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HOW HEALTHY ARE CANADIAN CORPORATE
BALANCE SHEETS?

Highlights

Business investment has been missing in action in the recent acceleration in Canada’s economic
growth. The Bank of Canada has highlighted that healthy corporate balance sheets as a positive
foundation for the next leg up in capital spending in Canada. How healthy are the corporate balance
sheets?

After a rough patch in 2012-13, corporate balance sheets are expanding again, and liquidity has
improved. Much of that liquidity is being held as cash, suggesting corporations are well placed to
invest once opportunities arise, or can weather an unexpected bout of volatility. However, much like
growth in the broader economy asset performance is not what it was pre-recession.

Corporations have hinted at a willingness to invest by ramping up borrowing activity in recent quar-
ters, primarily through increased bond issuance. All of these trends suggest that businesses have
the capacity to invest, once they are more confident about profitable opportunities.

Economists and policy makers in Canada have forecast that stronger business investment will help lift

Canada’s economic growth higher over the next couple of years. So far, the expansion in capital spend-
ing has not materialized. One necessary condition for this to occur is strong corporate balance sheets,
which would enable companies to finance investment. In its recent Monetary Policy Report, the Bank of
Canada highlighted the “healthy” state of corporate balance sheets. This raises the questions: how healthy
are the balance sheets of nonfinancial corporate businesses? Is this health widespread across industries?

The necessity for business investment to pick up comes from the fact that since the recession, govern-
ments and households had built up high and rising debt loads and no longer have the financial where-

withal to drive economic growth to the same extent. Meanwhile,
Canada’s nonfinancial corporations’ debt levels held relatively
steady as a share of GDP (Chart 1). More recently, the tables
have turned and nonfinancial businesses have increased their
borrowing.

Looking at financial flows for the economy as a whole, non-
financial corporations in Canada were “net lenders” to the rest
of the economy from 2000-2012. Over the past couple of years,
however, that has shifted and they have become net borrowers
within Canada’s economy.

Overall Canada’s nonfinancial corporate balance sheets are
expanding again as corporate profits have started to recover from
their 2012 slump (see Chart 2). Looking ahead, stronger global
growth is expected to contribute to continued growth in corpo-
rate profits, which should improve businesses capacity to invest.
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CHART 1. NONFINANCIAL CORPORATIONS
LEAD BORROWING CHARGE

Debt outstanding as a % of GDP
Households

Government

Nonfinancial Corps.

Financial institutions

04 05 06 07 08 09 10 1" 12 13 14

Source: Statistics Canada




CHART 2. CORPORATE PROFITS RECOVERING
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Moreover, Canadian businesses have notably increased their
cash holdings in recent quarters, suggesting they are well
placed to either weather any unanticipated revenue volatility,
or invest once profitable opportunities arise.

Equity markets have already recognized Canada’s
improving corporate fortunes. After two years of going no-
where, the TSX has been rallying since the second half of
last year. Investors often look to “strong” balance sheets as
an important consideration before investing in a company’s
stock. But how do we measure the strength of a balance
sheet? To get some answers, an economist will put on an
accountant’s hat.

What is a strong balance sheet?

Assets on nonfinancial private corporations’ balance
sheets rebounded strongly from the recession. However,
they faltered in 2012, led by a dramatic drop in the pace of
financial asset accumulation as corporate profits sunk(see
Chart 3). More recently, as profit growth has picked up,
financial assets are helping to drive balance sheet expan-
sion once again.

However, much like more modest growth in the broader
economy, asset expansion has also slowed relative to its pre-
recession pace. Since the recession, assets have grown at
an average of 5% year-on-year. Over the same time period
pre-recession, assets were advancing at twice that pace.

The moderation in asset growth reveals little about recent
changes in the underlying health of balance sheets. A more
important consideration is how the various components are
performing relative to one another. There are three broad
categories of balance sheet strength: liquidity, asset per-
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CHART 3. BETTER ASSET GROWTH
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formance and capital structure. Looking at each category
in turn, how do Canadian nonfinancial firms measure up?

Liquidity refers to how comfortably a company can meet
its short-term financial obligations. Sometimes referred to
as “working capital”, it can be measured as current assets
minus current liabilities. If a business’s current assets don’t
exceed its current liabilities it may have trouble paying
its creditors in the short term. Positive working capital is
required to ensure a company can continue its operations
and has sufficient funds to meet maturing short-term debt
obligations and upcoming operational expenses. However,
too much working capital isn’t necessarily a good thing
either; it could indicate a business has too much inventory
or excess cash.

When analysts look at liquidity, it is typically measured
by aratio of short-term assets to short-term liabilities, known
as the current ratio'. Nonfinancial firms have seen a long-
term up trend in their liquidity (see Chart 4), and this trend
is the same in most countries. Research from the Bank of
Canada suggests that this long-term trend could in part be
explained by the growing role of services industries in the
world economy?. Service industries are often more reliant
on short-term investments as opposed to large long-term
investments, and thus a growing services sector could imply
an upward trend in the corporate sector current ratio.

