
THE PLANNING/FINANCING PROCESS

There is perhaps more written in entrepreneurship textbooks about the venture planning
process—the business plan—than about all the other venture creation processes combined.
In this casebook, we have combined the venture planning and financing processes because
they are so closely tied together in the practitioner community, and discussing them together
seems both more effective and efficient. The goal in this chapter is therefore to provide suf-
ficient detail that instructors and students will find a ready context within which the venture
planning cases that follow can be analyzed and discussed, and actual venture planning and
financing skills can be gained.

In our minds, the planning and financing processes are connected within what we call
the “harvest system” of financing. The harvest system is based on the fundamental elements
of any system: Input → Process → Output, as suggested in Figure 3.1. As we have worked
with a variety of systems in our careers, it has become clear to us that an effective way to
build a system is to start first with the outputs to answer the question, “What do you want
to get done?” What “output” is expected? Following this, it is next helpful to look at inputs,
to ascertain just exactly what is available or can be made available to enter the system and
be subject to the processes that transform inputs to outputs. Finally, the focus turns to the
process itself: the means whereby the transformation sought is brought about. We discuss
these in this order: outputs, inputs, and process.

Editors’ Note: It is far beyond the scope of this casebook, and therefore is not our intention, to comprehensively
address the many highly specific and technical processes that occur in connection with financing a venture. Many
excellent works treat these topics comprehensively, using an entire textbook to but scratch the surface. Our inten-
tion here is to sufficiently describe “what needs to get done” so that students can, from the entrepreneur’s per-
spective of venture leader, envision many of the necessary elements for the management of an effective financing
program.
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Outputs: The Harvest

In business venturing, the main output has been called the venture harvest (Stevenson,
Roberts, & Grousbeck, 1994), where value is distributed, generally, to those who helped
to create it. The purpose for creating the venture under these assumptions is therefore
the generation and distribution of value for and to the stakeholders: all those who can
affect or are affected by the venture (Freeman, 1984). Value comes in many forms and can
be computed using many “bottom-line” conceptions of value. One idea that is gaining cur-
rency in a multifaceted global business world is the notion of creating value that is sus-
tainable, using the measure of a “triple bottom line,” which suggests a multiple focus: on
economic, social, and environmental performance. This idea of broader value creation
was first introduced in the Brundtland Report, produced by the United Nations World
Commission on Environment and Development (WCED, 1987). Of course, value creation
can also be cultural, spiritual, artistic, quality of life, or more and hence is not limited only
to a specified set of outputs. Within this casebook, we use economic value as a represen-
tative output to retain consistency with other contributing business disciplines, but we
encourage those whose ideas of value creation are more comprehensive, to see that sus-
tainable entrepreneurial value creation is possible across a much wider spectrum of out-
comes (Cohen, Smith, & Mitchell, 2004; Cohen & Winn, 2003; Dean & McCullen, 2002).

As shown in Figure 3.1, there are at least two levels at which a value harvest can be
expected. Product/service-level value (Level 1) consists of the value created when the ven-
ture produces and delivers a product or service to customers in some target market. The
planning and financing process that occurs at the product/service level has as its objective
the enabling of value creation and retention and relies on such techniques as market
research to ascertain consumer needs and wants, market segmentation analysis, demo-
graphic analysis, and so on. Based on this information, the plan can be adjusted to ensure
that the market is attractive, that the venture can attain sufficient market share, and that the
product or services planned for the venture can meet user needs and wants.

In our estimation, there are three general harvest system outcomes at Level 2, the ven-
ture level, where the venture itself is a financing product: sell public (which to us means
taking a company public), sell privately (which can mean either its acquisition by another
entity or its liquidation), or hold (usually to continue to receive the value stream, such as
cash flows, created by the venture). Of interest to prospective venturers is the implication

Level 1: Product/Service Level

• Effective Product Concept

Level 2: Venture Level

• Well-Built Venture:
− e.g., NVT, debt vs. equity

• Prepared Venturer

• Stakeholder Relationships

• Position

• Prepare

• Practice

• Present

• Persist

Harvest:

• Target Market Value

Harvest:

• Sell:
o Public
o Private

• Hold

Figure 3.1 Financing: The Harvest System Model

Inputs Process Output
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of the harvest existing within a system: The type of harvest you desire will be closely tied
to the types of inputs you choose. This idea will become more evident as we now turn to
a discussion of harvest system inputs and address both the product/service-level (Level 1)
and venture-level (Level 2) inputs.

Inputs: A Well-Built Venture

The inputs at the product/service level (Level 1) of the venture lead to an effective prod-
uct concept. Inputs are linked to outputs in this part of the harvest system because it is cru-
cial to determine the extent to which the products/services intended for the venture meet
the needs and wants of the target market. Some of the activities that are undertaken at this
point in the venture creation process include the determination of a value creation strategy,
which includes the generation of a value statement, a technical assessment, design, and
product positioning. The key idea here is for potential entrepreneurs to ensure that the
product envisioned comports well with the value intended for the target market.

Depending on circumstances, the inputs necessary for achieving an effective harvest at
Level 2 may go beyond the scope of a casebook that focuses specifically on the venture
creation process and, in addition to creating a well-built venture as illustrated in Figure 3.1,
can require having both a prepared venturer and the necessary stakeholder relationships
(how can your venture fail if all the stakeholders are willing to make it succeed? [Lenn,
1993]). In the specific case of planning and financing the venture, however, the key input
elements concern the capital structure: Should the venture be financed using debt, equity,
or some combination of both?

Answering this question is crucial to the Level 2 harvest because a mismatch between
inputs and outputs can easily compromise the planning/financing process. For example, if
the harvest objective is to take the venture public, having a large debt load can be viewed
much more negatively than having an extensive and broadly based set of equity investors.
Conversely, if the harvest objective is to hold the business for a steady cash flow stream,
it would be unwise to have taken investments from equity investors who have as their goal
a profitable exit in 3 to 5 years.

Compromise of the planning and financing process occurs when inputs and outputs
are improperly matched due to the underlying social assumptions that accompany debt
versus equity financing. These social assumptions consist of a balanced agreement
between the provider of capital and the entrepreneur as its user. In the case of debt financ-
ing, the expectation of lenders is “money back plus interest,” and this is secured by col-
lateral: assets of value in excess of the amounts borrowed that can be seized and sold to
ensure that the “social deal” of money back plus interest is honored. In the case of equity
financing, the expectation of investors is “many times my money” and is secured by some
type of voting power—often control—that these investors can exercise if things go
wrong. The debt deal contains the expectation of an additive return. The equity deal con-
tains the expectation of a multiplicative return. For a failure to meet the terms of debt, you
lose your “stuff.” For a failure to meet the terms of equity, you may lose your venture—or
at least control of it.

In the case of the debt/equity decision, a well-built venture is therefore one wherein
the inputs are tailored such that a venture plan can be implemented to match the expecta-
tions for a financial harvest. Thus, attention now turns to the planning/financing process
itself.
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Process: Planning and Financing

The planning/financing process also occurs at two levels: the product/service level and
the venture level. We begin by discussing the product/service level.

The Product/Service Level

The planning process at the product/service level turns an effective product concept into
target market value. In Figure 3.1, we refer to this as positioning, which is a more expanded
use of that term than is used in the marketing texts. Still, the idea that there is a process
that can be planned and enacted to make a product concept valuable in a specific market
is a powerful one, and we cannot think of a better word to describe it than to position the
product/service.

What makes something valuable in a target market? In the section that follows, the stu-
dent example (see Figure 3.2) suggests that value in a target market can be assessed
by such questions as the following: Are consumers willing to pay the price needed? Will
consumers be able to differentiate this offering? Can the venture compete as the low-cost
provider?

Answers to these questions come more easily with a plan that leads to effective position-
ing. As suggested in the New Venture TemplateTM approach to venture screening, product/
service value results from having (a) a new combination and (b) a product-market match that
(c) can deliver net buyer benefit.

New Combination. Drucker (1985) defines entrepreneurship as an act of innovation that
involves endowing existing resources with new wealth-producing capacity. Noted Austrian
economist Joseph Schumpeter (1934) labels the innovative acts that endow old resources
with new value “new combinations.” Finding new combinations involves a process of
entrepreneurial discovery that, once understood, will become an engine that can drive your
entrepreneurial career for as long as you desire. In the free enterprise system, two major
categories of entrepreneurial discovery exist. They are

1. scientific discovery and

2. circumstantial discovery.

Scientific discovery occurs when a physical/technological insight is obtained. Scientific
discovery occurs when something is invented and when that something invented is applied
in a new and valuable way.

Circumstantial discovery refers to insight that is obtained though specific knowledge
of time, place, or circumstance. Circumstantial discovery yields an opportunity simply
because of what (whom) and when you know something of economic value.

Scientific or circumstantial discovery can occur within five different domains of new
combination (Schumpeter, 1934):

1. the introduction of a new good or an improved good,

2. the introduction of a new method of production,

3. the opening of a new market,

4. the conquest of a new source of supply of raw materials or components, or

5. the reorganization of any industry.

100 • CASES IN ENTREPRENEURSHIP

03-Morse-4695.qxd  5/3/2005  2:47 PM  Page 100



101

 

♦
 G

iv
en

 th
is

 n
ew

 
in

fo
rm

at
io

n,
 is

 th
e 

m
ar

ke
t

 
at

tr
ac

tiv
e 

to
 e

nt
er

?
♦

 C
an

 th
e 

ve
nt

ur
e 

at
ta

in
 

su
ffi

ci
en

t m
ar

ke
t s

ha
re

?
♦

 D
oe

s 
th

is
 v

en
tu

re
 h

av
e

 
th

e 
ca

pa
bi

lit
y 

to
 s

at
is

fy
 

th
es

e 
w

an
ts

 a
nd

 n
ee

ds
?

M
em

or
y 

V
au

lt

If 
an

sw
er

ed
no

 to
 o

ne
or

 m
or

e
qu

es
tio

ns
 

If 
an

sw
er

ed
ye

s 
to

 a
ll

qu
es

tio
ns

♦
 D

oe
s 

th
is

 m
ee

t t
he

 n
ee

ds
 

of
 th

e 
ta

rg
et

 m
ar

ke
t?

♦
 W

ill
 c

on
su

m
er

s 
w

an
t t

hi
s

 
m

or
e 

th
an

 th
ei

r 
m

on
ey

 
(is

 th
er

e 
su

ffi
ci

en
t N

B
B

)?
♦

 Is
 th

er
e 

a 
su

st
ai

na
bl

e
 

ad
va

nt
ag

e?

If 
an

sw
er

ed
no

 to
 o

ne
or

 m
or

e
qu

es
tio

ns
 

If 
an

sw
er

ed
ye

s 
to

 a
ll

qu
es

tio
ns

♦
 A

re
 c

on
su

m
er

s 
w

ill
in

g 
to

 
pa

y 
th

e 
pr

ic
e

In
ee

d 
th

em
 

to
 p

ay
?

♦
 W

ill
 c

on
su

m
er

s 
be

 a
bl

e 
to

 
di

ffe
re

nt
ia

te
 th

is
 o

ffe
rin

g?
♦

 C
an

 th
e 

ve
nt

ur
e 

co
m

pe
te

 
as

 th
e 

lo
w

-c
os

t p
ro

vi
de

r?

If 
an

sw
er

ed
no

 to
 o

ne
or

 m
or

e 
qu

es
tio

ns

If 
an

sw
er

ed
ye

s 
to

 a
ll

qu
es

tio
ns

LE
V

E
L 

2:
V

en
tu

re
 L

ev
el

P
la

n/
F

in
an

ce
 

• 
C

ol
le

ct
 d

em
og

ra
ph

ic
s

 
S

eg
m

en
ts

• 
S

iz
es

• 
N

ee
ds

/w
an

ts

D
et

er
m

in
e 

T
ar

ge
t M

ar
ke

t

• 
C

on
ce

pt
 d

es
cr

ip
tio

n
• 

D
es

cr
ip

tio
n 

of
 ta

rg
et

 m
ar

ke
t

• 
T

ec
hn

ic
al

 a
ss

es
sm

en
t

• 
D

es
ig

n
• 

V
al

ue
 s

ta
te

m
en

t
• 

V
al

ue
 c

re
at

io
n 

st
ra

te
gy

• 
P

ro
du

ct
 p

os
iti

on
in

g
 

(d
iff

er
en

t/s
up

er
io

r)
• 

N
B

B
 a

ss
es

sm
en

t
• 

S
us

ta
in

ab
le

 a
dv

an
ta

ge
s

D
et

er
m

in
e 

P
ro

du
ct

 C
on

ce
pt

• 
D

iff
er

en
tia

tio
n/

lo
w

 c
os

t
• 

P
ric

in
g 

st
ra

te
gy

D
et

er
m

in
e 

C
om

pe
tit

iv
e

P
os

iti
on

in
g

F
ig

ur
e 

3.
2

Pl
an

ni
ng

/F
in

an
ci

ng
—

Pr
od

uc
t/S

er
vi

ce
 L

ev
el

03-Morse-4695.qxd  5/3/2005  2:47 PM  Page 101



Each of the above types of new combination may vary in the level of innovation
present. This, to some extent, is a judgment call, which should be made by comparing your
idea to products/services in the same category. So if you have an idea for a new computer
game, you could judge its new combination level by examining how closely it imitates
existing products/services of the same type. If the “true” (not imagined) differences are
great, then the new combination level is high. If your computer game idea is very similar
to games that are presently in existence, then its new combination level is low.

Product-Market Match. Without a product-market match, an idea or product/service is
not the basis for a business at the product/service level. The critical test of a product-
market match (PMM) is often quite simple. It begins with the question, “Where is the
purchase order?”

A purchase order shows something important. It shows that someone in the “real” mar-
ketplace values your product/service more than he or she values money (more on this in
the next topic review note: net buyer benefit). If you cannot show a purchase order, you
do not have a business.

Now the number of reasons, justifications, and excuses that novice venturers can con-
coct to avoid answering this question is arguably almost infinite. But the point remains—
that unless someone is willing to place an order for a product/service at an asking price,
the product or service is not the basis for a business.

Therefore, at this point in the planning process, it is essential to be honest with your-
self. A highly realistic assessment of the product-market match at this point in the venture
minimizes most of the cost of unproductive new venture failure. If you answer this
subquestion wisely and objectively, then you can save yourself most of the emotional
and financial anguish that surrounds a new venture that fails. Resources can be conserved.
Money and enthusiasm can be saved for the day when they can create wealth instead of
waste. And if an entrepreneurial discovery is still in the research project stage, then it can
be funded as such, without the broken promises and disappointments that come from
prematurely treating a research project a business.

How does one go about determining whether there is a product-market match? The
means to accomplish this are as varied as the number of product and service ideas that are
generated. There are, however, two or three standards to use to conduct a “smell test.” They
are as follows:

1. If you would not buy it yourself, there probably is not a product-market match.

2. If a focus group of potential customers from the target market would not buy it, there probably
is not a product-market match.

3. If customers in a test market will not buy it or if the purchasing agent of a distributor will not
issue a purchase order, there probably is not a product market match.

This is not to say that counterexamples (times when the above three tests were proven
wrong) do not exist. They do. But are you willing to bet at 100:1 odds (or worse) that you
will get lucky despite the evidence—or do you want to have your efforts and capital count
for something?

If the answer to the product-market match subquestion is not yes, then do not go on.
Stop. Fix the problem. And if the problem can’t be fixed, then walk away (because you
don’t have a business anyway), or operate the effort as the research project or charity that
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it truly is. If you want a business, then find a product or service where there is a match
with the market.

Yes, it is possible that someone else will take “your idea” and strike it rich. But the real-
ity, if this happens, is that their situation and yours were not the same. Ventures work
because opportunities and entrepreneurs somehow fit each other. Realistically, in a lifetime,
each of us has several such “opportunity fits” presented to us.

So our job is not to pry ourselves into a deal in a “forced-fit” mode. The force-fit
approach is a lot like trying to force the “ugly sister’s foot” into Cinderella’s glass slipper.
It still does not fit despite all the effort and embarrassment. Instead, our job as venturers
is to prepare for the time when the fit is right . . . and the key leading indicator that this is
right is that the answer to the product-market match question is yes! At this point, you can
then go on and assess the other elements of the venture in logical order, confident that your
further efforts will not be wasted.

But also, remember the risks. Lack of purchase orders (lack of PMM) means that the
business idea/product concept is in trouble. There are too many stories of venturers who
“augured in” (had to quit) because they spent too much time and energy on a no-win PMM
problem. So if in doubt, cut your losses now, and build a better venture on a sound PMM
foundation.

Net Buyer Benefit (NBB). In 1991, an author named Ghemawat coined a term that is very
useful. It is not one that was used often in the business literature prior to that time. It is the
concept of net buyer benefit.

The concept of something that is “net” presumes that there is something minus some-
thing to compute a result: a “net.” So we will have to define exactly what a net buyer ben-
efit is to be able to ask that of a product/service, with the idea being that there must be a
net buyer benefit, meaning that somehow there must be value to the consumer, the person
who is actually getting the product.

First of all a definition: Because net buyer benefit is a net, it involves a subtraction. So
to get net buyer benefit, what we are doing is subtracting the price we are charging for the
product/service from what we will call “gross buyer benefit”: overall satisfaction with what
a customer is getting, what she or he is buying. Gross buyer benefit is what makes a cus-
tomer want whatever that product is, more than money. The difference between how much
a customer wants it—how satisfied he or she is—and the price that the venture is going to
charge for that product/service; that difference is the net buyer benefit. In summary, then,
the definition of net buyer benefit is gross buyer benefit minus the price you charge.

Net buyer benefit (Ghemawat, 1991) is the first of two types of value within a target
market: value to the customer, with the second being margins—value to the venture, as
illustrated in Figure 3.3.

The third positioning step in the planning process is the creation of NBB. Ultimately,
your customers must want your product or service more than they want the portion of their
money that your product/service will cost.

When the net buyer benefit for your product/service is large, you have room to raise the
price if you need to. Here high demand prevents raised prices from materially decreasing
the quantity sold. Economists refer to this situation as inelastic demand. Alternatively,
when the net buyer benefit is small, you will feel “price pressure” (i.e., you will either
not be selling, or your customers will be demanding a discount). Here price is “elastic”
because any increase in the price dramatically reduces demand.

Planning and Financing the Venture • 103

03-Morse-4695.qxd  5/3/2005  2:47 PM  Page 103



Customer value in a target market (net buyer benefit) is created when you persua-
sively position your product/service to communicate to your customers the differences
your product/service possesses when compared to others on the market. As customers
clearly perceive these differences, gross buyer benefit goes up. As gross buyer benefit
goes up, the amount of customer value (net buyer benefit) increases accordingly. When
viewed this way, net buyer benefit can be seen in its most simple form. Net buyer bene-
fit exists only because of customer perception—hence, “positioning” is the key planning
process.

One key task of an entrepreneur, then, is to create and manage the way that customers
“see” or “perceive” a product/service. This job done well is the key to customer value. This
job done poorly leaves an inadequate foundation for a venture. The two key elements in
value creation are effective pricing and effective product differentiation (Porter, 1980). The
job function that normally handles the creation and the management of customer percep-
tion is the marketing functional specialty, and we encourage you to go to your marketing
text for a detailed look at creating value within this function.

At the product/service level, several key ideas should be the focus of the business
planning/financing process, and these ideas can be well described by the term positioning
of the product/service. Next we examine the venture creation planning/financing process
at the venture level.

The Venture Level

In recent years, much more has become known about essentials in the process of busi-
ness planning and financing at the venture level. In fact, one recent analysis also used a sys-
tems approach to ascertain the essentials of this planning/financing process (Mainprize &
Hindle, 2003). Interestingly, the process identified by these authors comports well with
the four Ps shown in Figure 3.1: prepare, practice, present, and persist—two explicitly and
two implicitly.

104 • CASES IN ENTREPRENEURSHIP
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Figure 3.3 Two Types of Value
Source: Ghemawat (1991).
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Explicitly, recent research suggests key guidelines for the “preparation” and “presen-
tation” of entrepreneurial business plans and implicitly suggests attention to “practice” and
“persistence.” In this chapter, we focus on the two explicit processes, preparation and
presentation.

Preparation. Two possible approaches to business plan preparation present themselves at
this point in the chapter: (a) describe what should go into a business plan and (b) describe
what a well-prepared business plan should get done. Because the approach that we have
taken in this casebook is to look to a “harvest” as the key output, and because the descrip-
tions about “how to” put together a business plan are readily available on the Internet, in
a wide variety of text and popular press books, or even in our reference section (e.g.,
Sahlman, 1997), it seems logical to us to take the second approach and to try and provide
to you, as student or instructor, information that is not so easily obtained.

Mainprize and Hindle (2003) make the case that two key dimensions guide the prepara-
tion of entrepreneurial business plans (EBPs) that are intended to effect a harvest: (a) ability
to communicate the nature of the uncertain future and (b) credibility, as indicated by the
mechanisms available to encourage and enable a living business plan: providing for revision
and iteration.

Mainprize and Hindle (2003) assert that uncertainty in an entrepreneurial business plan
is markedly greater than in a plan for an existing business and that this difference stems
from the “liabilities of newness” (Stinchcombe, 1965, p. 148). They argue that liabilities
of newness are the greatest challenge for a new venture and that clear communication of
the future and its uncertainty in the EBP is one of two main roles of the planning process
in new ventures creation.

