s public reputation for integrity. One regularly encounters a deep anger
on the part of corporate managers, combined with a defeated resignation, when some
new corporate governance structure is imposed on them with the implicit message
they are not to be trusted.

c. Conclusion

Like everyone, a CEO is concerned about her relationship with her boss, the board
of directors. Who makes up her boss, how the boss makes decisions and carries

out its responsibilities, and the standards applied to the boss’s decisions have, to a
significant degree, migrated from firms to external parties. Whereas boards were
once comparatively free to establish their own governance arrangements, usually in
consultation with the CEO, these are now imposed from outside of the corporation
in a way that ignores the most important issues: directors’ and officers’ idiosyncratic



personalities, talents, relationships and morale, the corporation’s business strategy, the
competitive environment, and succession plans.

Going public thus exposes corporate managers to these time-consuming (and
according to the empirical literature, likely economically pointless) best practices and
to the criticisms of outsiders armed only with a checklist and no deep understanding
of the company (Tingle 2017c; Tingle 2018). Check-the-box exercises that provide little
real value will, after an IPO, take up an increasing amount of time for managers and the
board (Bozec and Dia 2012). The company will feel compelled to adopt governance
structures and practices that are, at the time they are adopted, understood to be
worse than the alternatives. These are powerful reasons not to go public. As one past
Canadian CEO observed in cautioning other executives from going public, “...going
public means having another layer of bureaucracy to deal with” (Shurfelt and Pellegrini
2017; Milne 2013).

3. Shareholder Power

In the 1980s and 1990s, institutional shareholders were seen as an appealing
counterweight to corporate boards and managers (Black 1992a; Black 1992b; Black
1992c; Becbuck 2005; Roe 1991). After all, giving shareholders increased influence

over the decisions of directors made sense: it was (arguably) the shareholders’ money
being expropriated by corporate agents. Unsurprisingly, over the next three decades,
shareholders’ influence over corporate decision-making increased steadily. (Fisch 2010,
884; Gelter 2013, 910-911; Masouros 2012).

The growth in shareholder power occurred through multiple channels:

* The rise of supermajorities of independent directors on corporate boards gave
shareholders considerably more influence than they possessed when insiders
formed a large constituency on Canada’s boards (Spencer Stuart 2014, 2,

30, 33-34; Tingle 2020a). Independent directors have less at stake when a
disagreement about strategy arises with a powerful investor and they are more
vulnerable to investor action. In particular, independent directors tend to be
primarily concerned about their reputation, which in practice means the regard
in which they are held by the institutional investor community.

* For these reasons, other corporate governance initiatives, such as splitting
the CEO and board chair roles and placing crucial decisions in the hands of
independent board committees, further increased the influence of shareholders.

e The TSX changed its rules to permit shareholders to vote on a variety
of matters left unmentioned by corporate law. These include: equity
compensation arrangements; acquisitions or financing transactions over a
certain size; transactions that involve a related party (even if the corporate law
rules for managing the conflict have been observed); as well as a variety of
other matters (TMX Group 2019, 501(c), 604, 607(g), 608(a), 611(b)(c)(e), 613,
624(n) and 626(c)).

* Shareholder proposals and changing market norms have caused companies to
voluntarily adopt advisory say-on-pay votes (Bernstein and McDougall 2014).



Surveys of directors find that almost three-quarters say they would reconsider
executive pay plans, even if approved by the shareholders, if shareholder
support was unenthusiastic (Thomas, Palmiter and Cotter 2012, 1263).

e The TSX adopted majority voting in 2014, dramatically reducing the barriers
to removing individual directors from the board. The targeted director must
no longer be beaten by an actual human being with views about the business
and a willingness to stake his or her time and reputation on those beliefs. The
Canada Business Corporations Act reforms in 2018 will remove the last scrap of
discretion over whether a board could decide to accept or reject a mandatory
resignation from a director defeated in one of these costless recall votes
(CBCA 2018, 106(3-3)-159(1), 165(1), 169(1), 257; Bill C-25 2018).