Turning to more recent trends, liquidity remained rela-
tively flat over the 2010-12 period. But, it has picked up
notably over the past year in line with improving corporate
profits. This has driven an improvement in the growth
in current assets, while the pace of current liabilities has
remained fairly steady. The most rapid buildup in current



CHART 4. LIQUIDITY HAS IMPROVED
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assets has been for cash, and this has led to much specula-
tion in the business media about corporations in Canada
sitting on mountains of cash and not investing. Canadian
nonfinancial corporations currently have $646 billion dol-
lars on their balance sheets as of the second quarter, roughly
12% of total assets.

The increase in cash on balance sheets has been a long-
term phenomenon. In part, this reflects a substitution away
from other short-term financial assets as the longer-term
decline in interest rates makes investing in short-term in-
vestments less attractive (see Chart 5). This has particularly
been the case in recent quarters, as financial assets as a
whole have not increased on the balance sheet, which cash
has. This suggests that cash is likely substituting for other
financial assets.

CHART 5. CASH SUBSTITUTE FOR OTHER
FINANCIAL ASSETS
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Moreover, there are many reasons a firm would hold
cash, including being financially constrained. Cash holdings
would allow constrained firms to continue operations and
pursue investment opportunities when they are unable to
obtain capital. Research from the Bank of Canada® suggests
that the increase in cash holdings of Canadian firms from
1980-2006 was due to the following changes in firm char-
acteristics: increased number of firms who were financially
distressed, cash-flow variability, expenditure on R&D, a
decrease in firm size, and the use of cash substitutes. Their
analysis suggests that firms are holding more cash because
their characteristics have changed, rather than some change
in aggregate firm demand for cash, such as hoarding due to
increased risk aversion.

It is also revealing to see if key sectors in Canada have
seen a rise in cash balances. To examine liquidity by in-
dustry, like manufacturing, resources, retail, construction
and utilities, we look at a different data set from Canada’s
Quarterly Financial statistics for enterprises. Due to data
constraints at the industry level, we focus on a more sim-
plistic measure of liquidity — cash to total liabilities. For
non-financial corporations as a whole it this data set, the
cash ratio has been flat over the past year, but the resource
(includes agriculture, forestry, oil and gas, and mining) and
manufacturing sectors have seen a deterioration in their cash
position recently, while the retail sector has seen a clear
upward trend (see Chart 6).

How are assets performing?

While liquidity is important, a strong asset performance
is typically a criterion for whether a firm is a good invest-

CHART 6. CASH RATIO
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ment. One metric is the return on assets (ROA), which is
generally considered to be a profitability ratio. It divides
net income (or in this case operating profits) by total assets.
For Canadian nonfinancial corporations, return on assets
improved in the wake of the recession, but then declined in
2012 during Canada’s corporate profit slump (see Chart 7).
The ratio has started to improve modestly since. However,
itis below the average level that prevailed prior to the reces-
sion, mirroring trends in economic growth and the level of
interest rates. (Everything is below its pre-recession rate.)

A separate measure investors often look at is return on
equity (ROE), which is similar to ROA, but the denominator
is shareholders’ equity. By that measure, Canadian nonfi-
nancial firms are performing a little better relative to history.
The main difference between ROA and ROE is financial
leverage. The fact that ROE is doing a bit better than ROA
for Canadian firms reflects the increased leverage in recent
years. Debt amplifies ROE relative to ROA

The performance of assets since the recession under-
scores some of the challenges non-financial corporations
in Canada have faced in recent years. Disappointing global
growth, weakness in many commodity prices and an increas-
ingly modest domestic demand backdrop have all weighed
on revenues.

Looking under the hood on return on assets, while the
nonfinancial corporate sector has been fairly flat since
the recession, certain key industries have seen their ROA
deteriorate®. The resource sector, and more specifically the
mining and oil and gas sector’s ROA, is much lower than
its pre-recession performance (see Chart 8). This largely
reflects steep declines in operating profits in 2012 and early

CHART 7. RETURN ON ASSETS & EQUITY
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CHART 8. RETURN ON ASSETS

259 , Retumn on Assets e Nonfin Ind

Manufacturing

2.0% Resources

WA

0.5%

0.0%

03 04 05 06 07 08 09 10 1" 12 13 14

Source: Statistics Canada, Quarterly Financial Statistics for Enterprises

2013 as commodity prices fell. More recently, the profit
backdrop has started to pick up, and there has been an up
trend in ROA of the resource sector, however, the overall
level remains well below the pre-recession average.