These authors further assert that because all organizations must deal with uncertainty,
it is therefore dangerous for them to articulate and adhere inflexibly to one rigid strategy.
According to Mintzberg (1987), whom they cite, setting oneself on a predetermined course
in unknown waters is the perfect way to sail straight into an iceberg. Steadfast planning in
business may inhibit changes in two ways. First, it discourages the organization from
considering disruptive alternatives (Mintzberg, 1994, p. 178). Second, it might inhibit cre-
ativity. A conflict lies with a desire to “retain the stability that planning brings to an orga-
nization . . . while enabling it to respond quickly to external changes in the environment”
(Mintzberg, 1994, p. 184).

Somewhat in response, Hindle (1997) coined the term “provision of flexible credibility”
(p. 111) to describe the dynamic nature of entrepreneurial business planning. Credibility of
an EBP is achieved if the document effectively matches the entrepreneurial team’s (resource
seekers’) resource needs with the investors’ (resource providers’) expectations and criteria.
The credibility quotient is necessary but not sufficient. The EBP must also be flexible and
able to adopt and adapt the reader’s criteria. An EBP “which presents a ‘take it or leave it’
set of propositions or has its financial forecasts ‘set in cement’ has a high likelihood of
failure” (Hindle, 1997, p. 111).

When these two dimensions are juxtaposed in graphical form, we get an idea of the type
of business that is portrayed when communication and credibility are both taken into
account.

According to Mainprize and Hindle (2003), the effective preparation of an EBP requires
that five principles should be considered for each dimension, as suggested in Table 3.1.
A brief explanation of each principle follows.
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Principle 1: Expectations. Preparation of an EBP requires translation of the vision of
the venture and how it will perform into a format compatible with the expectations of its
readers. Readers of EBPs seem to have this in common: They use the plan to aid in deci-
sion making about “provision of resources to the venture” (Hindle, 1997, p. 11).

In the deal screening stage, an EBP is expected to communicate that (a) key success
factors and risks can be clearly identified and are understood; (b) the venture has a large
projected market with good potential market penetration; (c) a strategy for commercial-
ization, profitability, and market dominance is present; and (d) a strong proprietary and
competitive position can be established and protected (Mainprize & Hindle, 2003).

Principle 2: Milestones. Hindle (1997)_suggests that the writer of an EBP must “iden-
tify all major plan objectives, primary as financial targets” (p. 123). This process of iden-
tification is often referred to as setting milestones in the venture planning process, which
consists of anchoring key events in the plan with specific financial and quantitative values.
The milestone approach satisfies the dual need for planning and flexibility and makes
obvious the hazards of neglecting linkages between certain events. “Milestone planning
takes entrepreneurs to the next important stage at the lowest possible cost, where they can
make informed decisions, rather than blunder along adhering to a fixed plan that out of
ignorance they have based on faulty projections” (Block & MacMillian, 1985, p. 196).
Quantitative values rather than chronological dates must anchor milestones (Mainprize &
Hindle, 2003).

Principle 3: Opportunity. Because no opportunity lasts forever and because consumer
trends and tastes, the competitive landscape, and technological innovation all evolve over
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Independent
Dependent Variables
Variables (Principle) Assessment Questions Rating Criteria

Table 3.1 Checklist for Preparing Entrepreneurial Business Plans (EBPs)

Communication Expectations

Milestones

Opportunity

Does this EBP meet my 
expectations for efficient provision
of sufficient information upon
which to make the screening
decision? As a venturecapitalist,
I am expecting the following:

� key success factors and
risks can be clearly 
identified and are 
understood;

� the venture has a large 
projected market with good
potential market penetration;

� a strategy for commercializa-
tion, profitability, and 
market dominance is present;

� a strong proprietary and
competitive position can be
established and protected.

Milestones in the EBP are clearly
communicated primarily as

� quantitative values,

� financial targets.

Does this EBP fully describe the
venture opportunity by describing
the following:

� the new combination of the
venture,

� the magnitude of the 
opportunity (market size),

� market growth trends,

� venture’s value from the 
market (percentage of market
share proposed or market
share value in dollars)?

Low

Med

High

Low

Med

High

Low

Med

High

Only one or two of the 
expectation items are present
in the EBP.

Three of the expectation
items are present in
the EBP.

All four of the expectation
items are present
in the EBP.

Either there are no milestones
or they are without any
quantitative values or financial
targets.

Some of the milestones use
quantitative values or financial
targets.

All milestones use quantitative
values or financial targets.

Only one or two of the 
opportunity items are
described in the EBP.

Three of the expectation items
are described in the EBP.

All four of the opportunity items
are described in the EBP.
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Independent
Dependent Variables
Variables (Principle) Assessment Questions Rating Criteria
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Credibility

Context

Business
Model

Team

Elaboration

Does this EBP demonstrate
awareness of the context by
describing the following:

� industry structure,

� competition,

� the predicted changes to the
industry over time,

� factors that will inevitably
change but cannot be 
controlled by the team?

Does this EBP outline the 
business model by explaining
the following:

� who pays (paying customer),

� how much (average 
transaction value),

� how often (repetition)? 

Does this EBP describe the
entrepreneurial team by
addressing the following:

� what they know,

� whom they know,

� how well they are known?

Does this EBP elaborate the
overall strategy into subplans by

� linking the milestones to
subplans,

� using a timeline to show
how tasks, milestones, and
subplans interconnect?

Low

Med

High

Low

Med

High

Low

Med

High

Low

Med

High

Only one or two of the 
content items are described
in the EBP.

Three of the context items are
described in the EBP.

All four of the context items
are described in the EBP.

Only one of the business
model items is explained in
the EBP.

Two of the business model
items are explained in the EBP.

All three of the business
model items are explained in
the EBP.

Only one aspect of the 
entrepreneurial team is
addressed in the EBP.

Two aspects of the 
entrepreneurial team are
addressed in the EBP.

All three aspects of the 
entrepreneurial team are
addressed in the EBP.

Either there are no subplans
or they are without any linkage
to milestones.

Some of the milestones are
linked to subplans.

All milestones are linked to
subplans, and a timeline shows
their interconnectedness.

Table 3.1 (Continued)
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Scenario
Integration

Financial
Link

The Deal

Does this EBP employ simulation
techniques to obtain a variety of
plausible future scenarios by
establishing a

� most likely case,

� best case,

� worst case?

Does this EBP link the selected
strategy discussed in the body
of the plan to the financials by
addressing the following:

� how much money the company
needs over what period,

� the level of sales to break
even,

� when established, how much
profit the company is likely to
make

� when cash flow turns positive?

� what the main assumptions
are that the forecasts are
based on?

Does this EBP articulate a value-
added deal structure by describing 

� funds required—the amount
of cash investment required
for growth and the use of the
proceeds;

� the offer—for equity financing,
the offer is almost always
stated as a percentage of the
equity in the venture;

� the return—commonly stated
as an annual return on
investment;

� exit strategy—the most likely
mechanism in which in the
investor can expect to receive
the initial investment back
plus the return;

� Exit horizon—the 
approximately length of time
the investment will be illiquid?

Low

Med

High

Low

Med

High

Low

Med

High

Only one scenario is 
presented.

Two scenarios are presented.

Three scenarios are 
presented.

One or two aspects of the
financial link are addressed
in the EBP.

Three aspects of the financial
link are addressed in the EBP.

Four or five aspects of the
financial link are addressed
in the EBP.

One or two aspects of the
deal are addressed in the
EBP.

Three aspects of the deal are
addressed in the EBP.

Four or five aspects of the
deal are addressed in the
EBP.

Independent
Dependent Variables
Variables (Principle) Assessment Questions Rating Criteria

Source: Mainprize and Hindle (2003).
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time, an initial opportunity inevitably changes. Four aspects must be described in an EBP
to fully articulate the opportunity principle: (a) the new combination of the venture, (b) the
magnitude of the opportunity or market size, (c) market growth trends, and (d) venture’s
value from the market (percentage of market share proposed or market share value in dol-
lars) (Mainprize & Hindle, 2003). Here the EBP should “distinguish the venture’s business
concept, distinctive competencies and sustainable competitive advantages” (Hindle, 1997,
p. 122).

Principle 4: Context. Four key aspects should be covered by an EBP to adequately
describe the context within which the new venture is intended to function (Sahlman, 1997).
First, entrepreneurs should demonstrate how the new venture’s context helps or hinders
their specific proposal. Second, EBP writers should demonstrate how the venture’s context
will change, describe how those changes might affect the business, and discuss the range of
flexibility of response that is built into the venture. Third, the EBP should spell out what
management can (and will) do in the event the context grows unfavorable. Fourth, the EBP
should explain the ways (if any) in which the entrepreneurial team can affect context in a
positive way.

Principle 5: The business model. In an EBP, the business model should be described
with simplicity. The business model is a brief statement of how an idea actually becomes
a business that creates value. It tells who pays, how much, and how often. The same prod-
uct or service may be brought to market with several business models. Any entrepreneur-
ial task is made up of a combination of individual activities. When they are represented
systematically in relation to one another, the result is a business model. The business
model describes the activities a company needs to perform to produce its product, deliver
it to its customers, and earn revenue. Essentially, the EBP must describe an attractive, sus-
tainable business model—one that is possible to create a competitive edge and defend it
(Mainprize & Hindle, 2003; Sahlman, 1997).

Mainprize and Hindle (2003) suggest that a clear description of a business model shows
potential investors that the entrepreneurial team has thought through the key drivers of the
venture. Three Cs—business concept, distinctive competency, and sustainable competitive
advantage—form a trinity of message content that describes the business model that
empowers the EBP reader (Hindle, 1997, p. 265). Empowerment through the description
of a business model “involves employing information that makes the potential investor to
feel competent to make a decision” (Hindle, 1997, p. 123).

Principle 6: Team. At this point in the preparation of an EBP, the credibility of the ven-
ture comes into play, and the first principle of credibility relates to the decision makers—
not necessarily because the people part of the new venture is the most important but
because without the right team, none of the other parts really matters (Sahlman, 1997).
Sahlman (1997) further suggests that investors require an EBP to answer three questions
about an entrepreneurial team: (a) What do they know? (b) Whom do they know? (c) How
well are they known? Interestingly, this list of queries (if one were to add, Who are you?)
quite closely parallels the requirements for the “effectuation-type” thinking that forms the
foundation for a flexible response to opportunity (Sarasvathy, 2001).

Principle 7: Elaboration. The capability to elaborate, to break down individual tasks
into their subparts (Block & MacMillian, 1985), is also critical to new venture credibility.
Elaboration of strategy is the “decomposition of the codified strategy into a three-part
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hierarchy: sub strategies; ad hoc programs and specific action plans” (Hindle, 1997,
p. 25). When elaboration is used effectively, the step-by-step approach to risk taking,
known as real options reasoning (McGrath, 1999), in which each step maximizes the
upside while minimizing the downside, becomes possible (Hindle, 1997; Mainprize &
Hindle, 2003).

Principle 8: Scenario integration. Sahlman (1997) suggests that claiming an insupera-
ble lead or a proprietary market position is naive. Mainprize and Hindle (2003) suggest
that building a new venture is like chess: To be successful, the entrepreneur must antici-
pate several moves in advance, to view the future as a movie versus as a snapshot.

Principle 9: Financial link. In the presentation of financials in an EBP, the key assump-
tions related to market size, penetration rates, and timing issues of market context sub-
stantiated in the text of the EBP should be linked directly to the financial statements
(Hindle, 1997). This means that the income and cash flow statements must be preceded by
operational statements setting forth the primary planning assumptions about market size,
sales, productivity, and basis for the revenue estimate (Mainprize & Hindle, 2003).

Principle 10: The deal. If the main idea behind the planning process is to enact a har-
vest, then one of the primary purposes of an EBP is naturally to attract an investor, thereby
linking input and output through the planning/financing process. To this end, Hindle
(1997) suggests that the EBP must “create a value-adding deal structure” (p. 124).

With the foregoing principles in mind, an entrepreneurial business plan (EBP) can be
prepared at the venture level, which will substantially support the output specification of
the planning/financing process: a valuable harvest. The second explicit process that links
inputs to outputs in the harvest system model is “presentation.” Some ideas for effective
presentation as a part of the planning/financing process follow.

Presentation. Making an effective presentation is a critical process that entrepreneurs
use to fuse available inputs to desired outputs. Although many popular press books exist
on how to make effective presentations, our belief is that the real key to presenting busi-
ness plans effectively is focused practice. We encourage students to go to and participate
in venture capital conferences, as well as to present their own business plans in as many
different forums as possible (e.g., student-targeted business plan competitions).

In this chapter, we have attempted to provide sufficient detail in the planning/financing
process that instructors and students can find a ready context within which the venture
planning cases that follow can be analyzed and discussed, and actual venture planning and
financing skills can be gained. Before the cases, however, we next present how one student
sees the planning/financing process.

A STUDENT’S VIEW OF THE PLANNING/FINANCING PROCESS

This entrepreneurship student’s perspective on the planning/financing process is as in prior
chapters, presented in the form of a narration that accompanies Figures 3.1 and 3.2. This
narrative explains the figure and can be used to visualize many of the key elements nec-
essary in the searching process.
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This student says the following:

Level 1

Level 1 of my planning/financing process deals with planning the product or service. It
consists of three essential steps.

Step 1: Determine Target Market. This involves four key elements that must be undertaken in
sequential order. The purpose of this step is to collect information that can be used to develop the
product concept.

Stage 1: Collect demographic information. This involved collecting information about the
characteristics of individuals that comprise the market population.

Stage 2: Determine segment sizes. This involves using the information gathered from the seg-
mentation analysis to assess the attractiveness of serving one or more of the segments. This may
involve taking a larger sample of the population to ensure a more representative sample (upon
which size projections can be made).

Stage 3: Determine segment needs/wants. This involves identifying what differentiates the
segments in terms of individuals’ needs and wants.

After assessing the proposed target market, the three questions listed in the script sequence dia-
gram must be answered. If the answer to any one question is no, the opportunity is sent to the “mem-
ory vault.” This memory vault is similar to the idea holding tank (of the idea formulation subscript),
where the potential opportunities are sent until a cue from the environment signals more thought
about how the opportunity could “work.” If the answers to all questions are yes, then Step 2 is
conducted.

Step 2: Determine Product Concept. The purpose of this step is to develop a framework for the
product/service that meets the needs/wants of the market. This step consists of two stages.

Stage 1: Develop concept description. This stage consists of three parts:

i. Description of target market (for whom is the product/service designed?)

ii. Technical assessment (how will the product/service provide what it does for the target
market?)

iii. Design (what is the product/service and what does it do?)

The purpose of establishing a concept description is to turn the idea into a concrete concep-
tion of what the venture will offer.

Stage 2: Develop value statement. This stage consists of four parts:

i. Value creation strategy (how can we create value for the customer—from a customer’s
perspective, how valuable will she or he perceive these strategies?)

ii. Product positioning (given the target market’s attributes and concept description, how
will consumers perceive the offering to be superior or different?)

iii. NBB assessment (given the value creation strategy, why would consumers care about our
offering? How much would they care?)

iv. Sustainable advantages (what are the sources of sustainable competitive/comparative
advantage?)
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The purpose of formulating a value statement is to take a consumer’s perspective and deter-
mine if the offering is desired more than money (that there is significant NBB). The answers to
the three questions listed in the script sequence diagram will determine whether the idea trans-
fers to the memory vault or to Step 3.

Step 3: Determine Competitive Positioning. The purpose of this step is to determine how the
product/service will compete in the marketplace. It consists of two stages.

Stage 1: Differentiation/low cost. This stage involves choosing a competitive strategy upon
which the product/service will compete in the marketplace. As opposed to the product position-
ing assessment that was conducted for the value statement, this stage conceptualizes how the prod-
uct/ service will be positioned against competitive offerings in the marketplace. Specifically,
should a low-cost or differentiation strategy be emphasized?

• How can this offering be differentiated from others?
• How can this venture compete on the basis of low cost?

Stage 2: Pricing strategy. Developing such a strategy involves thought about the characteris-
tics of the target market, the attributes and repetitiveness of the product/service, and the value that
the customer can be expected to derive. Attention must also be given to the margins and finan-
cial analyses derived/conducted in the screening phase.

• If prices are low, will consumers view the offering positively/negatively (i.e., as poor quality)?
• If prices are high, how will sales be affected (price elasticity)?
• What price would generate a positive reputation for the offering while maximizing revenues?

The answers to the three questions in the script sequence diagram will determine whether the
idea transfers to the memory vault or to Level 2 of the planning/financing subscript.

Then, Level 2 is discussed (see Figure 3.5).

For Level 2, the student further says the following:

Level 2 deals with planning the venture and attaining financing. This level involves three steps.

Step 1: Determining Requirements of the Venture. This step involves three stages. Its purpose
is to promote thought about the venture requirements that will have to be used in the business
model to attract financing.

Stage 1: Determine venture output requirements. This involves all the things needed to ensure
a harvest. Basic requirements are as follows:

i. Evaluation of the harvest system

ii. Evaluation of the expectations of the stakeholders

Stage 2: Determine venture input requirements. This involves all of the things needed to bring
into the venture to produce the Level 2 work for others: the venture as a financing product. Basic
requirements are as follows:

i. Debt versus equity analysis

ii. Proper management team

iii. Supplier and other key stakeholder ID
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iv. Working capital arrangements

v. Key information resources

Stage 3: Venture planning and financing processes. This involves all of the things needed to
transform the inputs into outputs. Basic requirements are as follows:

i. Prepare plan ideas to match inputs with outputs

ii. Practice the presentation with key advisers

iii. Present it to key stakeholders for input and to obtain “buy-in”

iv. Persist until the plan is sufficiently refined

After all possible requirements have been exhausted and associated costs have been projected,
the development of a business model and business plan comprises the last step before financing.

Step 2: Develop the Business Plan. This step involves three stages. Its purpose is to develop a
business plan to present to investors.

Stage 1: Develop business model. The purpose of this stage is to articulate an excellent
understanding of the business logic of the proposed venture that comes from the prior planning/
financing process. The business model measurements include the following:

i. Summation of sources and uses of funds

ii. Opening balance sheet

iii. Pro forma income statement

iv. Cash flow projection

v. Year-end balance sheet

Stage 2: Develop business plan. The last stage before financing is sought is the development
of a business plan that will be presented to investors. It involves amalgamating the work done in
Level 1 and Level 2. Specifically, the business plan should include the following elements:

i. Opening

ii. Description of product/service

iii. Market analysis

iv. Pricing considerations

v. Operations

vi. Spending plans

vii. Financial analysis

viii. Appendices

Stage 3: Attract financing. This stage involves nothing more than thinking about what the
potential investor will be interested in knowing about the venture (i.e., a venture capital firm may
want to know if it can receive many times its money, whereas a financial institution may be inter-
ested in knowing if there is sufficient cash flow to meet debt obligations). The next stage would
be to tailor the business plan to the needs of the investor sought.

Step 3: Attaining Financing. This step involves the assessment of whether the capital desired is
for a new venture or for growth. If capital is needed for growth (or to stay competitive) and if
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financing is not attained, it may be time to cut losses and dismantle the business (represented by
the dashed line on Level 2 of the planning/financing subscript).

In any event, the pros and cons of attaining debt or equity financing were weighed when the
business plan was tailored to the investor(s) being sought. The business plan is now presented to
the debt or equity financier, who then offers the financing required or offers less than the
requested amounts.

If the financing sought is attained, then setup of the venture can be conducted. If projections
about the amount of financing needed change or if any offer for less than what was requested is
received, then these changes must be included in the business model, and the business plan must
again be presented to potential investors if warranted. If it is deemed that the offer that was made
(for less than the requested amount) could sustain the venture, then setup of the venture could be
conducted. If this is not the case (or if no financing was received), then more investors must be
pursued.

It must be emphasized that only in the case of growth capital when no financing can be
attained should losses be cut. In the case of a new start-up, all possible options should be exer-
cised before such a notion should even be considered.

The following cases have been selected to help learners to develop and become more
aware of their own thoughts on the planning and financing processes.
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Dave Zietsma, president of Frontier Adventure
Racing (FAR), went over the numbers again
in dismay. It was February 2001. Despite the
amazing popularity of FAR’s Raid the North
Adventure Racing Series (FAR’s most popular
races sold out in less than a minute from the
opening of Web site registration), Zietsma
already knew that the season would end in
September with the company making little or no
profit for the fourth year in a row.

The competition was beginning to move into
FAR’s niche space, and they were hurting FAR’s

image with potential corporate sponsors. So
far, they posed no threat with adventure racing
competitors however, as FAR’s races were rec-
ognized as “the most important race series in
Canada.”1 FAR had great products, a solid inter-
national reputation for putting together excellent
races and good name recognition among adven-
ture racers. Zietsma himself was the captain of
Canada’s top adventure racing team (Team
Subaru Outback), and his passion for the sport
had led to significant media coverage, with
Zietsma being named as one of McLean’s top

FRONTIER ADVENTURE RACING:
PACK LIGHTLY, GO LIKE HELL, NEVER GIVE UP

Charlene Zietsma

Stewart Thornhill
Copyright © 2001, Ivey Management Services Version: (A) 2002–01–30

CASES
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100 Canadians under the age of 30 in 1999. Team
Outback regularly competed in international
adventure racing events, lending credibility and
respect to FAR by association. Yet with all these
assets, FAR was still not making a reasonable
return on investment.