* In Canada, defensive tactics in the face of a takeover bid have always been
impossible as a result of decisions of the securities commissions to leave the
sale decision in the hands of shareholders. But in the U.S., the combination of
the poison pill and staggered boards have provided a near absolute defense
to a hostile bid. Staggered boards, the essential element of this defense, have
mostly been eliminated from American public markets in the period since
2005, as a result of changing market norms and shareholder proposals (Strine
2014, 475; Bebchuk, Coates and Subramanian 2002; Spencer Stuart 2019, 15).

* Probably the biggest change is the rise of third-party advisory firms, such as
Glass-Lewis and Institutional Shareholder Services. They devote significant
resources to corporate governance questions (Tingle 2016; Tingle 2014),
pressure companies to adopt shareholder-friendly policies (Lipton 2014),
punish directors for taking actions without shareholder approval (even when
this approval is not required by any regulator) (Tingle 2014, 711-712, 738-739),
and serve as a method of co-ordinating shareholder action by crystallizing
significant voting blocs around their recommendations (Tingle 2014, 718-722).
Studies have shown that boards will take actions they believe correctly to be
value destroying to avoid violating a proxy advisory guideline (Altman and
Burke 2011).

* The character of investors in the public markets has changed markedly over the
time of their decline. Canadian institutional assets total more than $1.5 trillion,
doubling since 2008 (Investment Funds Institute of Canada 2019). Engagement
is the second-most prominent investment strategy in Canada, and assets in
this category have grown by 25 per cent over the last two years (Responsible
Investment Association 2018). Up to 80 per cent of U.S. markets are owned
by institutions (McGrath 2017). Research suggests directors and managers
will take value-destroying measures to deflect the attention of an activist
institutional investor (Eckbo 1990; Ermiture, Ferri and Oesch 2018, 3402; Dos
Santos and Song 2009; Mizik 2010; Graham, Harvey and Rajgopal 2006).

e Shareholder power in corporate governance arrangements has grown
significantly through informal channels. Surveys suggest over 60 per cent of
directors communicate directly with institutional investors (Levit 2019, 2775-
2776; Fairfax 2013, 831-832). A high percentage of these discussions result



in the board enacting the changes requested by the shareholder (Kim and
Schloetzer 2013; Ernst and Young 2015). This includes making changes to firm
operations and the internal allocation of capital (PriceWaterhouseCooper 2016,
2; Smith 1996; Del Guerico and Hawkins 1998; Huson 1997; Carleton, Nelson
and Weisbach 1998).

Academic attempts to look at the overall trend find that shareholder power has
increased dramatically (Deakin, Sarkar and Siems 2018, 124). The author of the most
detailed, book-length treatment of the phenomenon, carefully evaluates, scores
and tracks the regulatory and legal developments in the major western economies,
concluding that the “natural” trend “is persistently moving towards shareholder
empowerment” (Masouros 2012, 271).

a. The Loss of Control

Obviously, the growth of shareholder power has come at the expense of managers
and directors; this might be experienced by managers as a negative thing, but it is
probably not the main story. Most private companies have representatives of their
largest shareholders actually sitting on the board of directors. Quite often these
shareholders have powers granted by investor-rights agreements or the terms of the
equity instruments they hold that go well beyond those of a mere director (Tingle
2018, 333-380). Even with the changes of the last three decades, therefore, it is very
likely that an IPO will lead to a diminishment of shareholder influence over corporate
decisions as the board composition changes and the large providers of early-stage
finance exit the stock.

The problem is not, therefore, that the total level of shareholder influence changes
adversely in an IPO, but that the quality of this influence declines. Whereas venture
capital funds or angel investors are usually very close to the company and have

a nuanced understanding of its circumstances and people, public investors have
significantly less information. The best empirical evidence we have is that the public-
market shareholders who insert themselves in corporate decision-making do not
understand the particularities of the company or its business, people or markets
(Tingle 2020b). This is true regardless of which avenue of shareholder influence we
examine: proposals, activist proxy campaigns, or takeovers (Tingle 2020a). In each
case, the vast majority of interventions propose one of a limited number of financial
engineering techniques to squeeze more money out of the firm for the shareholders
(PriceWaterhouseCooper 2016, 2; Gow, Shin and Srinivasan 2014; Zhu 2013; Brav, Jiang
and Kim 2015; Brav et al 2014; Coffee and Palia 2016, 590-592; Cremers, Pareek and
Sautner 2017; Allaire and Dauphin 2016, 293-294; Denes, Karpoff and McWilliams 2016,
412, panel B tab 2; Brav et al 2008, 1771). Since 1962, American public-market investors
have withdrawn more money from corporations than they have invested (Mitchell 2012,
2; Lazonick 2014). Between 2002 and 2012, the net issuance of corporate equity in the
U.S. was negative US$287 billion — and this includes the frantic fundraising of financial
institutions in the wake of the 2008 crisis (Fox and Lorsch 2012, 50).

