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Small- and Medium-sized Business Trends Report:
Post-Pandemic Recovery

e Canadian small- and medium-sized enterprises (SMEs), which account for a
very large share of businesses, employment and overall economic activity
in Canada, bore the brunt of the pandemic-related contraction in 2020.

e The second half of 2021 and 2022 should bring growth opportunities to
SMEs, with the strongest economic expansion in decades, continued
fiscal support measures and accelerated adoption of new technologies.
However, the periodic resurgence of the virus, as well as acute supply
chain strains will require continued resilience and adaptability on the
part of entrepreneurs.

e In the medium term, ambitious immigration targets should help alleviate
labour shortages in some industries that emerged as the number one
concern among business leaders.

The Canadian economy has its share of business giants, from auto manufacturers
(Magna International) to large integrated oil producers (Suncor Energy) to
technology companies (Shopify). However, in many ways the story of the Canadian
economy is written by small and medium-sized businesses (SMEs), which are
ubiquitous across all industries and account for a very large portion of economic
activity (see here). As of 2019 they accounted for almost 90% of the private sector
employment and more than 99% of Canadian business establishments, contributed
over 60% of the overall net increase in employment in the five years through 2019
and accounted for over 50% of the level of Canadian GDP.

While the size of their economic contribution is significant, the role of SMEs in the
Canadian economy, society and on the global stage does not end there. For
Canada, being an open economy with a large international trade sector, bilateral
trade relationships are incredibly important. Given the predominance of SMEs in
Canada, it is no surprise that SMEs are the custodians of these trading
relationships, as over 97% of exporters have fewer than 500 employees, although
this share varies by industry.

Table 1
Share of SMEs by Sector, December 2019

Share of SMEs (<500 employees)

Goods-Producing Sector 99.8
Agriculture, forestry, fishing and hunting ~ 100.0
Construction 99.9
Manufacturing 99.4

Service-Producing Sector 99.7
Wholesale trade 99.9
Retail trade ~ 100.0
Real estate & rental and leasing ~ 100.0
Health care & social assistance 99.6

Sources: Scotiabank Economics, Innovation, Science & Economic Development Canada.
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Sources: Scotiabank Economics, Innovation, Science and
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Canadian SMEs are able to capitalize on international trading opportunities in part
because of the deep pool of highly educated and talented workers. Those born outside
of Canada play an additional role, with 1 in 4 SMEs being led by immigrants (as of
2017, see here), a share that is higher than that of immigrants in the overall population.
More often than not having an established network of contacts in the country of origin,
business owners born outside of Canada are significantly more likely to engage in
international commerce than their Canadian-born peers (see here). Thus Canada’s
diverse population helps build commercial networks that sustain Canadian trade.

Success in the global economy increasingly depends on the ability to innovate new
products, technologies and processes. In Canada, innovation occurs in businesses of all
sizes. While larger firms with over 500 employees are more likely to own at least one
type of formal intellectual property—73% of these firms do—SMEs have a surprisingly
high share of companies with intellectual property ownership: 13% of firms with 1-4
employees own some intellectual property, the share rising to 49% in the case of
companies with 100499 employees. Given the sheer number of SMEs in the Canadian
economy, it is clear that SMEs contribute to Canadian innovation in a significant way.

This is reflected in such metrics as the share of high-growth firms among SMEs. By
revenue, over 2014—17 more than 10% of the firms in the information and cultural
industry were identified as high-growth, with 9% in construction and 8% in manufacturing.

PANDEMIC STRIKES

This engine of economic growth was severely disrupted in 2020 by the emergence of
the COVID-19 pandemic and the resulting public health measures that shuttered
companies for months in Canada and other countries. Restaurants, shops and other
high-contact establishments were unable to serve customers in person, while
merchandise trade collapsed, pulling the rug from under countless exporter firms.
Small and medium-sized businesses bore the brunt of the lockdown measures and
the disruption in international trade, accounting for most of the employment losses
(chart 2) with hundreds of thousands of firms seeking government relief under support
programs such as the Canadian Emergency Wage Subsidy (CEWS). Between May
10" and June 6™, 2020 at the peak of CEWS applications, businesses with fewer than
251 employees accounted for 97% of applicants.