While passion had carried Zietsma this far,
some hard decisions would have to be made if
some way weren’t found to generate profits. And
they had to be made now: TSN and OLN (the
Sports Network and the Outdoor Life Network)
had offered Zietsma two hours of television cov-
erage (one hour in prime time) and half of the ad
spots during the show if FAR could pay the pro-
duction costs of $75,000. FAR’s share of the ad
spots, at TSN’s current rates, was worth only
$15,000, but the show would boost the visibility
of the sport and FAR, and might be later sold to
other networks outside of Canada. The visibility
gained might go a long way in encouraging cor-
porate sponsorship of FAR’s race program. If
this opportunity slid by, Zietsma felt that he
would have much more trouble in 2002 gaining
the TV coverage and sponsor support he needed
to make the business profitable.

HISTORY OF ADVENTURE RACING2

Adventure racing can be defined as a non-stop,
multi-day, multi-sport, mixed team event. In many
ways it can be likened to an expedition with a
stopwatch. The goal of the competition is to be
the first team to get all members across the finish
line together. The course should take competitors
through remote wilderness where they must travel
without outside assistance. Each team must use
strategy to determine the best route, equipment,
food and pace to win. Teams must pass through
various checkpoints en route, and each team car-
ries an emergency radio in case they become lost
or hurt. Since a significant part of the challenge is
in the planning and problem-solving, race infor-
mation is given on a “need to know” basis only
(often you won’t even know where the start line is
until the day before the race). By doing so, the
actual problem-solving and planning must be done
quickly and efficiently during the competition.

There are many different reasons why people
compete in adventure races, but most of them
will relate back to the idea of taking on a larger-
than-life challenge and beating it. The sense of
reward that comes with it is overwhelming and
the bigger the challenge, the bigger the reward.

The origins of adventure racing lie in a multi-
sport race (mountain running, kayaking and moun-
tain biking) that takes place in New Zealand called
the Coast to Coast. Started in 1980, this was the
first multi-sport, wilderness endurance race. It was
actually created when someone misunderstood
a conversation they overheard suggesting some
Americans were looking to create a wilderness
challenge, the next step in our endless pursuit of
the ultimate challenge. In an attempt to beat the
Americans to the punch, Coast to Coast and
another race known as the Alpine Ironman were
created. Not long after and completely unrelated,
the Americans actually did dabble in the extreme
with a race called the Alaska Mountain Wilderness
Classic, which was started in 1983. While Coast to
Coast has grown into one of the most heralded
multi-sport races, the Alaska Mountain Wilderness
Classic has stayed very grassroots, advertising by
word of mouth only, and all profits from the race
being given back to the competitors. It is still very
much as it was in 1983.

The next big step was the Raid Gauloises
(commonly known as the Raid), first held in
New Zealand in 1989, the first mixed team multi-
sport, multi-day wilderness endurance race.
Created by Gerard Fusil, the Raid quickly popu-
larized the sport of adventure racing in Europe
(particularly France, Fusil’s home turf), Australia
and New Zealand through Fusil’s superb market-
ing. To many, this was seen as the ultimate test of
human endurance. The Raid travelled to a differ-
ent exotic location around the world every year,
leaving room for a new race in the homeland
of the sport, The Southern Traverse. Started
in 1991, The Southern Traverse maintained the
true spirit of adventure racing established by the
Raid but over a shorter, three-to-five-day period
(although the winning team has traditionally
done it in less than three days).

Although the popularity of the sport grew
rapidly in Europe, Australia and New Zealand, it
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was still relatively unheard of in North America.
It wasn’t until a two time Raid competitor and
talented entrepreneur, Mark Burnett,3 created the
Eco-Challenge that the sport caught on in North
America. The first race took place in Utah in
1995 and grew to a status equalled only by the
Raid. Other race locations have included
Canada, Australia, Morocco, Argentina, Borneo
and New Zealand. Since 1995, many new races
have begun to pop up all around the world,
although not all of them have established them-
selves as legitimate and viable.

In the wake of the heavy media attention
around events like the Eco-Challenge, a new, more
accessible style of adventure race has emerged: the
weekend race. The 5+ day races around the world
require not just a huge time commitment for
preparation and competing but also a substantial
financial investment. The weekend race (typically
36 hours in length) offers a more realistic starting
point for those looking to test themselves in the
adventure racing arena. Weekend races require
substantially less time preparation and training,
technical skill requirements are minimal and the
cost is much lower, yet they are still long enough
and challenging enough to test the limits of most
weekend warriors. They also provide an ideal
training ground for those looking to compete in
longer races. The result of this new trend: partici-
pation in adventure racing is exploding, bringing
it perilously close to mainstream! Participation in
the sport has grown by 275 per cent in Canada
since 1998, while the number of races has grown
by 312 per cent (see Exhibit 1).

FAR COMPANY HISTORY

FAR was founded in 1998 by Dave Zietsma, a
former management consultant. His experience as
an international adventure racing competitor gave
him enough insight into the sport to be able to
introduce it to Canada. In just three years, FAR’s
Raid the North series has introduced adventure
racing to many Canadians and has become one of
the top race series in North America. According to
the FAR Web site (www.far.on.ca):

Frontier Adventure Racing is about offering people
the opportunity to test their limits. Whether through
our 36 hour race series, our five day Extreme race, an
adventure racing training program or one of our new
Adventure Weekends, participants can expect to face
unpredictable challenges in a wilderness setting.

Zietsma himself is a purist: while other com-
panies have diluted the adventure racing experi-
ence to ensure that most competitors succeed in
completing the race, FAR’s races are hard. On
average, only 25 per cent of the teams finish each
race intact within the allotted time limits. Teams
are disqualified if they use their radio to contact
FAR headquarters for medical or navigational
assistance, or if one member withdraws, though
the other team members are often allowed to
continue the race unranked. Zietsma’s involve-
ment in adventure racing as a leading competi-
tor is what keeps FAR Inc. at the forefront of
the sport. All Raid the North race courses are
designed and tested by Zietsma so participants
are assured an authentic adventure racing experi-
ence and a world-class challenge. While Zietsma
stresses that his 36-hour races are targeted at, and
meant to be doable by the weekend warrior and
newcomer to adventure racing, there is no doubt
that they are meant to be challenging. FAR races
are well known for their impeccable logistics,
in a sport where disorganization can have dire
consequences for competitors.

Paquette and Zaglia, authors of Extreme
Adventure, a recent book on Adventure Racing,
said the following about FAR:

The courses are well designed and extremely
demanding—challenging mixed teams of four,
racing with or without a support crew, to kayak,
canoe, mountain bike and mountaineer through the
rugged mountains, icy rivers and dense forests of
Quebec, Ontario and British Columbia.4

PRODUCTS

FAR’s product line is summarized in Exhibit 2.
FAR began with one 36-hour race in Ontario

in 1998. The following year saw the expansion of
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the Raid the North series from one race to three
races (in Ontario, Quebec and British Columbia)
and the introduction of Raid the North Extreme,
designed to be the pinnacle of adventure racing
in Canada. All four races were featured on the
Outdoor Life Network in Canada as well as in
numerous magazines.

In 2000, adventure race training courses were
introduced to help new people enter the sport by
learning the tricks of the trade from some of
Canada’s top racers. Adventure Weekends were
also added:

Targeted at those who are captivated by the thrill of
adventure racing but not necessarily interested in
competing, these 3 day programs take participants
on an educational and inspirational guided tour of
an adventure race.5

In 2001, five 36 hour races are offered (two
in Ontario, one in Nova Scotia, one in British
Columbia and one in Quebec). A two-and-a-half
day series championship in Ontario has also been
added, and the Raid the North Extreme race is
scheduled for Newfoundland. The fastest team in
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the 36-hour races usually completes the race in
about 24 hours, while as many as half the teams
do not complete the race within the 36 hours.
In 2001, FAR added an ‘advance loop’ for race
leaders so that the best teams could challenge
themselves with an additional race leg, but the
finish line would remain accessible for most
teams.

Adventure Challenge races—three-to-six hour,
40-kilometre races held in conjunction with Raid
the North races—have also been added in 2001,
enabling FAR to capture more revenues to defray
fixed expenses of co-ordinating the races. Details
have not been fully worked out yet, however. In
Elliott Lake, a Northern Ontario town that has
been an enthusiastic and supportive host for FAR
races for three years now, FAR will be offering
a Kids’ Raid the North in conjunction with a 36-
hour race in 2001. Both the Adventure Challenge
races and the Kids’ Raid the North race will bring
more people out to the finish line, increasing vis-
ibility for sponsors, and providing competitors of
the 36 hour races with much-needed applause
from a sizable crowd as they finish the race. The
Adventure Challenge races were requested by
Salomon, one of FAR’s sponsors, as a way to
increase their visibility.

As a sideline to the business activities of FAR
Inc., the staff was very active in the not-for-profit
Frontier Adventure Racing Club. With regular
training and informational activities in the

Toronto area and a strong Internet presence, the
club has become a meeting place for competitors
and a valuable information tool to adventure rac-
ing hopefuls across Canada. Many competitors
have used the club as their first step into learning
about the sport and finding training partners and
teammates.

REVENUES

FAR’s income statement is shown in Exhibit 3.
Because of his commitment to keeping adven-
ture racing accessible to the average person,
Zietsma has fought to maintain relatively low
entry fees for his races. Thirty-six hour races are
priced at $1,400 per team, while the Extreme
race is priced at $4,200 per team. Comparable
races in other locations are typically priced at
about $2,000 for the 36-hour races and between
$5,000 and $9,000 for longer races. While the
Ontario races made money because the company
was based in Ontario, races in British Columbia
traditionally lost money because of the increased
travel expenses for race staff, the cost of renting
vehicles, and the higher cost charged in British
Columbia for equipment rentals (e.g., canoes or
kayaks). British Columbia races were also diffi-
cult to design and manage because variable
weather in the mountains increased. The risk and
the time required to design the course.
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Raid the North Races Adventure Race Training Adventure Travel

Sprint: 7 Adventure Challenge Adventure Race Training: 1 Adventure weekend
races (3 to 6 hour races plus 1 hour 18-week seminar and
format for Kids’ Raid the North) 11-week intensive

Mid-Length: 5 Raid the North Corporate training
races (36 hours) (under development)

1 Raid the North Championship
race (2 ½ days)

Expedition: 1 Raid the North
Extreme race (5 day)

Exhibit 2 FAR’s Product Line
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RtN Adv. Product

RtN Series Extreme Adv. Chall. ART Wkds Sales# Total

Revenue
Total Entry Revenue 512,900 214,600 16,500 39,600 14,400 3,000 801,000
Other Operating Revenue 15,000 2,520 17,520
Less: GST (7%) −36,953 −15,198 −1,155 −2,772 −1,008 −210 −57,296

Net Operating Revenue 490,947 201,922 15,345 36,828 13,392 2,790 761,224

Operating Expenses:

Watercraft Rentals 35,294 1,133 800 800 38,027
Communications System 21,830 590 540 540 23,500
Jerseys/Banners/ 22,538 3,792 1,210 27,540

Bike Plates
T-Shirts/Giveaways 20,189 4,253 1,000 400 240 26,082
Competitor Materials 20,189 3,384 3,435 27,008
Base Camp/Banquet 29,146 5,730 1,200 1,200 37,276
Course Safety/Staff 50,032 12,390 62,422
Other Course Expenses 33,512 8,850 2,000 44,362
Course Setup/Travel 13,393 6,195 1,000 800 21,388
Accommodations 7,080 3,540 8,000 640 19,260
Prizes 58,115 30,090 1,800 90,005
Photographer 11,210 2,950 14,160
Additional Service

Expenses 9,160 2,201 7,445 1,200 20,006
Product Costs 2,100 2,100

Total Operating 331,688 85,098 14,890 15,140 4,220 2,100 453,136
Expenses

Net Operating Profit/Loss 159,259 116,824 455 21,688 9,172 690 308,088

Overhead Allocation
Promotional* 30,267 18,585 531 1,593 1,593 531 53,100
Salaries/Wages 183,049 36,434 6,170 12,190 2,434 737 234,433
General & Admin. 60,296 8,956 1,267 1,055 510 345 71,862

Total 273,612 63,975 7,968 14,838 4,537 1,613 359,395

Net Income/Loss Before
Sponsorship −114,353 52,849 −7,513 6,850 4,635 −923 −51,307

Sponsorship Revenue
Title Sponsor ?
Presenting Sponsor ?
Official Category Sponsor ?
Miscellaneous Sponsorship

Revenue 5,000
Less Sponsor Agent

Fees −35,000
Net Sponsorship

Revenue −30,000

Exhibit 3 Raid the North Income Statement (Continued)
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The Quebec races have also been net money
losers. The costs of translating and printing all
promotional material into French, as well as the
cost of hiring a French-speaking local representa-
tive to negotiate site arrangements, pulled these
races into the red. The Extreme race, on the other
hand, was more profitable: the entry fee was three
times as much, but the costs were less than twice
as much, leaving more profit margin.

Zietsma didn’t track expenses separately
among the 36-hour races because he felt it was
necessary to have races in each of the locations
in order to be recognized as a Canadawide
adventure racing company. “To look at them
individually and drop unprofitable races would
be changing our positioning as a national series,”
Zietsma commented. On the other hand, he was
a newlywed, and he was getting tired of all the
travelling.

Adventure Race Training Seminars were
designed to enhance image and defray overhead
during non-race times. Adventure Weekends
were designed to open a door for FAR into the
corporate market. Neither the training seminars
nor the adventure weekends made money, partly
by design, and partly because start-up and
promotional costs and low demand due to the

newness of the programs have limited their
contributions to fixed costs. The three-to-six-
hour Adventure Challenge races were run on a
cost-recovery basis: designed to increase visibil-
ity and bring a crowd, entry fees were very low.
The Challenge races also benefited from being
able to use the same canoes and crews as the
36-hour races.

STAFF

As with many small businesses, FAR had trouble
attracting and retaining good staff members.
Zietsma commented:

We get some pretty good applications because of
the sex appeal of adventure racing but we can’t pay
enough for very qualified people to take it seriously.
With new staff, it takes two to three months for them
to be useful enough that I don’t want to fire them
anymore. I completely recognize that I have no time
to train them properly. It is extremely difficult for
people to conceptualize an adventure race until they
have been to one, and they are quite different than
typical sporting events. This makes it difficult to get
new staff focused on the right elements.
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Exhibit 3 Raid the North Income Statement

RtN Adv. Product

RtN Series Extreme Adv. Chall. ART Wkds Sales# Total

*Promotional Budget
(excludes OLN TV
production)

Website/Internet 12,000
Print Material 16,000
Tradeshows 13,000
Advertising 3,600
Other (stickers, CD

videos, . . .) 8,500
Total Promotional 53,100

# Product Sales are T-shirts,
hats and videos.
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Staff turnover was high, and FAR frequently
started with a whole new staff each race season.
Zietsma and three others (a logistics manager,
a course designer and a public relations person)
worked year round. An intern was brought on
board during the busy summer season for race
co-ordination. Web site updates were outsourced.
Much of the work during the races was done
by volunteers, who arrived for training the day
before the race began.

While the PR role was expected to also include
marketing responsibilities, to date, no staff person
has had the experience or initiative to do both.
Zietsma has thus absorbed most of the marketing
function himself. Zietsma may consider outsourc-
ing the PR function in the future—a contractor
could cost slightly more, but would require less
supervision.

SPONSORSHIP

To make up the shortfall in race revenues and
provide a pool of prize money for the winners,
FAR depended heavily on sponsorship money.
Sponsors invested in sports sponsorship to gain
visibility with particular demographic segments
that participate in or follow a sport. While inter-
est in adventure racing was growing, it was still a
very young sport. It left much to be desired as
a spectator sport, since the races were held in
wilderness locations, and the competitors covered
vast distances, often invisible in dense bush.
Television coverage has been more successful as
a way to show adventure races, as camera crews
who specialize in getting to remote locations cap-
tured the intensity of the challenge. Coverage of
the Patagonia Eco-Challenge was shown during
primetime in April 2000 on Discovery Channel.
The Sunday evening telecast ranked 14th overall
in prime time and was the number one sporting
event on cable in prime time for the night, beat-
ing Major League Baseball on ESPN and Davis
Cup Quarterfinals on ESPN2. The Monday
evening coverage ranked number eight overall
among basic ad-supported cable shows, and was

the number one sports program in prime time on
cable (excluding wrestling).

TV audiences in Canada remained relatively
low; however, the Outdoor Life Network gener-
ally commanded an audience of 20,000 to 30,000
during adventure racing programming, while
TSN (The Sports Network) captured 60,000 to
80,000 viewers. Viewership information for
Discovery Channel Canada was unavailable, but
their demographics are as follows: 54 per cent
male, 59 per cent between the ages of 25 and
54 years old, and 38 per cent business owners,
managers or professionals.

Sierra Designs has been the title sponsor for
Raid the North races for three years, and other
sponsors such as Salomon have provided sig-
nificant revenues. In the three years that Sierra
Designs has sponsored the race, however, there
have been three different individuals managing
the relationship. Mistakes were made. In 2000, no
one from Sierra showed up at the races, and com-
petitor gifts were skimpy and there were no gifts
for volunteers. Sierra did not promote their spon-
sorship of the race. “They didn’t get what they
needed out of the sponsorship, and we didn’t
make them get what they needed,” says Zietsma.
“We don’t have a full-time sponsor co-ordinator
to follow up with them to ensure they get value
out of the deal.” Sierra did not renew their spon-
sorship in 2001.

Because of this experience, Zietsma decided
to outsource the sponsorship function. He con-
tacted a company in the summer of 2000 to ask
them to take on the project. After two months of
waffling, that company not to take on the project.
Zietsma hired PSG group in November 2000 for
$20,000 of upfront development costs, and $15,000
per month commencing in January 2001.

PSG group was able to get a number of
interviews with companies who were interested in
looking at FAR as a sponsorship option. Unfor-
tunately, most had fully allocated their money for
2001 by the time PSG contacted them. In addition,
Zietsma felt they needed passion to make the sale,
and PSG representatives didn’t have the passion
that Zietsma himself had. By mid-February, PSG
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had been able to raise only $5000, versus the
$120,000 that Zietsma had raised himself the pre-
vious year. Facing the prospect of having almost
no money from sponsors, a $35,000 bill for spon-
sorship, and a need for $75,000 for TV production
over and above FAR’s normal cash requirements,
the situation looked difficult at best.

“There are some opportunities out there,”
Zietsma claimed. Subaru was a sponsor of
Zietsma’s Canadian competitor, Adventure Racing
Canada. Adventure racing was a good fit for
SUV manufacturers because it appealed to the
right demographic: the average age of FAR com-
petitors was 31, and over 60 per cent of them were
professionals. These were the people who had the
wherewithal to purchase SUVs. The demograph-
ics of FAR’s competitors were shown in Exhibit 4.

Subaru was also the sponsor of Zietsma’s
competitive team. Subaru had so far refused to
sponsor FAR because they sponsored Team
Subaru Outback—they got the promotional
value out of Dave Zietsma through his team, not
his company. Other SUV manufacturers were
reticent to sponsor FAR because of Zietsma’s
relationship with Subaru, though one of them
indicated significant interest this year. Zietsma
thought that another good possibility would be
a wealth management company: he argued that
he could draw quite a parallel between manag-
ing the risks in adventure racing with managing
investment risks. Another option might be a
Global positioning system manufacturer, though
a company that had expressed interest said it
must wait until next year. Salomon would return
as a significant sponsor, probably covering the
cost of PSG group for 2001.

Zietsma suggested there were two other pos-
sible sources of revenue to explore: the govern-
ment and the military. Last year, Quebec Tourism
sponsored a race in Charlevois, Quebec called
“Raid Ukatak.” Only seven teams competed in
the race, some of which probably had their entry
fee paid by the government. The government
also paid journalists to cover this event, hoping
for worldwide exposure of Quebec as an adven-
ture tourism destination. Zietsma felt his com-
pany could do a much better job managing this

kind of race for the government because of his
experience and contacts. However, even identify-
ing the right person to contact in the government
is a tricky task, and time and staff constraints
have limited his ability to follow up.

The 2001 Raid the North Extreme race will
be held in Newfoundland, a remote and wildly
beautiful place with chronic economic problems.
The Newfoundland government has been quite
supportive of Raid the North’s foray into its
province, and the location appeal has also
attracted journalists and competitive teams from
around the world. “Picture kayaking next to mas-
sive icebergs,” Zietsma said. “The footage will
be terrific.” Other provinces have regional eco-
nomic development bodies that might be inter-
ested in providing assistance and financial
support for bringing races and TV coverage to
their areas, but it has been difficult to spend the
time to identify who needs to be contacted in
each area.