Insofar as non-financial measures are suggested by institutional investors, they tend
to be high-level recommendations to terminate the CEO or a director. The reality is



that we have lots of evidence that institutional managers invest little in monitoring
corporate governance (Tingle 2016, 767), so what other solution are they like to arrive
at? When, for example, an activist shareholder succeeds in getting representation on
the board of directors of a target company, the company materially underperforms
its peers over the next several years (Martynova and Renneboog 2008). The reality

is that most outside public-market investors, managing a portfolio of hundreds of
investments, are unlikely to have the kinds of insights that improve the long-term
operating performance of specific firms (Denes, Karpoff and McWilliams 2016; Coffee
and Palia 2016; Stout 2005, 1441;).

Bigger problems arise from the fact that public-company institutional shareholders
often have interests that diverge from those of long-term flesh-and-blood investors.
Because they are diversified, institutional investors may wish companies to take on
more risk than its undiversified constituencies might think wise. So, for example, the
more exposure a bank had to institutional investors, the more profitable it was before
the financial crisis and the more likely it was to fail after the crisis (Saghi-Zedek and
Tarazi 2015, 371; Gropp and Kohler 2010; Dignam 2013; Ferreira et al. 2013). Some
institutional fund managers have reasons to demonstrate a proper commitment to
certain political positions pertaining to carbon emissions, tobacco and alcohol, defence
contractors, employment practices, populist positions on executive compensation,
and environmental matters in order to please the individuals that retain those fund
managers: politicians, labour executives, universities, and politically motivated
individuals (Tingle 2018).

The most commonly feared conflict arises from the financial incentives experienced
personally by professional fund managers. These are almost entirely very short-term
(Barker and Chiu 2017). The period for which institutions hold their shares is also
very short-term. Over the time period of the rise of institutional money managers,
the average hold period for a share on the New York Stock Exchange has fallen from
seven years to about six months (Fox and Lorsch 2012, 50). Mutual funds claim an
annual turnover of 100 per cent, but investigators report that the vast majority have
higher turnovers than claimed, some by as much as 200 per cent (Hawley, Johnson
and Waitzer 2011, 5). Hedge funds trade at even faster rates (Hennessee Group LLC
2004). For example, activist hedge funds, which specialize in involving themselves

in companies’ corporate governance, hold shares on average for 18 months by one
measure, and 22 months by another (Brav et al. 2008, 1749; Coffee and Palia 2016, 567
and 572). Half of their investments don’t last nine months (Allaire and Dauphin 2014).

This doesn’t necessarily mean the corporate governance contributions of institutional
shareholders are bad for firms in the long run, but as Delaware’s well-respected
Justice Leo Strine observes, “if out of this debate among those with short-term
perspectives comes optimal policy for human investors with far longer time horizons,
that happy coincidence would be remarkable” (Strine 2017, 1876). For recent empirical
research studies, which are longer-term and better designed than their predecessors,
the trend has in fact been to find that the principal forms of shareholder activism
produce corporate underperformance over the long term (Tingle 2020a; Bower and
Paine 2017, 8-9).



b. Reputational Harm

Public-market shareholder engagement in corporate governance is often not conducted
in the privacy of the boardroom. While most initial approaches by shareholders are
made confidentially, they are always accompanied by the threat — often explicit — that
a failure of the managers to respond satisfactorily will lead to the publication of the
shareholder’s concerns (Allaire 2015, 2). Thus, a disagreement over corporate strategy
will be made public in a way that never happens in a private company.