Finally, the capital structure is how a firm finances its
overall operations and growth by using different sources of
funds. Most commonly, analysts look at debt-to-equity ra-
tios, and are typically looking for how heavily debt-financed
a company is, or the level of leverage which can increase
the riskiness of a given firm. Higher leverage implies that
debt-servicing costs would be higher and make a company
riskier in the event of a dip in revenues. After a long-term
decline in leverage, Canadian nonfinancial firms have seen
their degree of leverage rise in recent years (see Chart 9).
With overall leverage remaining low by historical standards,

CHART 9. LEVERAGE HAS INCREASED
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CHART 10. ISSUANCE IS UP, MAINLY BONDS
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this can be viewed as a positive indication that businesses
are borrowing to invest.

To examine leverage by industry the quarterly financial
statistics for enterprises data set is used. It does not show
an increase in leverage for nonfinancial corporations as a
whole, however there has been a pick up in recent years in
a few industries. The most notable increase was in informa-
tion and cultural industries, followed by the mining sector
and retail trade industries.

Net new issuance of corporate bonds has also risen
steadily since the recession. Companies have taken advan-
tage of very low bond yields and a narrowing in corporate
spreads over the past couple of years. In part, this represents
an increased preference for debt versus equity financing.
But, it is not a pure substitution — overall net issuance is still
increasing (see Chart 10). This might suggest that businesses
are gearing up to invest.

Is this increased borrowing or the degree of leverage a
cause for concern? Much as we look to debt service ratios
for households as a gauge for how onerous debt loads are,
we can do the same for nonfinancial corporations. Borrow-
ing is effective for growing a business, but it is not free,
and the burden of interest payments can be measured by the
proportion of operating profits accounted for by interest ex-
pense. Interest costs as a share of operating profits has been
trending up over the past several years, but remains below
its late-1990s levels (see Chart 11). It is dividends’ share of
profits that has risen much more dramatically in recent years,
in line with market demand for income in a low interest
rate environment. The rising burden of dividend payments
may also help explain why Canadian companies have had

CHART 11. DIVIDENDS TAKING A LARGER
SHARE OF PROFITS
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an overwhelming preference for issuing bonds rather than
equity when going to market for financing in recent years.

The Bottom Line

Overall, despite facing a challenging profit environment
in recent years, nonfinancial corporate balance sheets are
in solid shape. However, much like growth in the overall
economy, which is not as strong as it was before the reces-
sion, return on assets has also been less robust than it was
before the recession. Fortunately, there are early signs of
improvement. Corporate profits are recovering, and balance
sheet expansion has already started to improve.

Over the next couple of years corporate profits are
expected to grow at a solid mid-single digit pace, helping
assets to continue to progress and strengthen corporate bal-
ance sheet positions overall. The recent increase in liquidity
could also indicate that businesses may be poised to invest,
having recently increased their borrowing. We would expect
to see much of these cash balances put to work in the com-
ing quarters the acceleration in the U.S. economy helps lift
growth in Canada, and businesses are eventually confident
enough to invest in expansion once again.

Leslie Preston, Economist
416-983-7053

Derek Burleton
VP and Deputy Chief Economist
416-982-2514
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End Notes

1. Methodology was followed as in Bank of Canada Working Paper 2007-24 “Corporate Balance Sheets in Developed Economies: Implications for
Investment”. http://www.bankofcanada.ca/2007/03/working-paper-2007-24/

2. Bank of Canada Working Paper 2007-24. Denise Coté and Christopher Graham “Corporate Balance Sheets in Developed Economies: Implications
for Investment”.

3. Bank of Canada Discussion Paper 2008-16. Darcey McVanel and Nikita Perevalov “Financial Constraints and the Cash-Holding Behaviour of
Canadian Firms”.

4. The industry level data refers to Statistics Canada’s Quarterly Financial Statistics for Enterprises, so the NonFinancial total in the chart will not
match the previous total.

This report is provided by TD Economics. It is for informational and educational purposes only as of the date of writing, and may not be
appropriate for other purposes. The views and opinions expressed may change at any time based on market or other conditions and
may not come to pass. This material is not intended to be relied upon as investment advice or recommendations, does not constitute a
solicitation to buy or sell securities and should not be considered specific legal, investment or tax advice. The report does not provide
material information about the business and affairs of TD Bank Group and the members of TD Economics are not spokespersons for TD
Bank Group with respect to its business and affairs. The information contained in this report has been drawn from sources believed to
be reliable, but is not guaranteed to be accurate or complete. This report contains economic analysis and views, including about future
economic and financial markets performance. These are based on certain assumptions and other factors, and are subject to inherent
risks and uncertainties. The actual outcome may be materially different. The Toronto-Dominion Bank and its affiliates and related entities
that comprise the TD Bank Group are not liable for any errors or omissions in the information, analysis or views contained in this report,
or for any loss or damage suffered.
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