The Canadian military is another option.
Enrollment has been so low recently that Canada
is in danger of losing NATO status. The military
recently allocated additional money to public
relations to try increase enrollment. The military
has a problem with image. Adventure racing
doesn’t have an image problem: it is hip and
trendy, and very appealing to high school stu-
dents and others. Yet the parallels between
adventure racing and the military are striking:
in adventure racing, civilians are sent out to
remote locations where their progress is moni-
tored by radio communications, an infrastructure
is developed quickly and efficiently to manage
the flow of people through remote locations, and
search and rescue operations are performed if
something goes wrong. The military could
send infantry members as teams, could use its
resources to assist in co-ordinating adventure
races, use adventure racing as training exercises,
or perhaps run a separate race just for military,
like Eco-Challenge does with the U.S. Armed
Forces. Zietsma feels he could create a strong
presentation tying in adventure racing and the
military which he could take to high schools to
increase enrollment in the military.
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While another source of revenue might seem
to be adventure travel, Zietsma claimed this was
also a passion-driven business without a signifi-
cant amount of money. While Burnett and Eco-
challenge developed an adventure travel program,
it was probably not all that successful.

COMPETITION

FAR was competing with other adventure racing
companies in four ways: for participants,
resources (e.g., equipment rentals), sponsors and
media coverage. In 2000, FAR had a 38-per-cent
share of total Canadian participation in adven-
ture racing, up from 26 per cent in 1998 and 34
per cent in 1999.

The company was also competing in the three
major segments of adventure racing: the sprints
(usually several hours), the mid-length races (24
to 48 hours), and the expedition races (four-
to-five-day races). Each segment had different
competitive characteristics and key success
factors (see Exhibit 5). A further Elite category,
featuring seven to 10 day races, was dominated
by Eco-Challenge and Raid Galoises.

For the sprint races, there were few barriers to
entry, and organizers didn’t need to know much
about adventure racing. In fact, most FAR com-
petitors wouldn’t consider the Sprint races to be
adventure racing at all. Successful sprint race
organizers were good marketers: they could sell
the race not only to competitors, but also to spon-
sors. Because of the low barriers to entry and the
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Format:

Primary
Market Area:

Current
Enrolment: 

Ease of
Organizing: 

Barriers to
Entry:

Profit
Potential: 

– 3-12 hour, 3 person teams
– traditional. disciplines +
 mystery events

– within 3 hours

– high in US,
 moderate in
 Canada

– very simple course,
 minimal logistics

– low

– high (sponsorship)

– 24-48 hours, 4 person
 teams traditional
 disciplines (no
 technical elements)

– within 12 hours

– moderate, good
 growth 

– challenging course
 design, difficult logistics 

– moderate
 (image) 

– low (high cost to operate)

– 5-10 days, 4 person teams
 traditional disciplines
 w/technical elements

– North America

– low

– very challenging course
 design and logistics 

– high (image)

– high (operating & sponsorship)

AR Industry

Sprint ExpeditionMid-Length

Exhibit 5 Overview of the Adventure Racing Industry
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rising popularity of adventure racing, there have
been hundreds of these short races popping up
every year.

For the mid-length races, course design and
logistics were very important, and thus at a min-
imum, knowledgeable staff in these areas had to
be available. However, these races also required
sponsorship, considerable equipment and good
marketing to competitors. Image and reputation
were more important, as competitors were
putting their personal safety in the hands of race
organizers.6

For expedition races, course designers needed
an intimate knowledge of adventure racing that
was acquired only from doing it themselves.
Image and reputation were big barriers to entry,
and logistics and course design were critical.
Expedition races attempted to attract the best
competitors from around the world.

In Canada, FAR owned the expedition seg-
ment. The 2001 race in Newfoundland sold out
with 10 teams on the waiting list and competitors
from eight countries represented. FAR’s mid-
level races have also been highly successful and
very well thought of because of their consistently
good course design and logistics. FAR has not
seriously entered the sprint race category until
this year (the Adventure Challenge races), and
then only at the behest of sponsors and only in
conjunction with a mid-level or expedition race.

Adventure Racing Canada (ARC), sponsored
by Subaru, has been leading provider in the
sprint race category. This company has done an
excellent job at marketing, particularly to spon-
sors. ARC has been actively seeking sponsorship
from the same companies as has FAR, and more
successfully. PSG reported that potential spon-
sors have been told by ARC that FAR is for elite
athletes only, not weekend warrior types, and
that FAR races are held in remote areas, reducing
the likelihood that they will bring visibility to
sponsors. Zietsma countered by suggesting that
ARC held its races in similar locations to FAR,
and that the FAR demographic (30-something
professionals) was a much better target market
for high priced SUVs and other consumer goods
than the young, edgy crowd that ARC appealed

to. Recently, ARC began to offer 30-hour races,
which competed more directly with FAR’s Raid
the North races.

Internationally, races in the mid-level and
sprint categories typically drew their participants
from local competitors. Expedition races drew
from the international pool of adventure racers.
These races were often considered informally as
qualifying races for the elite Eco-Challenge and
Raid Galoises races. While the expedition cate-
gory organizers do compete with each other to
some extent, they also all collaborate in raising
the visibility of adventure racing as a sport. These
races drew new participants from their local mar-
kets (where travel costs for participants were
low), while regular adventure racers often partic-
ipated in several races internationally. Direct
competitors were the Southern Traverse in New
Zealand, the Mild Seven Outdoor Quest in China,
and the Beast of the East in the United States.

A CHANGE IN THE INTERNATIONAL

ADVENTURE RACING SCENE

A new international adventure racing associa-
tion, under the umbrella of Discovery Channel,
was formed in 2001. Discovery Channel was
instrumental in creating media profile for Eco-
Challenge, but withdrew its sponsorship of the
event in 2000. Discovery Channel is now mount-
ing its own elite race as a competitor to Eco-
Challenge. Seven of the top expedition category
adventure racing companies around the world
(including FAR) have agreed to cross-promote
each others’ races, and act as qualifying races
for Discovery Channel’s new race in 2002. The
media visibility that should result can provide a
big boost to the sport as a whole. The Discovery
Channel race is likely to be well received by
regular Eco-Challenge competitors who have
begun to express some dissatisfaction with Eco-
Challenge since Burnett has been distracted with
the Survivor series.

The Adventure Racing World Series includes:
Adrenalin Rush (United Kingdom/Ireland); The
Beast of the East (USA); Expedicao Mata
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Atlantica (EMA) (Brazil); Hi-Tec Adventure
Quest (Africa); NOC Merciless Mountain Melee
(USA); Raid The North Extreme (Canada); and
the Southern Traverse (New Zealand). Discovery
Channel will be the exclusive media sponsor
of the series. Discovery Channel is one of the
world’s largest cable television networks, serv-
ing more than 185 million subscribers in 152
countries across the globe. Discovery Channel
presents high quality programming spanning
science and technology, nature, history, human
adventure and world culture genres.

Zietsma expressed high hopes for the Adven-
ture Racing World Series and FAR’s future. His
three-year plan (shown in Exhibit 6) looks very
promising. The Nunavut race planned for 2002 is
expected to attract government support (because
of the race’s ability to impact the local economy),
international media (because the remote location
is considered ‘sexy’), and international competi-
tors. Zietsma expects this race to compete in the
elite category with Eco-Challenge. But making

it through 2001 will be a very difficult for FAR
without some additional sponsorship or financ-
ing. FAR has a highly respected product that sells
well, but profitability now and in the future seems
elusive. For the past four years, FAR has been
following its own motto: Pack lightly, go like
hell and never give up. But resources are now
too light, and the company may have reached
the limit of how far it can go. Zietsma wondered
if he should give up.

NOTES

1. Paquette, Martin & Zaglia, Carlo (2000: 50).
Extreme Adventure. Quebec: Martin Paquette Photo
Enr.

2. Quoted from www.far.on.ca.
3. Burnett is also the founder of the Survivor

television series.
4. Paquette, Martin & Zaglia, Carlo (2000: 50).

Extreme Adventure. Quebec: Martin Paquette Photo Enr.
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RtN Series RtN Extreme

Raid the North Adventure Race Training Adventure Travel

FAR Inc.

2002 – small expansion – corporate and private
  ‘adventure’ travel or leadership
  training
– winter programs in Mexico

– develop ‘sport’ and
 ‘elite’ categories

– Nunavut
– promote as on par
  with Eco-Challenge
– international tv

2001 – moderate expansion – develop Adventure
  Weekends

– Canadian
 Championships
– maintain accessibility

– Newfoundland
– expand international
  awareness

2003 – limited/no expansion – year round corporate training– institutionalize – ?

Exhibit 6 Frontier Adventure Racing Inc. Three-Year Plan
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5. www.far.on.ca.
6. Wilderness rescues and first aid treatment are

a part of every race. Competitors also rely on the pro-
per functioning of emergency radios, rock-climbing
equipment, and canoes or kayaks. Maps must also be

carefully developed so that competitors can navigate
their way to various checkpoints. Checkpoint staff must
be there to greet all competitors. Missing or poorly
located checkpoint staff can leave competitors search-
ing for frustrating hours through the wilderness.

Planning and Financing the Venture • 129

BORDERS HOTEL CORP.

David Shaw

Richard Nason

John Humphrey
Copyright © 2001, Ivey Management Services Version: (A) 2002–08–14

THE PROBLEM

On November 13, 2001, Karen Daniels, presi-
dent of Borders Hotel Corp (BHC), had just
returned from a meeting with the directors of
BHC. The meeting had discussed three financing
proposals to raise $2,275,000 for BHC. Daniels
was uncertain of the impact of the three propos-
als on the financial viability of BHC and on the
returns to herself and other investors. The meet-
ing ended with the directors asking her for a
recommendation on the preferred financing for a
teleconference in two weeks.

HISTORY

After several years as a hotel manager for a
national chain, Daniels had established herself
in the tourist accommodation business close to
the Canada-U.S. border near the Sarnia, Ontario,
Canada and Port Huron, Michigan, U.S.A. bor-
der crossing. Daniels chose this location because
the route was heavily traveled by tourists during
the spring and summer months. In 1988, she
formed a company known as Huron Motor
Courts, Inc., acquired an attractive lot of land and
erected an elaborate, modern motel on this site.

The buildings provided complete tourist accom-
modation, shelter for automobiles and spacious
dining facilities with entertainment for guests.
Daniels considered Huron Motor Courts, Inc.
a very successful venture.

With the introduction of the North American
Free Trade Agreement (NAFTA), existing and
new businesses in the area grew significantly.
These businesses were not along the main tourist
route on which Huron Motor Courts was situated;
consequently, they did not in any way adversely
affect the attractiveness of the site as a potential
tourist stopover. However, the general expansion
in the area attracted many business people who,
not infrequently, found it necessary to remain in
the area overnight.

THE BHC PROJECT

With these developments in mind, Daniels
approached a number of industries in the vicinity
in the summer of 2001, with a proposal regard-
ing accommodation for visiting business people.
Her suggestion was well received, and several
manufacturing concerns expressed an interest in
maintaining permanent accommodation for visi-
tors on business. With this encouragement, and
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in view of the overflow of visitors experienced to
date from the tourist business, Daniels conceived
the idea of constructing a modern hotel that
would attract year-round business by arrange-
ment with the local industries, and could be used
to catch the overflow from the Huron Motor
Courts during the tourist season.

Daniels then considered the type and size
of hotel that would be desirable, and tried to
estimate the costs of such a project. A property
close to the Huron Motor Courts, which Daniels
owned, was 200 feet wide and 350 feet deep, and
was appraised at $975,000. After consultation
with a local architect, Daniels developed a plan
for a hotel building on this site that fulfilled
the apparent prerequisites. The plan called for
a three-storey structure, containing four suites
of two rooms each, 31 twin bedrooms, 30 double
bedrooms, a large front store, seven smaller stores
and other facilities, which Daniels felt might
eventually accommodate a travel agent, hair salon,
business center and fitness room.

Daniels then attempted to estimate the
profitability of such an establishment. Based on

her experience with the motor court business,
the income from the four suites and the bedrooms
would be $8,100 per day, presuming that all
accommodation was occupied. The income from
leases of other parts of the building she estimated
at $15,000 per month, again with 100 per cent
occupancy. Rent would be charged as a per cent
of sales and was expected to vary with occu-
pancy. Other income eventually would be derived
from gift counters, newspapers, display space and
from a large central area, 100 feet by 20 feet in
the lower level, for which a purpose had not yet
been planned.

Apart from the incorporation expenses, which
were expected to be about $50,000, Daniels
estimated her yearly operating expenses, again
based on 100 per cent occupancy (see Exhibit 1).

Daniels felt that in forecasting the profit-
ability of the hotel, an estimate of 75 per cent
average occupancy over a year was realistic, and
50 per cent occupancy the lowest possibility.
All store and office spaces were to be leased on
a yearly basis. Income taxes were estimated at
40 per cent.
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Total Variable Cost Fixed Costs

Advertising $120,000
Heat, light, water $51,000 54,000
House supplies 52,000
House wages 227,000
Repairs and maintenance 41,000 98,000
Insurance 45,000
Salaries 350,000
Laundry 62,000
Office expenses 51,000
Miscellaneous 12,000
Linen 11,000
Telephone, fax, etc. 59,000
Automobile and travel 10,000 10,000
Municipal taxes 60,000
Computer systems 224,000
Depreciation 320,000

$454,000 $1,403,000

Exhibit 1 Annual Operating Expenses at 100% Occupancy
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The estimated cost of erecting a brick, concrete
and steel hotel, such as the one proposed, was
set at $2,300,000. After considerable investiga-
tion, Daniels set the estimated cost of furnishing
the hotel at $1,100,000. She judged that working
capital of $75,000 would be required in order to
operate the business. Further, since her estimate
of the profitability of the new hotel seemed to
warrant a venture into this expanded field of busi-
ness activity, she was certain that the required
capital could be raised.

Accordingly, Daniels met with her associates
in the Huron Motor Courts venture, to discuss the
establishment of the new business. It was decided,
in view of the degree of speculation involved in a
new venture of this kind, and also because of the
possibility of future expansion in the hotel busi-
ness, that the business should be established as an
independent corporate body with no financial con-
nection whatsoever to Huron Motor Courts, Inc.

Thus, the new company, to be known as the
Borders Hotel Corp., was to be incorporated as
a company to operate hotels. The head office
would be established on the property of Huron
Motor Courts, Inc. Daniels would become the
president and chairman of the board of directors.
The new company would have an authorized
share capital as follows:

8% Cumulative preferred 500,000 shares
shares par value $25

Common shares without 1,000,000 shares
par value

BHC FINANCING PROPOSALS

Considerable progress had been made in planning
operations. Daniels felt that attention must be
turned now to the matter of providing the perma-
nent capital, which had been previously estimated
at $4.5 million: working capital, $75,000; land
$975,000; building, $2,300,000; furnishings,
$1,100,000 and organization costs, $50,000.

Daniels foresaw the desirability of beginning
construction as quickly as possible, so that the
interior work could be completed in the winter.

It was anticipated that the new structure would
be completed in time for the 2002 peak season.
Since considerable time would be required to
raise the necessary capital, the five outside mem-
bers of the board and Daniels each invested
$25,000 and received 2,500 common shares.
This provided the funds to begin construction
immediately. The necessary arrangements were
completed and construction of the new hotel
commenced in September 2001.

As the next step in the financing, BHC would
enter into an agreement with Daniels to purchase
the land on which the hotel was to be built for
$975,000. Under the purchase agreement, BHC
contracted to give Daniels 97,500 shares of
common stock in consideration for this land.

To finance the furnishings, BHC would
negotiate a 10 per cent, five-year term loan of
$1,100,000 with the furnishings suppliers.
Blended annual payments of $290,160 were due
starting at the end of the first fiscal year.

After these three financing arrangements,
BHC had raised $2,225,000 with $2,275,000
still required. Daniels arranged preliminary dis-
cussions with her associates to decide the most
feasible method of raising the capital. She had
entertained the thought of a first mortgage on
the company’s real estate. The mortgage would
be for $2,275,000, 20-year term, at eight per
cent.1 The annual principal and interest blended
payments would be $231,000, with payments
due at the end of BHC’s fiscal year. However,
Daniels was concerned that the fixed payments
might prove too great a risk, with future earnings
prospects uncertain.

Daniels’ associates made a second proposal:
the sale of 24 units at $100,000 per unit with each
unit consisting of 10,000 common shares. Legal
and other expenses for the issue were expected to
be $125,000. Daniels was not enthusiastic about
the common stock proposal, as her proportion of
the profits would be substantially reduced.

A third proposal, which also involved units,
was presented. This time each unit consisted of
3,000 preferred shares and 2,500 common
shares. The units would sell for $100,000 with
legal and other costs of $125,000. There would
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be 24 units sold. The preferred shares would have
a par value of $25, a preferred dividend rate of
eight per cent and dividends would be cumula-
tive. These preferred shares would be redeemable
within the first five years of issue at $26 per
share. If dividends were passed for two conse-
cutive years, the preferred shares could elect a
majority of the board of directors.

After the development of the three propos-
als, the meeting adjourned. The directors asked

Daniels to investigate the three options and
report to the board with a recommendation at
a meeting scheduled via teleconference on
November 27.

NOTE

1. At this time, long treasury bonds were yielding
5.75 per cent.
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SIMEX INC.

Nancy Roberts

David C. Shaw
Copyright © 1996, Ivey Management Services Version: (A) 2002–12–02

Note: We relied heavily on an article published
in the Business Quarterly Magazine, Summer
1995 Issue, for some historical information
contained within this case. The article entitled
“From Venture Capitalist to Entrepreneur” was
written by Michael Needham.

INTRODUCTION

Michael Needham, president and CEO of SimEx
Inc., Geoff Cannon, director of sales and market-
ing, and Gerry Townsend, vice-president finance
& contracts, struggled with the concept of the
Mars Odyssey simulation and the various options
it presented as they prepared their proposal
to the Texas Development Corp (TDC). They
had to develop the specifics of the various
options in terms of required equipment, time to
view, amount of investment, aesthetics, etc. The
resources required to undertake the project, the
price to charge the public for the attraction,
the operating costs for the various options, and
the financial terms of the contract, all must be
included in the proposal presented to the TDC
for the “Astronaut Space Camp” centre, which

was scheduled to undergo renovations in the fall
of 1996.

The “Mars Odyssey” simulation was the most
ambitious project yet undertaken by SimEx, but
Michael, Geoff and Gerry were confident that
they could put together an attraction that would
generate an enthusiastic response from the public,
be a major drawing card for the theme park, and
provide an attractive return to the investors. Now
the task was to get their ideas focussed and their
presentation organized. Other competitors for
the “Astronaut Space Camp” would mount effec-
tive proposals and spectacular presentations; but
SimEx had the digital film of Mars developed
from the NASA Pathfinder Initiative’s film of the
planet ready to go, and the experience of other
simulated adventures to build their case. Michael,
Geoff and Gerry knew the “Mars Odyssey” simu-
lation was a compelling winner. Now they had
to convince the TDC. This project was central to
SimEx’s success and warranted close attention.
Michael, Geoff and Gerry decided to put together
a special team of people from all areas of the com-
pany to analyze the options available to SimEx.
This team was led by Allen Yamashita, Creative
Director of SimEx Digital Studios.
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MICHAEL NEEDHAM

Background

After graduating from the MBA Program at
the Western Business School in the late 1960s,
Michael Needham and an acquaintance formed
a venture capital firm called Helix Investments.
Together, they raised $10 million, which they
invested in a number of start-up companies in
return for minority equity positions. To quote
Michael, “The people and enterprises we
supported eventually built Mitel, Newbridge,
Corel Systems, Cast Containers, Hummingbird
Communications and GEAC Computers.”1

In 1982, Moses Znaimer, a former employee
of Helix, who was subsequently funded by Helix
to form CITY-TV, and his accountant Gerry
Townsend, a partner in a large public account-
ing firm, approached Helix with an idea. They
wanted to start a company that would build
attractions for the public that were similar to the
simulation training Znaimer received while
obtaining his pilot’s licence. Although the build-
ing of simulation attractions had been attempted
by others with little success, Helix was impressed
by Znaimer’s enthusiasm and creativity, not
to mention his success with CITY-TV. Thus, in
1983, Helix formed a company called Interactive
Entertainment Inc. (IEI). Michael retained his
position as president of Helix and also became
vice-chairman of IEI. Moses became chairman
of IEI on a part-time basis and Gerry joined IEI
on a full-time basis as chief operating officer.
Their first installation was called “Tour of the
Universe®,” located in the CN Tower in Toronto.
This attraction opened in 1986 at a total cost of
$15 million, $7 million over budget. Although the
attraction was successful and profitable, its inher-
ent operating weaknesses proved to be too great
and after six years, it was sold to CN by Helix.

RAPID GROWTH

The period from 1983 to 1990 was one of rapid
growth for IEI, particularly in Japan. The first
Japanese attraction opened in 1988 at the

Shikoku EXPO and was successful. Thereafter,
attractions in Japan were constructed on a joint-
venture basis with a company called “Saison
Group.” A member of an influential Japanese
family, known to IEI through Helix, owned
Saison Group. Saison Group helped IEI establish
credibility in the Japanese market. IEI also diver-
sified into live theatre and video productions in
North America.