In the public campaign, the institutional investor will take advantage of the modern
market norms that perceive managers and directors as always imposing unreasonable
agency costs on the corporation. Institutional investors cast themselves as defenders
of the shareholders’ interests, against managers mired in conflicts of interest.
Executive compensation is frequently brought up as excessive (even though activist
interventions don’t result in changes to executive pay practices) (Coffee and Palia
2016, 583). In general, all of the tactics used by a shareholder activist are designed to
call into question the integrity and competence of the management and board (Lipton
et al. 2019).

Is there a CEO alive who would want to go through this kind of conflict aired on the
front pages of the newspaper and on cable business news channels? This is particularly
the case given that many will assume the CEQO’s explanations are only made in order to
protect her job and outrageous compensation package.

V. POLICY RECOMMENDATIONS

One obvious place to start in considering changes that might make the public markets
more attractive to managers and boards is to examine the various innovations in

the market that have occurred in the last three decades. With few exceptions, these
changes have adversely impacted corporate managers. That is not an accident;

nearly all of the changes were enacted out of a concern to minimize the agency costs
generated by negligent or corrupt agents. Of course they made life more difficult for
those agents. We would therefore suggest reviewing the innovations of the last few
decades that appear to have an outsized effect on corporate boards and executives
from the perspective of whether they are worth it. It’s that simple: we introduced these
innovations to reduce agency costs and improve corporate performance; do they
actually do this? If not, they should be scrapped.

Here are a few of our favorite candidates for elimination:
1. Majority Voting

Majority-voting policies are designed to make directors more vulnerable to shareholder
action (OSC 2014, 1769; Choi et al. 2016, 1127). The empirical evidence from the U.S.,
where majority voting was introduced mainly through the initiative of labour-union
pension funds, is that shareholders as whole do not see much value in it (Tingle 2020b,
19-23). Indeed, shareholders are much /ess likely to vote against directors if there is a
majority-voting regime in place (Choi et al 2016, 1122). Research finds the difference is



not small: the likelihood of a majority “withhold” vote against a director of a company
that does not have a majority-voting policy is 19 times higher than if majority voting
was in place. Even the percentage of shares cast in director elections declines slightly
after adoption of majority voting (Cai, Garner and Walkling 2013, 131-132).

For their part, boards usually ignore the results of majority voting and the targeted
director is usually re-elected the following year (Cai et al. 2013, 133; Choi et al 2016,
122; Becker and Subramanian 2013; Gladman, Grunfeld and Lamb 2012, 3; Kahan and
Rock 2014, 2012). To the extent researchers can evaluate the reasons for an abnormal
“withhold” vote against a director, they appear to be motivated by a concern to get
some corporate governance practice instituted at the company, rather than as a

result of economic underperformance or an evaluation of the merits of the targeted
director (Ertimur, Ferri and Oesch 2015, 1). Finally, the adoption of majority voting

in the U.S. (where it is voluntary) is neither preceded by any evidence of economic
underperformance by the company, nor any evidence of governance issues (measured
by “withhold” votes in previous years) (Choi et al. 2016, 1146, 1148). The only study to
examine long-term performance following adoption of majority voting found that these
companies actually lagged their peers in various ways, including return on assets and
market-adjusted stock returns (Cai et al. 2013, 132).

The empirical evidence does not need to convince you that majority voting is a bad
idea, it only needs to suggest that perhaps the TSX and the Canadian government
should not make it mandatory. Let companies and their shareholders decide whether it
should form part of the corporate contract.

2. Staggered Boards

Most of the business corporations acts in Canada provide for the election of a
staggered or “classified” board. This is a board on which directors can be elected for
three-year terms, so only one-third of the directors come up for election each year.
The idea behind them is to insulate directors from short-term pressures to advance
shareholder interests. An analogue would be the six-year terms of U.S. senators: a
body of empirical research finds that senators are much more likely to make difficult,
unpopular decisions in the first four years of their term, then make populist decisions
(and concentrate on the delivery of pork to their states) in the last two years (Fair
2009, 59; Conconi, Facchini and Zanardi 2014, 104).