The numbers of business closures spiked, but once the restrictions started to be lifted
new businesses sprang to life (chart 3). In part this speaks to the adaptability of the
Canadian entrepreneurs and business owners, who pivoted to new technologies
when restrictions disrupted existing ways of doing business. One example is an
embrace of e-commerce, with the share of firms who obtain more than 50% of
revenue from online sales rising for all business sizes between 2019 and 2020,
although this also reflects the restrictions on in-person business during the pandemic
(chart 4). The shift was more pronounced for firms with 5-99 employees, and is a
particularly welcome development given that these strata were previously
underutilizing this technology compared to the Canadian average. Given the rapid
evolution of the way businesses operate in Canada, a new spurt of innovation may be
coming and SMEs should stand to benefit the most.

In contrast to the overall impact, some sectors dominated by SMEs were less affected
by the pandemic, with construction and real estate being the most notable, fully
recovering to the pre-pandemic level in terms of GDP (chart 5).
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Chart 4
Share of Establishments with Online

Sales > 50% of Revenue, by
Establishment Size
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Sources: Scotiabank Economics, Statistics Canada.
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ACTIVITY RISING, DESPITE DELTA, SUPPLY CHAIN DISRUPTIONS

While SMEs have not yet recovered from the Chart5

pandemic, with employment continuing to languish Tracking Canadian GDP Recovery by Industry
below the pre-pandemic levels particularly in the 20 Al Industries 98%

—99 employees category (chart 2 again), SMEs Industrial Production 97 % Agriculture 108%

Public Admin. 102% Mining 97 %

make up most of the employment gains since April

2020, with 75% of net job gains occurring at firms Utilities 101%

Other Services 88%

with fewer than 100 employees. Accommodation & Food 72% Construction 101%
Consequently, the business community has Arts & Rec. 50% Manufacturing 97%
been remarkably optimistic. Before easing

somewhat in September on the implications of Health Care 102% Wholesale Trade 100%

new pandemic restrictions and vaccine

mandates, the CFIB’s business barometer of the Retall Trade 104%

Education 100%

12-month outlook had hovered at levels not seen Adminis & Support 91% Trans and Warehousing 81%
in years (see chart 6 and here). In fact, business Management 73% Information 102%
owners now rank shortages of skilled labour as Professional 101% Finance & Insurance 105%
T Real Estate 102%
the number one factor limiting sales growth, February 2020 DOCurrent (June 2021) DMax Decline

overtaking weak demand, which was the number Sources: Scotiabank Economics, Statistics Canada.
one concern through the pandemic.

No wonder, since demand in a number of industries has been skyrocketing, in part Chart 6
buoyed by the significant fiscal support, in part as consumers switched spending from
temporarily restricted categories—international travel, restaurant meals, even clothing— ¢,
to others, such as home renovations, electronics, cars and housing.

CFIB Business Barometer

[ index,> 50 = stronger

Business barometer index

70 (12-month outlook)

As vaccinations in Canada proceed apace, demand is likely to rotate to previously-

closed high-contact sectors. This should allow the red-hot parts of the economy to cool, 60
alleviating some of the supply chain strains—allowing production to catch up to demand
and cooling the rising input costs (here). However, the rise in demand at high-contact
businesses is running up against a pervasive shortage of workers, as well as supply 20 |
chain disruptions causing everyday items to be in short supply.
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Overall we expect supply chain disruptions to gradually improve over 2021-2022. While
there were tentative signs of stabilization in some areas, with Statistics Canada reporting 20 | outlook -“
that in July of 2021 automakers managed to secure increased supplies of microchips, 0 e
raising production and wholesale exports of autos, the escalating infections in Southeast 1M1 12 13 14 15 16 17 18 19 20 21
Asia prodded other auto makers to curtail production globally. The consequences of the Sources: Scotiabank Economics, CFIB.
global dislocation in international trade and shipping may also take a while to work
through. Shipping delays and skyrocketing costs due to reduced processing capacity at ports and lack of shipping vessels and
containers at key shipping terminals will likely linger into 2022.