The rapid growth and diversification caused
an ongoing cash shortage, and forced Helix to
take a closer look at the management of the com-
pany. Clearly, a full-time CEO was warranted. As
Michael explained,

In 1989, I was given the task of finding a CEO. I
could not find anyone in Canada who had the kind
of experience we needed in film and simulation
attractions, and people in the United States were
too expensive. I ended up managing the company
myself while still serving as president of Helix.
After a year, I offered to buy the simulated attrac-
tion assets of IEI from Helix. I thought if I had the
film library and the ongoing attractions and if
I focused the business on providing simulated
experiences, I could make a go of it. Helix agreed.2

In 1991, Michael formed SimEx Inc. to buy
the assets of IEI. Gerry Townsend, one of several
management shareholders in the new company,
stayed on with Michael as vice-president respon-
sible for administration, contracts and project
management.

GEOFF CANNON

As part of the transition, Michael convinced a
good friend, Geoff Cannon, to join SimEx as the
director of marketing. Geoff had operated his
own marketing, publishing and advertising com-
pany. He was aware of the financial difficulties
IEI had encountered and was reluctant at first to
join. He agreed to work as a consultant on a part-
time basis. After one year with this part-time
arrangement, Geoff sold his company and joined
SimEx full-time as the Director of Sales and
Marketing, working out of the Toronto Head
Office. According to Geoff,
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I scouted opportunities. Who did we want to go
after, what types of things did we want to do, and
what did we need in terms of materials to make that
happen? How could we get the message across and
how could we position ourselves so that we ulti-
mately provided the client with the solutions they
were looking for?

We discovered that the battles were won or lost
with software. That’s what it was all about, not so
much the hardware. What mattered was what you
put on the screen, being able to create enough of it,
and having enough places where you could actu-
ally show it to get a return on your investment.

By shifting the focus of the company from one
that was always geared around the simulator hard-
ware to one that concentrated on a much more
macro scale of delivering attractions, SimEx
became a technology leader in the industry and
improved its financial stability. However, major
capital expenditures were still made cautiously as
a several million dollar loss could be calamitous.

THE ATTRACTIONS

Each SimEx film was an entertaining adventure
anchored to a science event or phenomenon. Each
adventure had a quest. SimEx strove to design an
environment that stimulated learning and set the
conditions for critical thinking and insight, always
working for a skillful balance between infor-
mation and entertainment. Ideas were researched
with science advisors and authorities in the field,
and were co-written with educators using tradi-
tional story structure—Prologue, Act 1, Act 2 and
Epilogue. Refer to Exhibit 1.

SimEx built many simulator attractions for
educational facilities. SimEx also built simulator
attractions for amusement parks and EXPOs. The
attractions integrated the simulators with show
sets and video and audio programs. The motion
systems were synchronized with special format
simulator films by motion programming systems.
These electrically powered motion systems
(based on aircraft simulator technology) were
available in sizes from four seats to 50 seats.

SIMULATORS

SimEx offered two types of simulators: a closed
cabin simulator and an open platform simulator.

In the open platform simulator design, visitors
were seated on a platform that was installed in
front of the screen. In this scenario, only the plat-
form moved. Screen sizes varied to fit the limita-
tions of each theatre. They could be either flat or
curved and as large as 25 feet by 50 feet. If the
theatre was dome-shaped, the screen could be
larger still and actually extend over the viewers’
head. Refer to Exhibit 2.

In the closed cabin simulator design, the screen
comprised the cabin interior and so it moved with
the simulator. The screen was curved, 15 feet by
seven feet in size, and completely filled the view-
ers’ vision. A digital laser-based sound system
with 11 speakers encompassed the entire theatre,
adding to the sense of realism and completing the
package. Refer to Exhibit 3.

Similar attractions familiar to most people
were rides like “Body Wars” and “Star Tours” or
the “Back to the Future” ride at Universal Studios.

ACTUATORS

An actuator was the machinery below the plat-
form or cabin floor that enabled the cabin flight
simulators to move in all directions. IEI had used
hydraulic actuators because they were the best
then available. But, Michael had changed motion
system suppliers when he formed SimEx. The
new actuators were purchased from a company
called MOOG. MOOG supplied the TVC (thrust
vector control) hydraulic actuators for NASA’s
space shuttle and brake actuators for the Shuttle
Orbiter. In the early 1980s, MOOG initiated
development of an electric replacement for the
Shuttle main engine TVC actuator. The new
thrusts were more than four times that of the best
hydraulic actuators on the market. A great deal
of engineering development was required to
enable MOOG electric actuators to meet NASA’s
requirements. Marshall Space Flight Centre
worked with MOOG to develop the necessary
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• Creates anticipation
Begins the illusion

• Outlines graphically
the evidence behind
the science
speculation

• Sets up the premise
for the quest

• Provides background
for the science

• Outlines the series of
events for the journey

• Builds anticipation
• Sets the stage for

surprises
• Introduces characters,

time and places

• Set out on the journey
• Experience unique

places, times and
events

• Engage the quest
• Overcome crises

• Explore the science
behind the film

• Interactive learning
experiences

• A variety of individual
or small group
experiences

Planning and Financing the Venture • 135

EPILOGUE

INTERACTIVE
LEARNING

ACT 2

SIMULATION
FILM

ACT 1

PRE-SHOW

PROLOGUE

QUEUE

Exhibit 1 Story Outline
Source: Company Files.
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Product Description

Four degrees of freedom, electric motion simulator in an open configuration with off board projection system
and screen. Ideal for large format or dome film projection.

Features

• Average up-time 99.4 per cent
• Flight quality motion system
• Transportable
• Space efficient
• Multiple films/reprogrammable in 30 seconds
• Multiple platforms can be configured around single theatre screen

Seating Capacity Cost ($US)

• 42 seats providing up to 504 people/hour capacity $1,000,000

Exhibit 2 Simex Open Platform Electric Simulators
Source: Company Files.
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Product Description

Four degrees of freedom, electric motion simulator with enclosed cabin theatre and built-in screen for a thoroughly
immersive experience.

Cabin

A fireproof, lightweight, vibration free structure constructed of rigid honeycomb laminate.

Standard themed cabin interior.

Features

• Average up-time 99.6 per cent
• Flight quality motion system
• Transportable
• Space efficient
• Multiple films/reprogrammable in 30 seconds

Seating Capacity Cost ($US)

• 36 seats providing up to 432 people/hour capacity $1,100,000

Exhibit 3 Simex Closed Cabin Electric Simlulators
Source: Company Files.
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technology. In 1990, when the electric unit was
complete, MOOG partnered with SimEx as a
means to obtain commercial applications for this
product, and now SimEx offered only MOOG
electric simulators.

SimEx had exclusive rights to MOOG’s elec-
tric motion systems for the attractions industry
and was the only company offering an electric
simulator. The electrically actuated motion sys-
tem was capable of manipulating a load of up to
15,000 pounds in four degrees of freedom: roll,
pitch, vertical heave and longitudinal surge; or six
degrees of freedom: roll, pitch, vertical heave, lon-
gitudinal surge, yaw and sway. SimEx believed its
large capacity four degrees of freedom model was
its best product. Refer to Exhibit 4 for a compari-
son of hydraulic and electric simulators.

SIMEX DIGITAL STUDIOS

SimEx Digital Studios was a fully equipped,
state-of-the-art computer graphics facility which
employed 18 people. The centre was led by Allen
Yamashita, Creative Director, who had 17 years
of experience in film making and was considered
to be an expert in the production of special format
simulation films. In fact, Allen had been recog-
nized by American Cinematographer as one of
the most innovative film makers in the industry.
He had produced several large format films
including two for World EXPOs. Allen super-
vised a team of world class animators and film
makers, among them, Richard Yuricich, a three-
time Academy Award nominee for “Star Trek,”
“Close Encounters of the Third Kind” and “Blade
Runner.” The studio had the capability of produc-
ing two five minute simulator films per year.

DIGITAL FILMING

Most SimEx films, up to this point, had not
been digital. “Mars Odyssey” was the first one.
Digital filming meant that everything was done
on the computer instead of having a camera
and shooting a model or shooting a live action.
Images were created in digital format and then

transferred into film format. There were no
cameras.

Not every film had to be done digitally. Some-
times it didn’t make sense. If the adventure
involved live action, like taking a trip down the
Amazon River, it was more cost effective to
do that with real film. However, if the adventure
involved space travel or elements that were
extinct or futuristic, digital filming offered many
advantages. Once the image was stored in a data
base, it could be manipulated to complete differ-
ent moves very easily and stored for use in future
adaptations to achieve economies of scale.

High quality digital filming was very time-
consuming. If you amortized the total length
of production with the finished film length, it
amounted to one to two seconds per day of final
material. Frequently the two formats were mixed,
as with the production of “Who Framed Roger
Rabbit” or “Jurassic Park.” A typical SimEx film
would be between four-and-one-half minutes and
five minutes in length when completed.

THE CONSUMER

As a science interpretation medium, simulation
appealed to a youthful audience who quickly
adapted to a high tech entertaining experience.
They were computer literate and preferred fast-
paced stimulating encounters. SimEx met these
needs by creating a science-grounded simula-
tion experience. It used large format images to
create places and times that were impossible, yet
believable.

THE MARKET

The interactive media market was estimated at
$10 billion. Traditionally, this business devel-
oped around destination attractions, educational
facilities and theme parks, places like Science
Centres, EXPOs, Disneyland and Universal or
MGM Studios. Now there was a huge move
toward “family entertainment centres” (FECs)
and “location-based entertainment” (LBEs).
Geoff explained,

138 • CASES IN ENTREPRENEURSHIP

03-Morse-4695.qxd  5/3/2005  2:47 PM  Page 138



Planning and Financing the Venture • 139

For similar large
capacity simulators,
here’s how the two
systems compare.

Performance

Durability

Reliability

Maintenance
(Costs/Frequency)

Installation

Operating Costs

Support Services
(ex. Pump Rm)

Flammable Fluids

Digital Motion

Dedicated Engineering
Staff

Electric

Excellent

Excellent

Excellent

Excellent

Simple

Low

None

None

Yes

None

Hydraulic

Excellent

Very Good

Very Good

Good

Complex

High

Various

Yes

No

Usually

Exhibit 4 Comparison of Hydraulic and Electric Actuators
Source: Company Files.
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Large screen theatres and multiplex cinemas are
being located where local crowds or tourists gather.
The landlords are searching for other forms of enter-
tainment to add to that mix. Simulation and virtual
reality are components that have an application in
these areas.

Recently SimEx had introduced a new
attraction concept it called “Virtual Voyages”
(VV). By offering its VV packages, SimEx could
change each experience with minimal effort.
Unlike attractions that simply changed the film,
like IMAX theatres, VV packages included the
software to change the movie, the pre-show, and
the motion movements with the touch of a but-
ton. Each SimEx simulator theatre could hold
up to three software programs at any one time.
This flexibility was of key importance for any
place that was concerned with repeat visitors.
Previously, simulator attractions were single-
themed attractions often located in major theme
parks, e.g., “Back to the Future.” At these major
theme parks, visitors returned every three to four
years on average, and did not object to the attrac-
tion being unchanged. Theme parks were not a
large market for SimEx.

THE ATTRACTIONS

Generally, SimEx did not become involved in the
construction of premises to house its attractions.
Usually SimEx asked for attraction-ready space
and installed a turn-key attraction into it. For
example, at Ontario Place, SimEx utilized two
existing silos located at the west end of the
park, that formerly housed the Northern Ontario
Exhibit. On a joint venture basis, SimEx installed
a futuristic attraction called “Sea Trek®.” Refer to
Exhibit 5 for a schematic sketch of the Sea Trek®

layout at Ontario Place.

SEA TREK

At Ontario Place, the silos were painted and
themed to look like a deep sea submarine base.
After purchasing their tickets, the customers
entered “the suiting bay.” Although themed

consistently with the prologue in a story, its real
function was to operate as a queue line. People
saw diving suits and tanks and lockers; water
bubbling through pipes and other show sets that
indicated they were in a deep sea submarine base
and under water. The queue area could hold up
to three audience groups. Since Sea Trek® was a
30 seat simulator, this meant roughly 90 people.

In the Sea Trek® adventure, customers met the
“Ocean Rangers” by video monitor. The Ocean
Rangers had a mandate to protect the oceans
against pirates and polluters. There was Keith, an
Australian deep sea diver; Mike, the Canadian
technical specialist in his hockey sweater; and
Sarah, an American scientist, who liked practic-
ing her trombone too much.

The Pre-Show

Every seven minutes or so, 30 customers
moved from the queue line to the Pre-show (Act
1). They were met by a small robot named Sonar,
the maintenance boss of the base, who served as
the host of the pre-show, which was about five
minutes in length. During Sonar’s briefing an
emergency arises. Geoff explained,

Lisa, one of the Ocean Rangers, is out looking for
treasure and has found a sunken galleon. But uh-oh!
A pirate had arrived on the scene and captured her.
We now have to go and save her.

The Submarine Ride

At this point, visitors entered the simulator.
The simulation experience was five minutes
in length and equated to Act 2 in the process.
When loading and unloading time was taken
into account, approximately seven-and-one-half
minutes were taken up in the submarine trip. The
numbers were critical to designing an attraction,
because this business was capacity limited. There
were finite levels.

The Epilogue (Post-Show)

As visitors exited the simulation ride they
passed through interactive exhibits that used
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material presented in Acts 1 and 2. If souvenirs
and printed materials were available, they were
placed in this area. In the case of “Sea Trek®,”
the existing structure at Ontario Place did not
permit such an area; thus, a free standing struc-
ture called the “Sea Trek® Boutique” was built
beside the exit doors.

At Ontario Place, SimEx was provided with
the shell, the heating, ventilation and air con-
ditioning (H-Vac) and the power requirements
based on the specs given by SimEx. Everything

else—the interior theming, the monitors, the
simulator, the pre-show and the animatron—was
designed and installed by SimEx which essen-
tially made “Sea Trek®” a turn-key attraction.

REVENUE NEGOTIATIONS

No two deals were the same. Sometimes SimEx
just sold or leased the simulator hardware for an
attraction. Sometimes, SimEx simply provided the
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Sea Trek is a thrilling underwater adventure that
combines multi-media technology, animatronics,
video programs and a large format special effects
film with an electric motion simulator

1. Sea Trek Exterior
2. Suiting Bay
3. Transition Corridor
4. Sonar Pre-Show
5. Submarine Ride

Exhibit 5 Attraction Layout Sea Trek
Source: Company Files.
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film and accepted a rental payment. Sometimes
another group made the film and provided the
theming and SimEx simply provided the motion
platforms and projectors.

Sometimes SimEx acted as a supplier and
sometimes as a joint-venture partner. As a typical
example of a joint venture, SimEx had just com-
pleted negotiations to install a Sea Trek® attraction
in Lisbon. The park managers in Lisbon were
providing the land and the building. SimEx had
to make the space attraction-ready and install the
Sea Trek® attraction, an investment of about US$2
million. A joint-venture company was formed to
operate the attraction. All proceeds after operating
expenses of about $300,000 per year were to be
split on a 70/30 basis with the larger share going
to SimEx. The only cost included in the operating
expenses that was allocated to one of the partners
was a $150,000 fee per year, to SimEx, for the
software rental. About 300,000 visitors were
expected to pay an average of $4.00 (U.S. equiva-
lent) at the Lisbon attraction. This type of arrange-
ment was fairly typical.

THE COMPETITION

When SimEx first started under the name of
“Interactive Entertainment,” there were no com-
petitors. SimEx pioneered this industry. Now
three firms—Iwerks, Showscan and Bigscreen—
shared the field with SimEx. For the most part,
when people thought of the simulation attraction
business, these three names, not SimEx, came to
mind. As Michael commented,

We started the simulation attraction industry and
we should own it. But we do not. We share it with
three U.S. companies, all of whom got their start
from a connection with us and now all are larger
than SimEx. When we started in 1983, we had all
the money we needed, a considerable amount of
expertise and excellent connections. That is not
usual for most start-ups. Nevertheless, despite the
rich-kid advantages we had, the company is not
anywhere near where it should be. We lost six
years of management energy and a substantial

amount of money on a diversification strategy that
diluted our efforts and which eventually went sour.
We should have changed strategies much earlier
than we did.3

What SimEx needed was a blockbuster
attraction in a really good location. Given
that Bigscreen already had a large screen theatre
located in the “Astronaut Space Camp,” Michael
felt certain that Bigscreen would be presenting
a proposal to the TDC. Although Bigscreen
had the financial capabilities to build a simu-
lated attraction, Bigscreen did not have “Mars
Odyssey.” “Mars Odyssey” was an exceptional
production. No other competitor in the market
today had a film that could compete with this
one. This was the chance to truly cement SimEx
as a formidable competitor, and the renovation of
the “Astronaut Space Camp” centre was ideal.

THE NEW ATTRACTION

“Mars Odyssey”

“Mars Odyssey” was originally designed for
the World City Exposition scheduled to open
in Tokyo in 1996. The budget for the film had
been $4 million. SimEx hoped to place “Mars
Odyssey” at eight other locations over the next
five years and in each case secure a three-year
film rental agreement.

“Mars Odyssey” was a high quality, computer
graphics, digital effects film. The story was about
Man pushing space exploration to Mars and
completing NASA’s Pathfinder Initiative in 2100
A.D. The space colony on Mars had depleted its
energy resources and was facing a life threatening
“energy down” situation. An energy transporter
rescue mission, manned by Wattohm, a robotic
space pilot, had been organized to try to save the
colony. Refer to Exhibit 6. Wattohm was given
the dangerous mission of transporting the “new
energy source” to Mars. We, the visitors, were
allowed to accompany the rescuers. The visitors
left for their mission from a space station on
earth. Refer to Exhibit 7. The buildings in the
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Exhibit 6 Wattohm
Source: Company Files.

Exhibit 7 Layout of the Space Station on Earth
Source: Company Files.
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background behind the space station on earth
were Neo Tokyo.

The “Mars Odyssey” script was written by
SimEx in conjunction with NASA and Jet
Propulsion Laboratories (JPL) Scientists. For the
surface of Mars, SimEx took JPL photos from
NASA’s Space Probe and copied these onto a
computer. They removed the distortion, mapped
these photos into the system, and added texture
and colour to create the surface of Mars. SimEx
had mapped from latitude 40 North to latitude 40
South, all the way around Mars using exact JPL
photos.

THE ASTRONAUT SPACE CAMP CENTRE

The “Astronaut Space Camp” centre was located
within close proximity to the Houston Air Force
Base and was affiliated with NASA. The TDC
and NASA collaborated on the attractions and
centre design, with final approval resting with
NASA; however, the TDC alone managed the
centre. Management of the centre came open
for tenders every 10 years. The TDC had just
recently won the bid and would be in charge of
the centre for the next 10 years.

The TDC was a very large profitable company
that managed food and beverage concessions at
international airports and stadiums. The TDC
was expanding and had just closed a deal to man-
age a famous national park in the United States
and now, the “Astronaut Space Camp.” The TDC
was an expert in the management of food and
beverage concessions but knew very little at this
stage about the management of attractions.

Within the centre there was a large display of
rockets and exhibits of space gear, a gift shop, a
Bigscreen theatre, an art gallery and several eating
establishments. Patrons could either walk through
the exhibits or could take bus tours of the various
NASA facilities. There were few other attractions
at the centre and no major attractions within close
proximity to draw tourists. Over the past few
years, attendance at the park had been dropping.
Current park attendance was approximately
1.8 million, down from 2.8 million in 1990.

Roughly 80 per cent of all visitors to the park
took the bus tour. Thus, the TDC and NASA hired
an economic research group to survey individuals
on the bus as a means to identify the park’s mar-
ket. The surveys were conducted at four different
times throughout the year. Combining the results
revealed the following:

• Roughly 50 per cent of all visitors were families.
• 75 per cent were first time visitors.
• 85 to 95 per cent of all visitors were tourists,

a high proportion of which had visited major
theme parks and popular tourists attractions,
and had a sophisticated basis of comparison.

• The average visit ranged between three to six
hours.

NASA wanted to put excitement back into
space travel, to recapture the feeling the public
had when man first walked on the moon. To this
end, the survey asked respondents to identify their
favourite subject for future exhibits and shows.
Forty-six per cent were interested in future explo-
ration, 43 per cent in the space shuttle and 36 per
cent in life as an astronaut. Clearly, the public’s
interest deviated from the park’s existing theme,
which focussed on what NASA had accomplished
in the past. Therefore, the TDC and NASA decided
the park needed to be renovated.

The objective was to create a first class tourist
attraction, one that would be suitable for Heads
of State and other dignitaries to visit. That meant
that any new attractions must be spectacular
enough to actually draw visitors to the centre,
and priced accordingly so that visitors would pay
to view the attraction and the investors would
receive a reasonable return. There also had to be
a sufficient range of activities for each age group.
The TDC hoped the renovations would increase
existing attendance by one-third.

THE ATTRACTION

Michael, Geoff and Gerry were aware that they
would have to convince the TDC to consider a
simulated attraction. Unlike the people at NASA,
the TDC did not understand what simulation was
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all about: how it worked, how it fit in, and how
it benefitted them. There was an education pro-
cess involved. The TDC would be concerned with
lengthening the time visitors remained at the park.
The longer the visitors stayed, the more they
would spend on food, beverages and souvenirs.

Michael intended to present the TDC with
some recent studies. These studies indicated that
the way to increase park attendance, ticket prices
and per capita spending was to periodically add a
blockbuster attraction that acted as a “showcase”
for the centre. Today’s most popular “showcases”
at many theme parks were simulated attrac-
tions. Given that any new attraction for the centre
would have to be endorsed by NASA, SimEx
intended to stress that simulation and flight
simulators were fundamental to the training of
a NASA astronaut, and that SimEx had worked
with NASA in the past.