In the United States, research initially found that staggered boards reduced firm value
(Bebchuk and Cohen 2004; Faleye 2007; Bebchuk, Cohen and Ferrell 2009; Cohen
and Wang 2013; Mahoney and Mahoney 1993, Masulis, Cong and Xie 2007). There were
several problems with this early research, such as reverse causality and a focus on a
period of time when few companies were either adopting or eliminating staggered
board structures (Cremers, Litov and Sepe 2017, 425; Amihud, Schmid and Soloman
20184, 13). More recent research on much larger data sets has found that staggered
boards are either positively associated with an increase in firm value (Cremers, Litov
and Sepe 2017, 431, 441; Cremers and Sepe 2016, 103-104; Cremers and Sepe 20173, 3)
or they produce no material change in firm value (Amihud, Schmid and Solomon 20183;
Amihud, Schmid and Solomon 2018b, 98; Bates, Becher and Lemmon 2008).



When natural experiments arise around the adoption or removal of classified boards
as a result of exogenous shocks, the research finds that removal of a classified board
structure caused “economically and statistically significant reductions in firm value...
both in absolute terms and relative to declassifications occurring [at other firms]”
(Cremers and Sepe 20173, 2; Cremers and Sepe 2017b). Interestingly these wealth
effects were particularly pronounced at firms with high R&D expenditures. These
studies include looking at the wealth effects arising from the Harvard Shareholder
Rights Project’s activism around removing staggered boards (ibid.), the introduction of
a law that automatically imposed staggered boards on all Massachusetts-incorporated
companies (Daines, Xin Li and Wang 2018), various regulatory and legislative events
affecting staggered boards (Larcker, Ormazabal and Taylor 2011), and the adoption

of “dead hand pills,” which function very much like a staggered board in a takeover
context (Gleason and Klock 2008). In every case the staggered board was value-
enhancing, its removal value-destroying.

In terms of the impact of staggered boards on various corporate governance activities,
research finds that staggered boards are just as likely to terminate a CEO as boards
elected annually (Cremers, Litov and Sepe 2017, 427). The presence of a staggered
board has no impact on the amounts paid to executives or the pay structures used by
companies (Cremers, Masconale and Sepe 2017). Rather than a device for managerial
entrenchment (which is how they have generally been regarded by academics, activist
shareholders, and proxy advisors) research suggests companies with staggered boards
deliver the same returns to shareholders in the event of a hostile takeover bid as peer
companies with annual elections (Bates, Becher and Lemmon 2008, 674).

When we look at proxies for a longer-term board and managerial outlook, it appears
staggered boards do better than their peers. We have already seen that research-
intensive companies disproportionately lose value when their boards are de-staggered.
A study of American banks found that classified boards were roughly 19 to 26 per cent
less likely to require state bailouts in the wake of the 2008 financial crisis (Ferreira et
al. 2013).

The research around staggered boards is discussed in the broader context of empirical
research around shareholder power in Tingle (2020a). Again, it is not our intention

to convince anyone that staggered boards are always, and in every circumstance,
valuable. We are only suggesting that the various provincial and federal governments
consider amending their incorporation statutes to provide firms with the option

of creating meaningful staggered boards. At present, various jurisdictions permit
staggered boards, but then provide a method for shareholders to easily interrupt their
operation, removing the only rationale for having one in the first place. The TSX rules
also require annual elections of all directors (TMX Group 2019, 461.1-461.4). Perhaps
the decision of whether a firm would benefit from greater distance from the short-term
desires of the market should be left to the firms themselves, rather than to regulators. If
there is a concern that shareholders would be powerless to withstand the adoption of
staggered boards by self-interested directors, the history of the United States provides
reassurance. In the past decade, activist shareholders have successfully de-staggered
virtually every large company in American public markets (Cremers, Masconale and



Sepe 2017, 425; Cremers and Sepe 2016). Surely the decision can safely be left to
boards, shareholders, and other corporate constituencies.

3. Executive Compensation

At the end of 30 years of regulatory meddling in executive compensation
arrangements, there is no evidence any of it has been successful. As discussed earlier
in this paper, since the early 1990s, when this meddling by regulators and legislators
began, CEO pay has climbed according to every possible measure: in absolute terms,
relative terms, and as a percentage of profits.