Despite the supply challenges, 2021 is expected to see an incredibly strong expansion in Canada and its main trading partners,

including the US.

e Inthe US, a rapid, albeit now slowing, vaccination campaign allowed for a gradual lifting of pandemic restrictions and
unleashed pent-up demand for goods and services. In addition, several rounds of fiscal stimulus, including the most recent
infrastructure spending plan, should help supercharge the recovery and further speed up employment growth. In this
environment, the US GDP is expected to grow 6.3% in 2021, the highest rate in decades (see chart 7).

e  Strong growth south of the border is expected to boost Canadian exports, adding to internal pent-up demand, leading to an acceleration
in the second half of 2021 with the overall Canadian growth at 4.8% for the year, before a gradual slowing to 3.6% in 2022. Such strong
growth is expected to leave the Canadian unemployment rate at a record-low level of 5.2% by the end of 2023 (chart 8).
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Given such rapid growth, albeit tempered by supply challenges and the likely periodic re-emergence of virus waves, the next few years
present a once-in-a-lifetime opportunity for SMEs to rebuild and grow their business, expand into new markets, develop new products
and in general position their firms for long-term success. In particular, the industries where output has not materially recovered from
pandemic lows, such as arts and recreation, accommodation and food services and others (see chart 5 again) should benefit from the
economic expansion. However, taking advantage of these opportunities will require entrepreneurs to remain nimble and take risks in an
environment where delay may mean more difficulties sourcing inputs and hiring skilled labour, or loss of market share to competitors. It
will also require resilience, as the road ahead is likely to be bumpy, even as the trend is clearly up.

POLICIES, CHALLENGES, OPPORTUNITIES

There is no doubt that the Canadian economy, once it emerges on the other side of the pandemic, will look quite different. The
cataclysmic event that is the COVID-19 pandemic has already led to deep changes in its structure, sharply accelerating its
digitalization among other shifts. SMEs are well-positioned to take advantage of this trend, given the speed with which they
adapted to doing business in the past year. In this task the business owners will continue to enjoy government support. Federally,
the 2021 budget included a series of measures intended to assist SMEs with transition to the digital age, incentives for business
investment, as well as the extension of CEWS and other support programs. In addition, the announcement of very aggressive
immigration targets (here), if they are reached, should help address skilled labour shortages reported by business owners, in
addition to increasing the pool of would-be entrepreneurs in Canada.

In the medium term, an important trend that is expected to accelerate is the implementation of measures to address the issue of
climate change. The Canadian government, and increasingly governments around the world, continue to align policies to reduce
greenhouse gas (GHG) emissions, with Canada committing to net-zero emissions by 2050. While this will raise costs for businesses
that emit GHG, in particular in the oil and gas and transportation industries (see chart 9), it will likely help spur innovation in clean
technology and Canadian SMEs are well-placed to participate in this. The Canadian Venture Capital and Private Equity Association
report showed that funds raised by clean technology companies in Q1-2021 already far surpassed the total for all of 2020.

On the clean technology adoption side, in a 2021 survey, about 12% of companies with 20-99 employees stated that they planned
to make investments in renewable energy or implement energy efficiency measures. While this might seem small, the number of
companies in this size range is very large and so the impact may be substantial.

CONCLUSION

Stars are aligning for better days beyond COVID-19. With strong growth in Canada and the US anticipated in the short term, and—
in the medium term—accelerated adoption of new technologies, rising immigration and continued fiscal support, SMEs should
enjoy plenty of opportunities not only to recover to pre-pandemic levels, but to thrive and continue to succeed in the competitive
global environment.
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