In his attraction, Michael wanted to include
the following:*

• Present a vision of future Earth, Mars and space
exploration that was exciting, uplifting and tan-
gible, and to accomplish this in a dynamic
manner.

• Present a vision about how the current NASA
space exploration initiative called Pathfinder
was important and what it could result in 100
years in the future.

• Present a vision of how the current and near
future endeavours of the Space Station, Earth to
Orbit Transportation, Life Sciences Research,
and Robotic Precursor Missions would enable
Man to eventually colonize Mars.

SIMEX OPTIONS

SimEx management envisioned two possible
attractions. The first “Blockbuster” option would
require the construction of a large dome-shaped
building. Michael envisioned an 8,000 to 10,000
square foot, four storey facility which could
hold three 42-seat open platform units plus 24

non-motion seats. Given the importance of this
project, SimEx was prepared to design, finance
and build the facilities to house the attraction,
as well as to install and operate it. SimEx would
expect the TDC to provide the building and basic
facilities. SimEx would collaborate with the
TDC on marketing, ticketing and attraction pro-
gramming. As compensation, SimEx would offer
the TDC a percentage of revenues.

Michael expected at least 50 per cent of the
visitors to the “Astronaut Space Camp” centre to
visit SimEx’s attraction. The story line or possible
dialogue for each segment of the “Blockbuster”
attraction was outlined as follows:*

• Prologue/Queuing Area
Mars, long an object of fascination in both

science and science fiction. With humour and
insight, the prologue examines popular entertain-
ment media from the writing of Jules Verne and
H. G. Wells to films of the last 50 years. Russian
and American scientific exploration of the
planet decades ago and the current NASA Path-
finder series of satellites, probes and rovers are
highlighted.

• Act 1/Preshow
The year is 2100. One hundred years ago,

America set the goal for all of humanity with
the Pathfinder Initiative, a program to identify
and develop the necessary technologies to live
and work in space and on other worlds. We are
members of a delegation from Earth to the Mars
colony to celebrate the end of that bold era of
human advancement and enter a new one.

Our companion craft will be delivering the
trigger device for a new energy source for
the colony. We will witness that event and par-
ticipate in the conference on exploration of the
stars.

A report of a meteor shower that will hit the
planet in the next 24 hours underlines the risk of
space travel. We are cautioned that while travel
to Mars has become routine, it is still a dangerous
journey.
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• Act 2/Ride film
Visitors would view the “Mars Odyssey” film.

The beginning and the ending of the “Mars
Odyssey” film would be amended so that space
station earth would be located in the same city
as the space ride attraction. In this case, space
station earth would be located in Houston.

• Epilogue/Interactive Learning
A possible post-show could include interactive

monitors where the visitors could dial up infor-
mation that was interesting in relation to the film
they had just viewed; or how simulation worked;
or how the special effects were produced. Another
option would be to highlight information about
NASA and space projects.

Michael felt that a “Blockbuster” dome SimEx
theatre would be best for the centre. There was no
doubt that such a “Blockbuster” attraction would
help keep people at the “Astronaut Space Camp”
centre longer and justify a higher general admis-
sion price. However, questions remained: would
it attract new visitors to the centre, and was it too
similar to the space film experience at the centre’s
Bigscreen theatre to attract enough visitors? The
anticipated cost for the SimEx “Blockbuster”
attraction, not including the cost of the “Mars
Odyssey” film, was approximately US$12 mil-
lion. This figure included an additional $500,000
in software development to adapt the “Mars
Odyssey” film to a dome theatre.

SimEx considered another option. A some-
what less expensive means of utilizing “Mars
Odyssey” was to avoid the construction of a
large, custom-made dome structure and make
use of an existing 5,000 square foot building on
the TDC site. Not big enough for a domed the-
atre, it did have a 20 foot ceiling height which
would allow SimEx to install separate 36-seat,
closed cabin simulators. Based on current atten-
dance, SimEx envisioned using three closed
cabin simulators to demonstrate astronaut train-
ing and the experience of future space travel.

There would be an area that provided a
“walking on Mars” experience; a pre-show that
used interactive techniques to demonstrate the
development of space travel; and a post-show
that explored interactively the reason why people

found space and space fiction fascinating and
why far-fetched theories had a habit of becom-
ing reality. Although SimEx planned to initially
use the film “Mars Odyssey,” it had two other
high quality space simulation films—“Jove’s
Hammer” and “Destination Jupiter”—that would
also work well under this scenario. “Jove’s
Hammer” was produced in 1996 at a cost of $1
million and “Destination Jupiter” was produced
in 1984 at a cost of $2 million.

Making use of the closed cabin simulators cer-
tainly offered an entirely different experience to
the Bigscreen theatre, however, the three closed
cabins provided less capacity than the dome the-
atre. SimEx felt that this attraction would have
to be priced lower than the “Blockbuster” attrac-
tion. SimEx’s cost for supplying this option was
approximately US$8 million.

Refer to Exhibits 8 and 9 for an estimation of
expenses for both options.

BIGSCREEN OPTIONS

Given there was already a traditional Bigscreen
theatre in the “Astronaut Space Camp” centre,
Bigscreen had a vested interest in the changes
that were taking place. It seemed only logical that
Bigscreen would resist SimEx’s proposal and/or
make a counter proposal. As Geoff remarked,

The existing Bigscreen theatre is a typical large
format theatre. It’s not a ride or an experience, just
a movie. Mind you it’s a spectacular image, and
the space/astronaut story is emotive, but it’s still
just a movie.

It was possible that Bigscreen would propose
to build a three dimensional (3-D) large format
theatre. A 3-D theatre could have a large flat
screen that would cost approximately US$15
million to construct, or a dome screen that would
cost US$20 million. Although Bigscreen had a
number of 3-D films in its library, only one had
a space theme and it was not really suitable
to show at the “Astronaut Space Camp” centre.
Therefore, Bigscreen would have to create one or
more films at the cost of $6.0 million each for
a flat screen and $10 million each for a dome
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screen. The average ticket price for a traditional
Bigscreen film was US$7 per person. For a 3-D
film the cost rose to US$10 per person.

The second option for Bigscreen was to con-
struct a simulation experience. Bigscreen had
just entered the simulation attraction business.
The type of simulators Bigscreen used in their
attractions only seated 18 people and each cost

the same as one of SimEx’s 36 seat cabins or one
of SimEx’s 42 seat open simulators. Michael felt
Bigscreen would propose this option but it would
be an expensive option given the number of
Bigscreen simulators required to handle the
expected attendance.

All Bigscreen films were filmed with a 70 mm
film with 15 perforations per inch, versus
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Exhibit 8 Estimated Costs for SimEx Options (in U.S. Dollars)
Source: Company Files.

Simulators: Dome Building Existing Structure

*Cost of three 42 Seat Open Platform
Simulators and 24 non-motion seats: $3,000,000

*Cost of three 36 seat Closed Platform Simulators: $3,300,000

*(Includes: Motion system and related motion equipment,
seats, deck, platform walls & gates, theming, projection
system, lens design and production, theatre lighting, audio
system, show control, assembly and testing in Toronto,
freight insurance and packing, local services and
installation.)

Facility Related Cost: (sub contracted)

Building/Dome incl. Screen $3,834,000 Supplied by TDC
Internal Partition Construction/Acoustics $777,000 $850,000
HVAC distribution/electric etc. $389,000 $350,000

Total Facility/Dome related costs $5,000,000 $1,200,000

Theming Cost of Pre-show; Film Adaptation,
Post-Show and Facade:

Hardware systems, sets, queue theming and facade
fully installed:
Pre-show $708,000 $708,000
Post-show $708,000 $708,000
Construction $472,000 $472,000
Lighting/Audio $118,000 $118,000
Engineering Drawings, Documents and Approval Support $36,000 $36,000
Spare Parts $88,000 $88,000
Software Development $1,870,000 $1,370,000

Total Pre-show and Facade Costs $ 4,000,000 $ 3,500,000

Grand Totals:

Motion Platforms $3,000,000 $3,300,000
Facility Related Costs $5,000,000 $1,200,000
Theming Cost of Pre-show, Post-Show and Facade $4,000,000 $3,500,000

Grand Totals $12,000,000 $ 8,000,000
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SimEx’s 70 mm film with five perforations per
inch, which was less costly and a more suitable
format for simulator attractions. Michael knew
that Bigscreen did not have any films in the
15 mm format that were suitable for showing at
the “Astronaut Space Camp” centre but that they
could propose to make one.

THE PROPOSAL

There was a large difference in cost in the various
options open to the TDC and each represented a
totally different experience. SimEx believed it

would have to make astronaut training by simu-
lator a big part of the presentation. The TDC
would be looking at the capital cost to them of
each attraction, the revenue split and how long
it would take to realize payback and profits.
Generally, a larger share of revenues went to
the party that financed the capital expenditures.
When the capital expenditures were recovered,
the revenue split was often renegotiated.

Audience cannibalization was also important.
What was the expenditure threshold of the aver-
age visitor? How many attractions could each
visitor afford without compromising the amount
spent on other park items more profitable to the
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Average Operating Hours:

Number of Operating Hours Per Day 10
(10:00 a.m. to 8:00 p.m.)

Number of operating days per year 360

Current Park Attendance: # days # visitors

Poor attendance 129 2,500
Average attendance 173 5,000
Good attendance 34 8,750
Very good attendance 24 12,500

Dome Option:

Proposed Average Net Ticket Price (not incl. sales tax): Price Attendance Ratio

Adults (13 years and older) $6.00 56%
Children (3 to 12 years old) $4.00 14%
Groups $4.00 30%

Hourly Capacity: 8 shows per hour

Operating Expenses: $500,000

Closed Cabin Option:

Proposed Average Net Ticket Price (not incl. sales tax): Price Attendance Ratio

Adults (13 years and older) $5.00 56%
Children (3 to 12 years old) $3.50 14%
Groups $3.50 30%

Hourly Capacity: 7 shows per hour

Operating Expenses: $400,000

Exhibit 9 Revenue Assumptions for SimEx Options (US$)
Source: Company Files.
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TDC? How long was the average visitor willing
to stay at the centre? Could they fit in all the
attractions? These were the types of issues
Michael anticipated having to deal with.

The proposal to the TDC was scheduled for
two months from today. That meant Allen and his
team had six weeks to prepare their presentation
to Michael, Geoff and Gerry. The presentation
needed to include the following:

• a recommendation as to which option to choose,
if any, and why

• a detailed explanation of the attraction chosen
including concepts and theming for each
segment: Prologue, Act 1, Act 2, Epilogue

• the resources required to undertake the suggested
project

• an estimate of associated costs for equipment
requirements and operating expenses

• the price to charge the public and capacity
limitations

• a revenue-sharing agreement between SimEx
and the TDC

• a determination of the cash flows in time and
the value of the project

• a payback component for SimEx investors
• an exploration of the risks, financial and other-

wise, to SimEx
• an examination of Bigscreen’s likely response

and SimEx’s counter moves

As the parts of the presentation started to
come together and everyone in the company had
an opportunity to see the film and experience
the thrill of space, the tensions grew and the

excitement level increased dramatically. Everyone
remembered Michael’s vision:

I want each element of the attraction to knit together
to provide an unforgettable experience. That means
richly themed queue lines; interactive pre-shows
that allow visitors to actively participate in learning
about space; a climactic simulated space adventure
and interactive post-show learning activities.

The date when Allen and his team presented
their ideas to Michael, Geoff and Gerry, June 10,
1996, loomed large in everyone’s minds. On
Friday June 21, Michael, Geoff and Gerry would
make the pitch to the TDC. While negotiations
would continue beyond that date if the reception
was positive, a negative reaction would kill the
project and destroy a lot of high hopes. The pro-
posal to the TDC was a key success factor for
SimEx. Not only did management have to decide
which option to present; they had to decide the
financial and operational details of the proposal.

NOTES

1. Michael Needham, “From Venture Capitalist to
Entrepreneur,” Business Quarterly Magazine, Summer
1995, p. 77.

2. Michael Needham, “From Venture Capitalist to
Entrepreneur,” Business Quarterly Magazine, Summer
1995, p. 79.

3. Michael Needham, “From Venture Capitalist to
Entrepreneur,” Business Quarterly Magazine, Summer
1995, p. 81.
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EXTREME PACKET DEVICES (A)

Adrian Ryans
Copyright © 2001, Ivey Management Services Version: (A) 2001–07–12

INTRODUCTION

In October 1999, Bruce Gregory, the recently
appointed president and chief executive officer
(CEO) of Extreme Packet Devices (Extreme),

was reviewing the business plan the company
had just completed. Gregory viewed this plan
as a critical document, since it would guide the
company’s actions over the coming months and
would be the key document as Extreme raised
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additional funds. Gregory wanted the plan to be
ambitious and have a clear vision so that it would
capture the imagination of employees, customers
and financial supporters, while at the same time
providing a disciplined road map for the organi-
zation and benchmarks for the venture capitalists
funding the company.

THE FOUNDING OF

EXTREME PACKET DEVICES

Mark Janoska, Albert Heller and Henry Chow,
three engineers from Newbridge Networks, and
Mark Waite, from Toshiba America Electronic
Components, had founded Extreme in late March
1999. Janoska, Heller and Chow had worked in
the next-generation switch group at Newbridge,
a large Canadian supplier of telecommunica-
tions equipment. All three men had resigned
from Newbridge in February 1999. The founders
recognized that many large technology-based
companies were increasingly acquiring technol-
ogy from external suppliers, rather that relying on
internal research and development groups. This
helped the large companies respond to increasing
time-to-market pressures. The group thought that
the technology area they were working in at
Newbridge might represent an area where some
companies would be willing to buy solutions
from an external supplier. At the time that they
resigned from Newbridge, they had not selected
the specific opportunity they would pursue.

Once the trio’s departure from Newbridge
had been confirmed, Terry Matthews, the founder
and chairman of Newbridge Networks, decided
to back them. He put the founders in touch with
Tom Valis, a partner at Celtic House Inter-
national, Matthews’ personal venture capital firm.
Debbie Weinstein, an Ottawa lawyer, introduced
them to Dave Furneaux, a partner in Furneaux &
Company, a Massachusetts-based venture capital
firm.

By May 1999, the founders had been success-
ful in raising Cdn$3 million1 of seed funding
from the two venture capital firms and from
some individual investors. With Matthews’

connections, the fledgling company was able
to lease space in Kanata Research Park in the
Ottawa, Canada, area (there was a severe short-
age of high-quality office space in the area in
1999), and Extreme moved from Albert Heller’s
basement to the new space in June 1999.

THE OPPORTUNITY

In the late 1990s, the global telecommunications
industry was experiencing tremendous growth as
a result of the bandwidth explosion (about 200
per cent per year) that had been created by the
growth of e-commerce, Internet services, enter-
tainment and the deregulation of the industry.
This growth had brought many new communica-
tions carriers into the industry. Almost all the
growth in demand was the result of growth in
data traffic, rather than in voice traffic. This
growth, plus the future anticipated growth, had
led to the development of high-capacity, long-
haul optical networks for carrying data traffic
across continents and oceans. In 1999, the highest
capacity “pipes” were OC-192 systems, which
were able to carry 10 billion bits (or gigabits)
of information per second. The capacity of
these pipes could be increased by an approach
called Dense Wavelength Division Multiplex-
ing (DWDM), which enabled several virtual
channels to be created in one optical fibre by
using slightly different colors (or wavelengths
of light). Thus, a forty-channel OC-192 had the
capacity to carry 400 gigabits of information per
second. One forty-channel OC-192 system had
sufficient capacity to allow about 10 million peo-
ple to make simultaneous telephone calls; all the
signals were carried over a single strand of opti-
cal fibre. Nortel Networks, a telecommunication
equipment manufacturer based in Canada, was
the global leader in the OC-192 market.

As more and more traffic was being sent over
the telecommunications infrastructure, massive
traffic management problems were created for
the switches that managed the data in the net-
work. Often, thousands of lower speed links
were aggregated onto one high-speed link, such
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as an OC-192. Next generation switches, which
would be in the terabit per second class,2 were
close to being deployed, and would have 10 giga-
bit per second ports. Different data streams had
different priorities called Quality of Service. The
ports to the high-speed link had do a number of
things, including making sure that the highest
priority traffic got fast access to the link, while
lower-priority traffic was held for fractions of
a second in a buffer before being sent onto the
high-speed link. As the amount of traffic coming
into these ports increased, the design of the
traffic management system became extremely
complex and required very complex, application-
specific, integrated circuits (ASICs) that typi-
cally took a team of 10 to 15 engineers 18 to 24
months to develop. By March 1999, the founders
had decided that this was the initial market
opportunity that Extreme Packet Devices would
pursue.

THE RECRUITING OF THE CEO

In their early discussions, the venture capitalists
encouraged the founders to think about hiring an
executive with complementary skills, who could
become Extreme’s CEO. While the founders were
not totally convinced that they needed to hire
a CEO, a search did begin for potential candi-
dates after Extreme received its seed funding.
Valis and Furneaux played a lead role in identify-
ing potential candidates. In mid-May, Furneaux
approached Bruce Gregory, the vice-president,
of technology of Cadabra Design Automation, an
electronic design automation software company
that had been founded in Ottawa. Gregory was
responsible for Cadabra’s research and develop-
ment, technology definition, customer support
and design services. Prior to that, Gregory had
worked as an engineer in hardware design.

Gregory met with both Valis and Furneaux
and with the founders. He believed that he could
work very effectively with all of them, but he
recognized that the founders were not really
convinced that they needed an external CEO.
Gregory also knew that in a sense, he would be

“taking the company away from the founders.”
In order to demonstrate that he could add real
value, Gregory proposed that he lead a strategy
session for the founders, and Valis and Furneaux.
During the June strategy session, they identified
seven critical activities that they had to complete
in 1999, if Extreme were to be successful. These
activities were:

• Raise $10 million;
• Generate “buzz” about Extreme;
• Secure two early access partners (EAPs), who

could work with Extreme to help it refine its
product;

• Secure a manufacturing agreement. Since
Extreme Packet Devices was going to be a “fab-
less” semiconductor company, it would have
to find a partner who could make these very
complex devices;

• Hire at least 20 people. This was not a trivial task
in an environment where highly skilled engi-
neering talent was in extremely short supply;

• Secure five design wins with customers. This
would be a challenging sales and marketing
task. Extreme would have to identify potential
customers and identify the decision-maker(s) in
a large company who would be in a position to
decide to outsource the development of these
chips to a third party. In a large, complex com-
pany such as Nortel Networks it would be diffi-
cult to identify the key decision-makers, sell
them on outsourcing and sell them on Extreme,
a start-up, as the company to develop the chips.

• Complete four one-million gate, application-
specific, integrated circuits (ASICs). This was
an extremely challenging engineering task with
a minimum design cycle of 14 to 18 months.

Gregory then asked each of the founders to
check off which tasks they were working on, or
planning to work on over the next six months.
At the end of the exercise, it became clear to
everyone at the meeting that all of the founders
were planning to be involved in most of the activ-
ities, but the task that was least likely to get the
necessary attention was the development of the
four ASICs. Clearly, if this did not get the focused
attention of the founders, Extreme would fail.

After this exercise, the founders realized that
Gregory could play the key leadership role and
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take primary responsibility for several of the
activities, freeing up the founders to focus much
of their attention on building the engineering
team and designing the ASICs. Gregory officially
joined the company as Employee Number 11 on
July 5, 1999.

EARLY MOVES

Development of the Business Plan

Prior to Gregory’s arrival at Extreme, there had
been a significant amount of customer contact.
Much of this contact had been of a promotional
nature and there had been little progress in terms
of identifying and closing an early access partner-
ship. The management at Extreme felt that an
ideal time to engage these critical customers was
when about 80 per cent of the ASIC architecture
was in place. The final 20 per cent of the design
could be responsive to the issues and design needs
of the customer.

Extreme had initially decided to target estab-
lished Tier 1 suppliers,3 even though this meant
dealing with large, complex organizations, where
a substantial amount of time could be spent just
understanding the decision-making structure
and its key players. Shortly after joining Extreme,
Gregory began visiting potential customers,
often accompanied by Janoska, Extreme’s chief
technology officer. On these early calls it became
clear to Gregory that while many of the key ele-
ments of Extreme’s business strategy were in
place, all the elements of the plan did not hang
together as well as he would like. This made it
difficult for him to articulate a clear vision of
where Extreme was heading. Therefore, in
August, he decided to give high priority to devel-
oping a formal business plan that could be used
both internally and externally as he tried to
attract EAPs and customers, and as he prepared
to seek additional funding from the venture
capital community in the late fall.

Gregory, Heller, Janoska, and Shail Paliwal,
the new director of finance, were all involved in
the development of the plan. Gregory took prime
responsibility for developing the plan, but the other
three provided critical input to its development.
The market data used in the plan was developed
from a variety of often-conflicting information
sources, but it also reflected the judgment of the
Extreme management team. The plan went
through several drafts, and was essentially com-
plete in October 1999. The October version of the
business plan is included in Exhibit 1. Gregory
planned to update the plan periodically to reflect
new developments and iterations in the Extreme
strategy.