The mechanism responsible for nearly all of the increase in executive pay has been

the tying of that pay to shareholder returns through the use of equity incentives and
performance-pay schemes (Tingle 2017b). The use of these pay structures has been
encouraged by securities regulators’ evolving rules around compensation disclosure
and by the policies and voting recommendations of proxy advisors (Tingle 2017a). At
least one study has shown that boards will adopt pay practices they know are value-
destroying to accommodate proxy advisors’ recommendations (Larcker, McCall and
Ormazabal 2013; Bloom and Milkovich 1998; Baek and Pagan 2002). Justice Strine, one
of the most-highly regarded voices in American corporate law, describes the effect of
the change in compensation practices: “top corporate managers have been promised
pay packages way out of line with other managers, but in exchange must focus intently
on stock price growth and be willing to treat other corporate constituencies callously if
that is necessary...” (Strine 2017, 1872).

Most scholars who have examined the research on performance-pay schemes have
concluded that there is little evidence they improve corporate performance, and some
evidence they harm it (Strine 2017, 1903). A summary of this research is in Tingle (2017c).
Empirical studies have also found that pay-for-performance schemes are positively
associated with financial fraud and accounting restatements (Frey and Osterloh 2005,
97; Harris and Bromiley 2007, 362; Denis, Hanouna and Sarin 2006, 470; Becher,
Campbell Il and Frye 2005, 1759; Cheng and Farber 2008, 1246; Spindler 2009, 2). As
Kevin Murphy, one of the leading researchers in the area, summarizes, “[ulnfortunately,
although there is a plethora of evidence on dysfunctional consequences of poorly
designed pay programs, there is surprisingly little evidence that higher pay-performance
sensitivities lead to higher stock-price performance” (Murphy 1999, 2359).

Equity-incentive schemes in turn appear to have no impact on firm performance
(Tingle 2017b). For example, major meta-studies in 2003 (Dalton et al. 2003, 16) and
2007 (Sanchez-Ballesta and Garcia-Meca 2007, 887-888) have found executive equity
exposure has no impact on corporate operational outcomes. As the authors of the
largest of these studies conclude, “the results of our meta-analyses do not support
agency theory’s proposed relationship between ownership and firm performance”
(Dalton et al. 2003, 20).

Equity-incentive schemes appear to be positively associated with earnings
manipulation (Burns and Kedia 2006, 37; Cheng and Warfield 2005, 443; Bergstresser
and Philippon 2006, 514; Efendi, Strivastaga and Swanson 2007, 1030), disclosure



failures (Aboody and Kasnik 2000, 75), fraud (Johnson, Ryan and Tian 2009, 116-117;
Peng and Roell 2008, 142; Denis, Hanouna and Sarin 2006, 468; O’Connor et al. 2006,
492-493; Harris and Bromiley 2007, 362), larger restructurings and layoffs (Dial and
Murphy 1995, 305; Brookman, Chang and Rennie 2007, 260 ), voluntary corporate
dissolutions (Mehran, Nogler and Schwartz 1998, 320), and reductions in R&D and
capital expenditures (Edmans, Fang and Lewellen 2017, 2230).

We think it is time for regulators to get out of the executive compensation business.
Fixing pay practices for public companies will be complicated, because of the role
played by influential private parties, such as proxy advisors and shareholder activists.
However, a great deal of their work depends on regulators mandating exhaustive
disclosure around compensation practices. We believe virtually all of the disclosure
rules around executive compensation should be eliminated, with the possible exception
of the total amount paid to senior managers and directors. Companies can decide how
much detail to report about the various components and terms of their compensation
arrangements. This will allow them to decide how many inputs to provide proxy
advisors for their various calculations and eventual evaluation of the firm’s adherence
to the advisors’ best practices.

If there is concern that boards will use the lack of mandatory disclosure to keep material
information from their shareholders, reassurance can be drawn from two facts in the
literature. First, shareholders can look after themselves. From the voluntary adoption of
say-on-pay schemes, to the adoption and eventual discarding of stock options, boards
have faithfully reflected changing shareholder views of appropriate compensation
practices (Tingle 2017a). Second, shareholders are part of the problem. They had

a significant role in the adoption of the equity incentives and pay-for-performance
schemes that greatly increased executive compensation in the first place (ibid.). There
is plenty of evidence from private equity (Jackson 2013, 652) and say-on-pay voting
(Gordon 2009, 343; Conyon 2014, F83) that companies are paying their executives

in exactly the ways shareholders favour. Giving boards slightly more power to resist
shareholder pressure and relieving executives of potentially embarrassing public
disclosure about their pay, might lead to better outcomes in our failing public markets.