“Framer” Opportunity

On June 29, 1999, Cisco Systems, one of
the largest telecommunications equipment man-
ufacturers, announced that it was acquiring
StratumOne Communications Inc. in a deal val-
ued at US$435 million. StratumOne was devel-
oping chips for the framer layer in line cards in
10 gigabit per second ports. This was an oppor-
tunity very close to the traffic management one
that Extreme was pursuing. Cisco announced
that it planned to use StratumOne’s technology
exclusively in-house and would not sell it to
other telecommunications equipment manufac-
turers. This meant that other manufacturers that
had planned to use the StratumOne solution were
now scrambling for a new source for these semi-
conductors.

One of the early decisions that faced Gregory
was whether Extreme should pursue this second
opportunity. Superficially, it looked quite attrac-
tive: there was a clear opportunity in the market
since a number of companies had been counting
on the StratumOne solution, and it would be eas-
ier and faster for the Extreme engineering team to
develop these ASICs than the traffic management
ones. Extreme management felt that they could
bring a product to market in less than one year.
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Gregory ended up strongly recommending
against pursuing the new opportunity. He argued
that they had a strategy and that they should not
deviate from it. Extreme didn’t know the framer
opportunity in enough depth, and it could cause
them to lose focus. Since the technology was
less complex, Gregory also felt that competition
would develop quickly. At a board meeting in
August, he recommended that Extreme should
stay focused on the traffic management oppor-
tunity and that it should not pursue the framer
opportunity. Subsequently, it became clear that
other companies were actively pursuing the
framer opportunity. It would have been a very
competitive market.

Building the Infrastructure
and Hiring Staff

When Extreme moved into Kanata Research
Park, it initially leased 6,000 square feet. While
it was still using only a fraction of this space, the
company had an opportunity to acquire the rights
to lease an additional 6,000 to 7,000 square feet.
Knowing how difficult it was to get prime space
in the Kanata area, Extreme decided to acquire
the extra space for its anticipated growth.

Initially, Extreme had trouble attracting high-
quality engineering talent. In August 1999, the
company made about 20 offers of employment,
but only two of these offers were accepted. The
recruiting and selection process was consuming
a lot of engineering and management time that
could have been better employed elsewhere.
Therefore, Janoska and Gregory decided that they
would do the final “sales interview” with each of
the candidates they wished to hire. Janoska’s role
was to sell the prospective employee on Extreme’s
technology and its potential, and Gregory’s role
was to sell the candidate on the company. When
they adopted this approach, the success rate rose
dramatically, and by October, the company had
35 employees, 30 of whom were involved in chip
development.

A major investment area for companies design-
ing ASICs was electronic design automation

tooling for the engineers. One of the major
problems in many start-ups was that the engineers
often sat around waiting for tools to be available
so that they could move ahead with their part of
a project. Gregory decided that Extreme would
invest heavily to provide Extreme’s engineering
staff with enough of the best tools available so
that tools would not be a constraint on time-
to-market. Extreme decided to work closely with
Synopsys, a leading California-based designer of
high-end electronic design automation tooling.
Initially, Extreme spent $1.5 million on licenses,
but in October, Gregory went to Extreme’s board
with a proposal to sign a $4-million agreement
over three years with Synopsys. Under this agree-
ment, Synopsys would provide whatever design
automation tools Extreme needed at a particular
time for 90 engineers. This gave Extreme great
flexibility since the types of tools it would require
would depend on the stage of the ASIC develop-
ment process. The Extreme board approved the
agreement at an October meeting.

Customer Acquisition

Extreme’s initial strategy had been to target on
Tier 1 telecommunications equipment manu-
facturers, such as Lucent, Nortel, Newbridge and
Tellabs. However, these companies were proving
difficult to sell. It was hard to penetrate the orga-
nizations to reach the right people, and even when
Extreme did find the right people, they were
difficult to convince. These organizations had the
engineering capability to do the traffic manage-
ment ASICs themselves, even though Extreme
felt it could develop better ASICs in less time.
Furthermore, based on events such as Cisco’s
acquisition of StratumOne, some potential cus-
tomers were concerned about going with an out-
side supplier, since this supplier might be acquired
by one of their competitors.

As a result of this, Gregory decided to focus
more of Extreme’s attention on high-potential
startups (Tier 2 companies in the Extreme busi-
ness plan). In August, they were approached by
PMC-Sierra, a Vancouver-based company that
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was a leading manufacturer of high-speed,
high-density broadband communications semi-
conductor architectural solutions. PMC-Sierra
was working with a Tier 2 company and needed
a traffic management system so that its customer
would have a complete solution. It had proposed to
this customer that it should consider the Extreme
Packet Devices product.

The challenge for Extreme, one that it faced
with all potential customers, was to demonstrate
that it could develop a real leading edge product
that would be available in the promised time
frame. In essence, Extreme had to convince poten-
tial customers that it was selling more than “foil
ware.” The approach that Gregory used to deal
with this issue was to ask the customer: “What do
we have to do to prove it to you?” In the case of
PMC-Sierra’s customer, the customer decided to
send an engineering team to Ottawa for a week
to meet Extreme’s engineering and management
team and to take an in-depth look at its architec-
ture. The team was impressed with what they saw
and it began to look like Extreme might have
found its first EAP, although no formal agreement
had been reached by early October.

On October 4, 1999, John Langevin joined
Extreme as vice-president of marketing. Gregory
viewed Langevin as a key hire. Prior to joining
Extreme, Langevin had been the director of busi-
ness development at Cimaron Communications
Corp., a successful start-up that had developed
specialized semiconductors for telecommuni-
cations equipment manufacturers. Cimaron had
been acquired by another company in March
1999. In his role at Cimaron, Langevin was
responsible for developing new business, mar-
keting, establishing and maintaining strategic
relationships, and strategic planning. His skill
set complemented those of Gregory and the other
members of the management team at Extreme.
Langevin was based in Boston.

PREPARING TO RAISE $12 MILLION

When Gregory joined Extreme, the venture
capital firm partners had told him that he would
not need to spend a lot of time on the securing of
finances. The venture capitalists felt that they
could look after the financing if Gregory made
sure that the other key activities were well under
control. However, it soon became clear that
while the venture capital partners could get intro-
ductions and raise investor interest in Extreme,
the CEO had to build the relationship and make
the pitch for the funds. As the summer wore on,
and the time approached for securing a second
round financing of Canadian $12 million, Gregory
found that this was taking more and more of his
time.

It was clear to Gregory that although pro-
gress was being made on many of the critical
activities identified in June’s planning meeting,
the business plan was going to play a big role
in securing the next round of financing. As he
reviewed the latest draft of the plan in mid-
October, Gregory wondered if it successfully
addressed the three big questions that venture
capital firms and institutional investors would
be asking:

• Is there a market?
• Does Extreme have a product to address this

market?
• Is Extreme going to win in the market?

NOTES

1. The average exchange rate in 1999 was
Cdn$1.00 = US$0.67.

2. A terabit is 1,000 gigabits.
3. A list of the Tier 1 companies is included in the

Extreme Packet Devices business plan in Exhibit 1.
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In early January 2000 Michael Crowley, vice
president of Business Development at Robarts
Research Institute in London, Ontario, was con-
templating the steps he should take in order
to raise financing for Diabetogen, a biotech com-
pany spun out of Robarts. Commercialization
of biotech drugs was a lengthy process in which
development costs escalated dramatically as a
drug moved closer to market. Moreover, there
was a high level of uncertainty surrounding the
success of a drug as it passed from testing in ani-
mals to the various phases of clinical testing in
humans. As a result, the risk, especially for early
stage investors, was enormous. Michael was won-
dering how much Diabetogen was worth, and how
ownership should be distributed among the many
stakeholders. Finally, with the risk so high, what
proportion of the company would have to be
given up to the first round investors?

THE BIOPHARMACEUTICAL INDUSTRY

Biotechnology

Because DNA is our genetic “blueprint,”
it plays a major role in determining who we are.
DNA produces an intermediate “message mole-
cule,” RNA, which, in turn, produces protein
molecules. Proteins perform many of the critical
functions in the body: they provide the construc-
tion materials for cells, and they also activate the
functions of cells. Diseases are often the result of
inherited or mutated DNA, a situation that leads to
an inability to create essential proteins, or the pro-
duction of inappropriate proteins that have destruc-
tive behavior. Biotechnology researchers focus
their efforts on the discovery of DNA, RNA and
proteins, looking for those that are associated with

disease in the hope that the missing molecules can
be replaced or the effects of damaging molecules
minimized. Drugs developed from DNA, RNA
and proteins are called biopharmaceuticals.

For many inherited diseases, scientists were
confident that cures would be developed follow-
ing completion of the Human Genome Project, a
multi-billion dollar global effort to determine the
entire sequence of human DNA. By January 2000,
only a fraction of the genes responsible for the
4,000 human genetic diseases had been identified,
but already biopharmaceuticals had been devel-
oped as a result of some of these discoveries.
Some of the successful first generation biophar-
maceuticals included human insulin, produced
by bio-engineered bacteria and sold by Eli Lilly;
Activase, produced by Genentech for stroke and
heart attack; and Epo, produced by Amgen for
treatment of anemia. Biotech innovations that
were expected to revolutionize medicine in the
near future included vaccines for AIDS, viruses
that target and kill only cancer cells leaving nor-
mal cells unaffected, and biotechnologies for
nerve, organ and tissue regeneration.

Overview of the Industry

The development of biopharmaceuticals held
great promise because, while conventional drug
treatments often only alleviated symptoms, bio-
pharmaceuticals would act to cure disease. More-
over, because biopharmaceuticals were natural
molecules, many of the toxic side effects asso-
ciated with conventional treatments could be
avoided.

The industry was attractive for various busi-
ness reasons. Patent protection extended to 20
years or longer in most countries, and the
complex nature of biopharmaceutical research
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meant that even when a drug came off patent, it
would be extremely difficult to copy. Barriers
against entry were high due to the capital and
knowledge needed to identify, purify and develop
a process to produce commercial quantities of
a therapeutic DNA, RNA or protein molecule.
Once production was scaled-up, however, it cost
relatively little to produce these molecules in
high volumes. Gross margins in the industry were,
therefore, very high. Furthermore, demographics
indicated that as baby-boomers aged, there would
be a very high demand for new pharmaceuticals.

Together, these forces had combined to make
the biotech sector “very hot.” Over the last five
months, both Canadian and American biotech
stock indices had doubled, and many investors
who had ridden the dot.com wave over the last
two years were now pouring money into biotechs.
Biopharmaceutical companies were also attrac-
tive acquisition targets for the conventional
pharmaceutical companies who had their origins
rooted in the nineteenth century, since many of
these firms had major drugs soon coming off
patent with nothing in the development pipeline

to replace the revenues that would be lost.
Only three months earlier, Warner-Lambert
had acquired a California-based biotech com-
pany called Agouron Pharmaceuticals for US$2.1
billion. Agouron had developed protease inhibitors
that were standard components of the AIDS drug
cocktail that had extended the lives of AIDS
patients significantly.

In early 2000, over 1,300 biopharmaceutical
companies already existed in the U.S., and while
the technology was lagging in Canada, several
major biotech companies had been established
in this country. For example, Montreal-based
Biochem Pharma discovered and developed the
world’s leading AIDS and hepatitis drugs based
on modification of a DNA component mole-
cule. In December 1998, Biochem Pharma had
recorded annual revenues of Cdn$225 million,
with a net income of Cdn$114.8 million and the
company had a market capitalization of Cdn$4.8
billion (see Exhibit 1 for market information on
other biopharmaceutical companies).

Michael knew that in the biotech industry,
even before testing in humans, many years and
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Exhibit 1 Comparative Company Information

Company/ Product(s) Development Current
Country Stage Share ’98 EPS Price Market Cap

Amgen, US Biopharmaceuticals FDA approved $1.02 $66 5/16 $67.74 billion
for cancer, anemia.

Biogen, US Biopharmaceuticals FDA approved $1.40 $117 7/8 $17.71 billion
for MS, Lupus.

Onyx, US Viruses to treat Phase III ($1.29) $28 1/16 $324 million
cancer.

Entremed, US Biopharmaceuticals Phase I ($1.99) $62 5/8 $921 million
for cancer.

QLT, Can Biopharmaceuticals FDA approved ($0.55) $94.00 $2.57 billion
for cancer and
blindness.

Biomira, Can Vaccines for cancer. Phase III ($0.65) $25.00 $1.11 billion

Bioniche, Can Biopharmaceuticals Human–Phase III ($0.01) $4.00 $99 million
for Vet and human Vet–on the
cancer. market

03-Morse-4695.qxd  5/3/2005  2:48 PM  Page 174



possibly millions of dollars would be spent
identifying and purifying molecules, testing their
activity in the test-tube, then testing toxicity
and pharmacological effects in various animal
species. Luckily for scientists, this early stage
research was often funded by government grants,
and took place in university laboratories or
hospital-affiliated institutes where fundamental
research was funded with the intention of build-
ing knowledge, not profit. Michael estimated that
approximately $7 million had been spent already
bringing Diabetogen’s drugs to their current stage
of development.

As he sat contemplating the issues surrounding
Diabetogen, Michael was aware that since 1988
over 100 biopharmaceuticals had been approved
for human use in North America. Furthermore,
350 of the drugs currently under evaluation by the
U.S. Food and Drug Administration (FDA) were
biopharmaceuticals, and global sales of biophar-
maceuticals in 1998 totalled more than US$13
billion—this was expected to reach $24 billion
by 2006. While these facts bode well for the bio-
pharmaceutical industry, Michael also knew that
only a fraction of the 1,300 biopharmaceutical
companies in North America would make it to
market with a successful drug. The low probabil-
ity of success in the development of drugs was
largely due to failures during the rigorous clini-
cal trial process, a process in which drugs were
tested for safety and their ability to fight disease
(efficacy).

The Clinical Trial Process

Before newly discovered drugs could be mar-
keted to humans they had to enter a rigorous test-
ing and approval process that was instituted in
countries around the world. In the U.S., clinical
testing and approval of drugs for human use were
administered by the FDA, whereas in Canada,
the Health Protection Branch (HPB) handled this
responsibility (Exhibit 2 describes the phases
of human clinical testing that drugs must pass
through prior to receiving approval). As men-
tioned earlier, many drugs failed at various times
during the testing and approval process, as most
drugs that showed promising results in the

laboratory setting eventually proved to be unsafe
or not effective in humans.

Human clinical trials could take 10 years and
required many millions of dollars since it could
take hundreds or even thousands of patient tests
to generate statistically significant results. Usually,
money at the earlier stages of human testing would
come from venture capital firms and, for these
early-stage investors, the rigorous clinical trial
process meant that there were extremely steep
odds against a drug making it to market. Michael
had access to statistics from the U.S. FDA and the
Canadian Health Protection Branch indicating
the average success rate of drugs at each stage of
testing. These rates are indicated in Table 1:

Michael drew a diagram that included these
probabilities and he included risks that were asso-
ciated with each stage (Exhibit 3). He felt that
his diagram would help in his valuation of
Diabetogen. Further, he believed that, if he could
show first-round investors that many of the risks
traditionally associated with early-stage biotech
companies had been reduced or mitigated in
Diabetogen, the company would warrant a higher-
than-normal valuation.

Despite the low odds of success, drugs that
eventually gained approval and were used in the
treatment of major illnesses yielded multi-billion
dollar businesses: the market capitalizations of
Amgen and Genentech, two U.S. biotech pio-
neers, exceeded US$40 billion each. In recent
years, early-stage biotech venture capitalists had
become more sophisticated and often employed or
contracted the services of biotech experts to assess
the fundamental value of a company’s science.

DIABETOGEN’S SITUATION

Diabetogen was incorporated in December
1997 to commercialize the work of three world-
renowned scientists in the field of diabetes
who, among them, had published over 200 arti-
cles on the disease. The scientific founders of
Diabetogen included Dr. Terry Delovitch and
Dr. Bhagi Singh, both of whom had joint appoint-
ments with Robarts and the University of Western
Ontario, and Dr. Jean-Francois Bach who was
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a director of several clinical research units at
Hôpital Necker in France. Previously funded by
government grants, the scientists of Diabetogen
had reached a point where continued research and
development of Diabetogen’s five drug candi-
dates would require substantial private invest-
ment, and this capital would be needed within
four months if the program was to continue.

One of the five drugs, called anti-CD3
(described later), had shown positive results in

pre-clinical animal testing and Diabetogen was
ready to file an IND application to begin human
trials with the drug. Anti-CD3 was further along
in development than Diabetogen’s other mole-
cules, and was considered the company’s “lead
drug.” At the same time that Michael was pre-
paring to file the IND, he was also working to
finalize the licensing rights that would allow Dia-
betogen to develop and commercialize anti-CD3
for the treatment of diabetes. This licensing
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Pre-Clinical Development: Pharmaceutical and biotechnology companies spend many years screening
compounds for activity against certain disease models. Once a compound that carries promise for disease
treatment has been identified, pre-clinical or animal studies are carried out to determine the safety and biological
effect of the compound. Pre-Clinical Trials typically require two to three years to complete, and on average,
12 per cent of compounds in the pre-clinical, animal-testing stage will proceed to the next step.

Investigational New Drug Application (IND): The filing of an IND with the U.S. FDA or the Canadian Health
Protection Branch is the first step in entering human clinical trials. The IND contains all data generated in the
pre-clinical trials. The package also specifically outlines protocols to be utilized in the Phase I round of human
testing.The filing and approval process takes approximately one year, and on average, 90 per cent of compounds
will gain approval to enter human clinical testing.

Phase I: The first time a human patient population is exposed to the drug in question is during Phase I clinical
trials. Usually, the patient population is composed of between 20 and 100 healthy volunteers. The trials are
conducted to provide initial data about safety of the drug in humans. Phase I testing takes approximately one year,
and on average, 20 per cent of drugs yield results that indicate the drug is free of intolerable side effects and can
pass into Phase II trials.

Phase II: Phase II clinical trial data are collected on a patient population afflicted with the disease being studied.
The trial is designed to provide initial data on the therapeutic benefit of the drug. Dose response relationships
are studied and additional toxicity data are gathered. These trials take approximately two years to complete and
include 50 to 300 patients. On average, 29 per cent of drugs show a therapeutic benefit sufficient to warrant
entrance into Phase III clinical trials.

Phase III: Phase III clinical trials involve testing an expanded patient population at geographically dispersed
centres to establish safety and efficacy. Patient populations range from 250 to thousands depending on statistical
significance. Phase III trials take approximately three years, and on average, 61 per cent of drugs are successful
at this stage.

Approval: Once the risk/benefit relationship for a drug is determined, a submission to receive marketing approval
is made to the FDA or HPB. Submissions include the drug’s chemical name, proper name, and the product’s
biological, pharmacological, and toxicological properties. In addition, an establishment license application must
be filed for the production of a product, and test sites must be approved for drug manufacturing. The review of the
submission usually takes one year, with an average success rate of 74 per cent, but the company can commence
selling the drug through an Emergency Drug Release provision during this time period.

Phase IV: Phase IV trials are designed to monitor the long-term benefits and risks of a drug after it has received
marketing approval. The number of patients involved can range from 1,000 to 10,000.

Exhibit 2 The Clinical Trial Process
Source: “Biotech/Pharmaceutical Focus on Near-Term Milestones”, Douglas Miehm, RBC Dominion Securities
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process had to take place because, although
Dr. Bach was a founder of Diabetogen and it was
he who discovered that the molecule could cure
diabetes in mice, the rights controlling devel-
opment and commercialization of the drug were
held by his employer, Hôpital Necker.

The anti-CD3 molecule itself had been dis-
covered 10 years earlier at Oxford University by
an immunologist named Dr. Hermann Waldmann.
Oxford and Dr. Waldmann sold the rights to
the molecule to a biotechnology company called
Leukosite. Leukosite was subsequently pur-
chased in 1999 by Millennium Pharmaceuticals,
a Boston-based biotech company, who initiated
a research program to develop anti-CD3 as a
drug to reduce immune rejection of transplanted
organs. At the same time that Millennium was
focusing on transplantation, Dr. Bach was inves-
tigating the potential of anti-CD3 in the treatment
of Type I diabetes. In his lab at Hôpital Necker in
Paris, Dr. Bach showed that anti-CD3 could cure
diabetes in mice with a 70 per cent success rate,
and now the molecule had reached the point
where it could be tested in humans. Michael had
already secured a licence for the diabetes appli-
cation from Hôpital Necker. The agreement stip-
ulated that the hospital would receive royalties
of two per cent of gross revenues once anti-CD3

reached the market for use in the treatment of
diabetes. Now he had to finalize a licensing agree-
ment with Millennium for composition (use) of
the molecule.

The nature of the Millennium licence would
have a major impact on the strategic focus and
valuation of Diabetogen going forward since the
roles that Diabetogen and Millennium would
play, and the cash flows to Diabetogen depended
greatly on the specifics of the agreement. Michael
believed that for a biopharmaceutical company
to become an ongoing entity, it must eventually
develop its own sales and marketing infrastruc-
ture, but he also knew that in the early stages of
building a biotech firm, the market penetration
of a company’s first drug could be increased
substantially with a strong strategic partner who
had an established sales force and regulatory,
manufacturing and distribution infrastructure.
Balancing these two objectives, Michael planned
to negotiate with Millennium (a fully integrated
biopharmaceutical company) a deal that would
allow Diabetogen to commercialize anti-CD3
for diabetes, and to leverage the sales force and
manufacturing capabilities of Millennium in
some markets, while marketing and selling the
drug itself in others.