4. Corporate Governance Best Practices

As discussed elsewhere in this paper and at greater length in Tingle (2017¢c) and Tingle
(2018), there is little evidence that corporate governance best practices produce
superior outcomes. There is considerable evidence, however, that one-size-fits-all
governance structures produce worse outcomes, particularly for smaller companies

of the sort that predominate in Canada’s capital markets (Tingle 2017c). For example,

it can be beneficial to a firm to have the CEO and board chair position combined in
circumstances where there are significant levels of complexity and research activity
(He and Wang 2009; Boyd 1995, 304). Director “busyness” or “overboarding” appears
to be negatively associated with corporate performance for large companies, but for
younger and less established firms these types of directors produce significant benefits
(Field, Lowry and Mkrtchyan 2013). Independent directors appear to be more valuable
in industries that are relatively non-technical (Duchin, Mastusaka and Ozbas 2010);
they cause underperformance in companies with significant R&D activity (Coles, Daniel



and Naveen 2008) or facing complex risk-management issues (Leisen and Swan 2018;
Erkens, Hung and Matos 2009).

Canada’s securities regulators deserve a great deal of credit for refraining from
following the United States into Sarbanes-Oxley-style governance regulation in the
aftermath of the Enron-era frauds (Sibbold 2009). However, the comply-or-explain
regime produced by National Policy 58-201 - Corporate Governance Guidelines has
been interpreted by issuers as the bare minimum for a board concerned with faithfully
discharging its responsibilities, so it has been adopted nearly universally (Salterio and
Conrad 2009). Canadian regulators briefly considered retracting National Policy 58-201
in 2008 (CSA 2008). They should revisit the question. If there is a collection of best
practices that produce clearly superior outcomes for firms and shareholders, no one
has yet discovered it (Tingle 2018). Securities commissions should, therefore, simply
withdraw from the field.

The securities commissions should also consider doing away with National Instrument
52-110 - Audit Committees. This policy mandates audit committees composed entirely
of independent directors for TSX issuers. At least seven studies have found little
evidence that wholly independent audit committees outperform other arrangements
(Tingle 2017c). Other attempts to measure the value of independent directors on audit
committees using accounting restatements (Zhang 2012, 54; Agrawal and Chadha
2005), third-party evaluations of reporting quality (Felo, Krishnamurthy and Solieri
2003), the contents of earnings announcements (Anderson, Deli and Gillan 2003),
and rates of accounting fraud (Farber 2005; Donelson, Mclnnis and Margenthaler
2015) have all found no benefit to having the types of audit committees established
by National Instrument 52-110. It never made much sense that an audit committee
comprised entirely of individuals with little personal experience of the firm or its
business and accounting practices would serve as an effective check on management
failures that somehow managed to escape the firm’s auditors.

These days, most of the pressure to adopt corporate governance best practices arise
from third parties (Tingle 2018). But it would be a symbolically important message if
Canada’s securities regulators withdrew their implicit endorsement of one-size-fits-all
corporate governance practices.

5. Proxy Advisors

Proxy advisory firms are complicit in virtually every trend discussed in this paper.

They promote and enforce the executive compensation, corporate governance and
shareholder-empowerment practices that empirical research has repeatedly shown

to be ineffective or destructive (Tingle 2014). There is considerable evidence of bias
and mistakes being made in the work they perform (Tingle 2016). In consultations
conducted in 2012 by securities regulators in Canada and the United States, the
overwhelming majority of letters sent by companies or law firms expressed concern
about the quality of proxy advisors’ contributions to corporate governance (OSC 2013b;
SEC 2020).



At the time, securities regulators largely left the proxy advisory industries’ practices
intact, though the U.S. Securities and Exchange Commission (SEC) has recently
taken steps that suggest it has had second thoughts. In 2018, the SEC withdrew

the no-action letters it issued in 2004 advising that institutional shareholders could
fulfill their fiduciary duties to clients by relying on the opinions of third-party proxy
advisory firms (SEC 2018). In August 2019, the SEC announced that it regarded proxy
advisors’ work to be solicitations under federal proxy rules (although it left certain
exemptions available to proxy advisors intact) (SEC 2019a). The announcement made
clear, however, that the SEC believes proxy advisors’ work is subject to the antifraud
provisions of the U.S. Exchange Act, punishing “opinions, reasons, recommendations
or beliefs” expressed in a solicitation that are false or misleading, or that fail to state a
material fact required to make the statement not false or misleading (ibid.).

Finally, in November 2019, the SEC proposed amending certain rules to further
discipline the quality of voting recommendations produced by proxy firms (SEC
2019b). The most significant of these would provide public companies with greater
opportunities to challenge adverse advice. The report of Ontario’s Capital Markets
Modernization Task Force, released in July 2020, recommended Canadian regulators
adopt a similar approach to regulating the advice of proxy advisors (Ontario 2020).

One of us has previously recommended Canadian securities commissions adopt three
distinct measures to ameliorate the obvious failures in the market for proxy advice
(Tingle 2017b; Tingle 2016). First, Canadian regulators should clarify (as the SEC did
in its August 2019 release) that institutional shareholders are not obliged to vote their
shares in circumstances where that is not in the interests of the client or where an
agreement to this effect has been reached with the client. This would relieve funds
that compete on low costs, such as exchange-traded funds, from having to vote

their shares, something that often involves simple reliance on proxy advisors’ voting
recommendations (Bebchuk and Hirst 2019). Given the considerable evidence of poor-
quality votes from institutional shareholders, Canadian regulators should also make it
clear that if the fund managers are not expending the time to independently inform
themselves on the matters before the shareholders, they should refrain from voting.

Second, securities regulators should require proxy advisors to provide issuers

with an opportunity to review their proxy voting recommendations before those
recommendations are made public. At present, many Canadian firms never receive
copies of the proxy voting recommendations at all, or if they do, it is after the fact
(Tingle 2016). This means that, in the event of factual errors or differences in opinion,
issuers are often unable to engage the voting recommendations before proxies are
submitted. It is difficult to see how good voting outcomes could be produced by this
arrangement.

Finally, Canadian securities commissions should require proxy advisors to include
materials from issuers in their proxy voting advice. These materials (which could include
a hyperlink) can provide a brief explanation by the issuer why they believe the proxy
advisor is in error or why they disagree with the proxy advisors’ assessment of the best
interests of the corporation. Something similar to this has been proposed in the SEC’s
November 2019 announcement and in the July 2020 report from Ontario’s Capital



Markets Modernization Task Force (SEC 2019b; Ontario 2020, 24). This would allow,

for example, companies to point out the reasons why they feel the proxy advisors’
preferred governance or compensation structures are mistaken, at least in the case of
their specific firm. Exposure to the reasons for the conflicting advice from the company
and the proxy advisors could only lead to institutional investors making better-informed
voting decisions.

V1. CONCLUSION

The managers of private companies are not a species apart. They want the same things
we all do, and many of these things are not financial: respect, a good reputation and

a certain amount of peace, control, collegiality and freedom. They also want money,

of course, but there isn’t a lot that has plausibly changed for the worse in the financial
rewards for an executive who takes a company public. Where there have been changes
to the financial incentives, they have occurred in only one of Canada or the U.S., and
yet the unaffected market shows an identical pattern of decline.

What has changed in both markets, in much the same way and at roughly the same
time, is the diminishment of the chance corporate managers will achieve their non-
financial goals. When the CEO of a private company tells you in relation to going
public, “who would want that?” he is not talking about financial outcomes. He is talking
about a life in the public market that looks uncomfortable, miserable, out of control and
riskier than life in a private company. It is entirely rational for him to sell a successful
business, take his money and, if he decides to start another project, to do it again in the
private markets.

Although this makes sense for Canada’s entrepreneurs, it is bad for the country.
Companies that do not go public are nearly always sold. They don’t become
national champions, they don’t move up the value chain, they don’t create more
jobs or generate more human capital, they don’t diversify the economy or increase
competition. In most of the knowledge industries that Canadian politicians and policy-
makers care the most about, they simply cease to exist in this country. For example,
one study found that roughly half of successful exits of VC-backed companies in
Quebec resulted in the business migrating out of the country, leaving “truncated
companies with declining activities” (Carpentier and Suret 2014, 3). Canadian
regulators and politicians should begin thinking about how they can bring the IPO
market back.
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