Based on previous discussions with Millen-
nium, Michael had prepared what he believed
would be an acceptable licensing proposal. In it,
Millennium would license anti-CD3 to Diabeto-
gen for use in diabetes and finance the Phase III
clinical trials. In return, Millennium would gain
rights to manufacture, market and sell anti-CD3
in North America, paying Diabetogen a royalty of
15 per cent of the gross revenues, and also paying
Hôpital Necker its two per cent royalty fee. In
other markets such as Europe, Michael planned
to retain sales and marketing rights as part of his
plan to build internal competencies and an infra-
structure in these areas. For these markets, Michael
planned to outsource the manufacturing of anti-
CD3 to Millennium, paying Millennium 20 per
cent of revenues for this service.

As well as financing the IND application for
anti-CD3 and Diabetogen’s portion of the clini-
cal trial expenses, Michael also needed to raise
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Ave. Probability 
of Success of

Stage of Proceeding to
Development the Next Stage

Pre-Clinical 12%

IND Application 90%

Phase I 20%

Phase II 29%

Phase III 61%

Drug Submission 74%

Table 1
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capital to build corporate and R&D infrastructure,
fund working capital, and support ongoing work
on the company’s four other drug candidates.

Management and Governance

Michael had already started work assembling
a management team, a board of directors and
scientific and medical advisory boards. He had
extended a conditional offer to Mr. William
McGinnis for the position of president and CEO,
and Mr. McGinnis had agreed to retire from his
current post as director of Institutional Accounts
and vice president of the Endocrine Unit at Eli
Lilly United States to take the position at Diabe-
togen. Eli Lilly, interestingly, was the world’s
leading provider of insulin, and the recruitment
of Mr. McGinnis was a major success for Dia-
betogen. Michael felt that Mr. McGinnis excelled
in all of the skills that would be required to
advance Diabetogen in the development and
commercialization of its drugs. He had extensive
knowledge of the entire diabetes field, hands-
on experience with business development in the
pharmaceutical industry, and a strong network to
build a corporate team. Furthermore, with 27 years
at Lilly, Mr. McGinnis had a great deal of expe-
rience in managing scientists and business per-
sonnel during his various executive appointments.
The offer was, as mentioned, conditional on sec-
uring first-round financing. Since the plan was
to bring Mr. McGinnis on board by May 1, 2000,
both the anti-CD3 licensing and the first round of
financing had to be in place before this date.

The position of chief scientific officer was
held by Terry Delovitch and, at present, Michael
was acting as chief operating officer and chief
financial officer although he realized that he
would soon have to recruit for these positions
since his primary appointment was with Robarts.
Robarts was also providing, at the moment, the
services of an Intellectual Property Manager,
Hamza Suria, and administrative support.

Michael had partially assembled the board of
directors. So far the appointments included two
seasoned executives with a strong interest in find-
ing a cure for Type I diabetes. One of the two had

agreed to serve as chairman. Mark Poznansky,
president of Robarts, and William McGinnis
would also sit on the board. Interestingly, all of
the board members had children who suffered
from Type I diabetes. Michael envisioned that the
board would be filled out with at least one more
scientific delegate and several venture capital
representatives or their designates.

As a biopharmaceutical company, Diabetogen
would also have a Scientific Advisory Board.
The scientists from Diabetogen would serve on
this board along with other scientists who were
leaders in the fields of Type I diabetes, immunol-
ogy and cancer research. The board would also
include four medical doctors from Canada, the
U.S. and Europe. One of the medical advisors,
Dr. Jeffery Mahon, was an associate professor of
Medicine and clinical trials, and Michael believed
that Dr. Mahon’s expertise in clinical trials would
be invaluable for the company.

Diabetogen’s Products

Type I diabetes is an autoimmune disease,
meaning that the immune system wrongly
destroys cells that should normally survive in the
human body. In the case of diabetes, it is cells in
the pancreas called beta cells that are destroyed.
Since beta cells are responsible for producing
insulin, and insulin controls the amount of sugar
being delivered by the blood to the body’s cells,
the destruction of beta cells by the immune sys-
tem results in a condition in which body sugar
levels fluctuate dangerously. Without insulin to
control blood sugar levels, cells in the human
body can be exposed to excessively high levels
of sugar at certain times, and dangerously low
levels at other times. These fluctuations can lead
to comas, blindness and many other medical
problems. While monitoring of blood sugar lev-
els combined with dietary control and injection
of insulin can reduce the medical risks, even
when properly managed, diabetics often develop
heart problems, kidney failure, blindness and
limb circulation problems over time. Diabetes
is the fourth leading cause of death in North
America and direct medical expenses attributed
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to the disease total $38 billion annually. It costs
approximately US$10,000 per year to maintain a
diabetic individual on insulin.

The disease progression of diabetes could
be split into three stages: early, intermediate and
late, corresponding to the average age of individ-
uals in each stage (3–10 years, 10–20 years, and

20 +, respectively) and the extent of destruction
of the beta cells. The scientists involved in Dia-
betogen had discovered five bio-molecules, each
with the potential to permanently block the pro-
gression of the disease in early stage individuals,
or cure the disease in intermediate and late stage
diabetics (see below).

180 • CASES IN ENTREPRENEURSHIP

Early Stage Intermediate Stage Late Stage

Drugs in Development ApoE APL-GAD Anti-CD3
Anti-CD28 Zeta-Zap

The drugs worked by blocking the destructive
activities of the immune system. Involved in dia-
betes were three types of immune cells: T killer
cells which normally attack diseased cells, T
regulatory cells which suppress the activity of
T killer cells, and APCs which break down and
present components of target cells to the T killer
cells, stimulating an attack by the T killers. Dia-
betes develops, as with other autoimmune dis-
eases, when T killer cells are over-activated, T
regulatory cells are under-activated, or APCs pre-
sent components of normal cells to the T killers
as candidates for destruction.

Anti-CD3: CD3 was a protein that was embed-
ded in the surface of all T regulatory cells. It
acted as a “stimulating receptor” which meant
that when it was activated, it sent signals into
the T regulatory cells causing the cells to prolif-
erate (produce more of themselves) and activate
(produce and release biochemical signals). It was
these biochemical signals, released by T regula-
tory cells in response to CD3 activation, that
dampened the activity of T killer cells, blocking
their destruction of pancreatic beta cells. Ten
years earlier at Oxford, Dr. Waldmann had uti-
lized standard biotech techniques to produce an
antibody that could bind specifically to the CD3
protein receptors, and through this interaction,
stimulate the T regulatory cells.

This antibody was called anti-CD3. Antibodies
were normally produced in the body to aid in

fighting infections, but over the last decade,
scientists had been developing antibodies in
the laboratory to act as biopharmaceuticals. The
antibody developed by Dr. Waldmann, anti-CD3,
bound specifically to CD3 and it had the ability
to activate CD3 when this happened.

While Millennium was investigating the
ability of anti-CD3 to reduce organ rejection fol-
lowing transplant surgery, Dr. Bach investigated
its use in diabetes. What Dr. Bach found was that
treatment with anti-CD3 could reverse late stage
disease in diabetic mice with complete remission
in 60 to 80 per cent of mice. It was believed that
even in late stage diabetics, some pancreatic beta
cells remained, and that when the mice were
treated with anti-CD3, beta cells re-established
themselves to near normal levels by a process
called proliferation. Millennium had already
developed a human version of the anti-CD3
antibody (Waldmann’s antibody only bound
to mouse CD3), had received IND approval, and
had initiated Phase I clinical trials for anti-CD3
in humans undergoing transplant surgery. Now
the time had come for Diabetogen to test the
molecule in humans for its diabetes potential.
Securing a supply of human anti-CD3 from
Millennium was part of the licensing agreement
that Michael would negotiate with Millennium.
In fact, it was in Millennium’s best interest to
allow Diabetogen to develop the drug for diabetes
as Millennium had no interest or expertise in the
disease. For Millennium, out-licensing anti-CD3
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for diabetes would be a relatively inexpensive
way of generating additional revenues from the
anti-CD3 platform.

Anti-CD28: One of the scientific founders
of Diabetogen had, himself, produced antibodies
that reacted with another T cell receptor protein,
CD28. In mice that normally develop diabetes,
the anti-CD28 antibodies blocked early-stage
disease progression with 100 per cent success
if administered to mice at ages that correspond
to one to five years of age in humans. The next
steps in the development of anti-CD28 would be
the generation of antibodies against the human
version of CD28 (since only antibodies against
the mouse CD28 protein existed); the testing of
these antibodies in vitro (in test tubes), then on
cells, then finally, in humans. Antibody synthesis
work could be contracted out to labs that spe-
cialized in this technique, but the testing would
be conducted in Diabetogen’s laboratories. Anti-
CD28 was discovered by Dr. Delovitch at
Robarts, and although Diabetogen had not yet
signed a licence for the molecule, Michael
knew that this would be only a formality. The
molecule had the potential for Diabetogen, like
anti-CD3 for Millennium, of becoming a broad
platform molecule for which other medical
applications could be investigated either inter-
nally or through sublicensing to other biophar-
maceutical companies.

ApoE: ApoE blocked diabetes by impairing
the ability of APCs to present beta cell compo-
nents to T killer cells. This drug was most effec-
tive if administered at ages corresponding to
one to five years in humans. ApoE would not
have to be humanized like anti-CD28; however,
the mechanism of its action still had to be deter-
mined. ApoE was discovered by Dr. Singh at
the University of Western Ontario and would
be licensed to Diabetogen. Like anti-CD28,
ApoE had the potential to become a broad plat-
form molecule for treatment of immunological
conditions.

Zeta-Zap and APL-GAD reversed intermediate
stage diabetes in laboratory mice by dampening

the activation of T killer cells. These drugs were
most effective if administered to mice at ages
corresponding to 15 to 20 years in humans, and
more work would have to be done in mice before
the molecules could be brought to the human
testing stage. Both were discovered by scien-
tists at Neurocrine BioSciences Inc. (a San
Diego-based biotech company), and negotiations
were underway to license development and
commercialization rights for the molecules to
Diabetogen.

There were currently no cures for diabetes.
There were, however, several established phar-
maceutical companies also seeking cures or bet-
ter treatments for the disease (Exhibit 4). Some
of the companies were taking the same approach
as Diabetogen (i.e., developing molecules that
would suppress the immune system allowing
maintenance or restoration of the pancreatic beta
cells). Others were trying to produce modified
insulin molecules with better therapeutic proper-
ties. Other approaches included gene therapy and
beta cell transplantation. While the competitors
were at various stages of development, and any
one might have a breakthrough, Michael was
confident that Diabetogen had been founded by
the top diabetes researchers in the world, and that
the company’s partnership with Millennium
would facilitate the most efficient development
of a superior drug.

Revenue and Profit Forecasts

Because work on anti-CD28, ApoE, APL-
GAD and Zeta-Zap was so early-stage, Michael
could only project development costs for these
drugs. Anti-CD3, on the other hand, was closer
to commercialization and Michael was able to
generate forward-looking profit/loss statements
based on projected sales of the drug. Exhibit 5
shows these projections.

He knew that sales of anti-CD3 were not anti-
cipated until 2007 but, based on the most recent
version of the Millennium licence, Diabetogen
should begin to receive funding for Phase III
clinical trials, in the form of milestone payments,
beginning in 2004. Furthermore, as early as 2001,
Michael anticipated that the company would
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receive sponsored research payments from
Millennium and other partner companies. At the
expected market launch of anti-CD3 in 2007,
Michael projected the number of potential
patients who would likely be treated in the first
two years of sales. There were currently about
two million Type I diabetics in North America
and Europe, and each year up to 60,000 new
patients were diagnosed. The number of newly
diagnosed diabetics was expected to increase by
0.5 per cent per year. Approximately 10 per cent
were late-stage disease sufferers, and using the

epidemiological statistics, Michael projected that
by 2007, there would be approximately 110,000
late-stage diabetics in North America and
150,000 in Europe. From this information,
Michael projected the North American and
European sales revenues that could be expected
for anti-CD3. In his base-case projections, he
assumed that Diabetogen’s drug would be used
by 15 per cent of the late-stage diabetics in the
North American and European markets in the first
year (increasing to 19 per cent in the second
year). Although the price to the end-user was not

182 • CASES IN ENTREPRENEURSHIP

A review of agents currently in clinical trials for the treatment of Type I diabetes is shown below:

Mechanism Cure/ Clinical
Drug Company of Action Treatment? Trial Phase

Pramlintide Amylin Insulin Substitute Treatment Phase III (USA)

Native Insulin National Institutes Preventative Insulin Cure Phase II (USA)
of Health Supplementation

Modified Insulin Pfizer/Inhale, Novo Insulin Replacement Treatment Phase II (USA)
Nordisk/Eli Lilly

AI 401 Eli Lilly/AutoImmune Immunosuppressant Cure Phase II (USA)

Phosphatase Sugen Improve sugar Treatment Pre-Clinical (USA)
Inhibitors uptake

VivoRx, Sertoli, Beta cell Cure Pre-Clinical (USA)
CytoTherapeutics, transplantation
Neocrin

Anergix Anergen Immunosuppressant Cure Pre-Clinical (USA)

Transkaryotic, Gene Therapy Cure Pre-Clinical (USA)
Eli Lilly

Interleukin Hoffman LaRoche, Immunosuppressant Cure Pre-Clinical (USA,
Immunex Europe)

Antibodies Becton Dickinson, Immunosuppressant Cure Pre-Clinical (USA,
Boehringer Europe)
Ingelheim

Rapamycin Wyeth-Ayerst Immunosuppressant Cure Pre-Clinical (USA)

Exhibit 4 Competitors
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worked out, Michael conservatively projected
that Diabetogen (in Europe) and Millennium (in
North America) would receive $5,000 for each
patient treated.

For earnings from North American sales,
Diabetogen would receive royalties of 15 per cent
of gross revenues from Millennium. Royalties
to Hôpital Necker would be paid directly by
Millennium.

For earnings from European sales which
would be handled by Diabetogen, Michael sub-
tracted manufacturing costs that would be paid to
Millennium ($600 per patient treatment), selling,
general and administrative expenses which were
each projected to be 20 per cent of revenues, and
Hôpital Necker royalties which would be two
per cent of revenues.

The projected milestone and sponsored
research payments from Millennium were added
to the positive cash flows at scheduled points on
the development timeline, then general expenses
that Michael allocated to the anti-CD3 program
were subtracted to generate a projected pre-tax
profit/loss.

Financing Needs

Michael had determined that to build a corpo-
rate R&D infrastructure, fund further develop-
ment of anti-CD3, and continue research on
Diabetogen’s four other drugs, he would need
to raise roughly $12.5 million. For the anti-CD3
program, this money would allow Diabetogen to
finance the IND application and Phase I and II
clinical trials. With Millennium funding the
Phase III trials, it appeared that anti-CD3 would
be completely developed for diabetes with no fur-
ther equity capital. Despite this, Michael antici-
pated that Diabetogen would be well positioned
to go public with a high valuation by the end of
2003. This date corresponded to the projected
completion of anti-CD3 Phase II clinical trials,
a milestone that sent many biotech companies
to the public markets. Since Michael projected
that the company would need minimal, if any,
money at this stage for anti-CD3 development,

the initial public offering (IPO) might just be a
secondary offering in which early-stage investors
could sell their shares to public investors. On the
other hand, if Diabetogen’s other drugs contin-
ued to show promise in 2003, the company
would likely require an infusion of capital at the
IPO date.

For the $12.5 million currently needed,
Michael had already secured $5 million through
a government grant called the Challenge Fund.
This money was truly a grant as it was pro-
vided to finance pre-clinical research programs,
and would not have to be paid back. Therefore,
Michael calculated his net cash needs to be $7.5
million.

He was aware of several venture capital firms
(VCs) in Canada and the U.S. that specialized in
biotech investments (see Exhibit 6), and he won-
dered which of the firms might be most interested
in funding Diabetogen.

Before he approached the VCs, however,
he knew that he had to determine a value for
Diabetogen. How much of the company would
first-round investors expect for their $7.5 million
investment?

Valuation

Valuing Diabetogen would be difficult
because positive cash flows from operations
would not occur for several years, and these
cash flows were highly speculative, depending
on development successes at many stages.
Furthermore, although Diabetogen was devel-
oping five drugs, only anti-CD3 had progressed
to the stage where Michael felt investors would
recognize value based on projections of cash
flows from future sales. In other words, having
the four other drugs made Diabetogen attrac-
tive because it reduced risk that the company
would be worth nothing if anti-CD3 was not
successful in clinical trials, but only cash flows
from anti-CD3 would be considered in a val-
uation of the company. Under these constraints,
Michael considered several options to value
Diabetogen.
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Multiples: For the first valuation, Michael
returned to his revenue and earnings projections
(Exhibit 5). He knew that with tax-loss carry-
forwards and cash-refund research tax credits
called SREDS, Diabetogen would not be required
to pay taxes for several years and, therefore, the
pre-tax profit could be considered net earnings.
He also knew that in the biotech industry, com-
panies traded with forward price/earnings mul-
tiples ranging from 20x to 80x. He felt that
because Diabetogen would be a multi-platform
company, it conservatively deserved a 40x
forward multiple. Therefore, for year-end 2007,
he projected that the company would be worth
approximately $4.58 billion (40x$114.4 million)
based on 2008 earnings from anti-CD3. Next,
Michael knew that he would have to discount
this value back to the present. He returned to his
Drug Development Probability Diagram (Exhibit
3) to verify the standard lengths of each stage of
drug development, then using industry-standard
IRRs (internal rates of return) that had been
provided by a VC who worked for a firm well-
known in the Canadian biotech industry, he
determined a present value (PV) for Diabetogen.
The IRRs that were blended to account for
changes in risk as a drug got closer to market are
shown in Table 2.

Since Diabetogen was currently applying for
the IND for anti-CD3, Michael discounted the
$4.58 billion at a rate of 75 per cent over eight
years, inferring a present value of $52 million.
Michael was interested to see what the company
would be worth as anti-CD3 passed through the
clinical trial process. Using the IRR specific for
each stage, and the projected drug development
timeline, Michael generated projected values
for each year prior to the commercialization of
anti-CD3.

This work is presented in Table 3.
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Stage of Development Required IRR

Pre-clinical 200%

IND application 75%

Phase I 60%

Phase II 50%

Phase III 40%

Drug Submission 25%

Market 20%

Firm Location Investment Range Biotech Expertise Other

KPCB San Francisco up to $200 million Yes Pioneers in biotech
venture capital.

Advent Boston up to $200 million Yes World’s largest
International private equity firm.

BB Bioventures Boston $5–$50 million Yes Some investments
in Canada.

Sofinov Montreal open Yes Prefer Quebec
investments.

Ventures West Vancouver/Toronto $0.5–$5 million Yes

MDS Toronto $0.25–$10 million Yes Largest Canadian
Biotech Investor

CMDF London, Ontario up to $10 million Yes Fund administered
by MDS

Exhibit 6 Venture Capital Firms

Table 2
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Michael then used a probability valuation
method in which the projected value was mul-
tiplied by the probabilities of success at each
stage between the present time and the IPO date
(i.e., $4.58 billion × 90% × 20% × 29% × 61%
× 74%). This generated a value of $107.8 mil-
lion which he discounted back over the entire
eight years at 30 per cent, a rate that reflected
the portfolio rate of return that would be
demanded by venture capitalists. This generated
a present value of $13.2 million, which was
substantially lower than the financial value
calculated above.

While the two methods generated drastically
different results, Michael averaged the two results
and came up with $47.8 million.

Michael felt there were several strong reasons
why Diabetogen warranted a valuation higher
than $13.2 million. First, industry-standard prob-
abilities had been used in the calculation, and
Diabetogen was better positioned than most
pre-clinical biotech companies. The company had
very strong management and unusually enthu-
siastic support in the global scientific commu-
nity. Many key players shared Michael’s opinion
that Diabetogen’s scientists were at the top of
the global diabetes research field. Furthermore,
anti-CD3 had already been tested in humans
in Phase I trials by Millennium (for transplant
rejection), and in human clinical sponsored trials

in Europe for the diabetes indication. Clearly,
with the drug already in humans and showing
no adverse effects, Diabetogen’s probability of
success was increased, and the probabilities,
especially at the early stages of the clinical trials
program should reflect this. Michael believed
that, in fact, the IND application was certain
(i.e., 100 per cent), and that the probability of
successfully completing Phase I trials was also
close to certainty (i.e., 90 per cent). Returning
to his model, Michael plugged these probabili-
ties into his valuation, and generated a PV of
$66.1 million.

Before he moved on to his next valuation,
Michael tested a key sensitivity, revenue per
patient. He was aware that a recently approved
biopharmaceutical for arthritis was on the mar-
ket at $17,000 per patient. With this in mind,
Michael tested various pricing points. He found,
for instance, that if Diabetogen or its partners
received $9,000 instead of $5,000 per patient,
the present value of Diabetogen jumped to $119
million.

Concept of Value: Next, Michael determined
the costs that had already been incurred to bring
anti-CD3 and the other drugs to their current
state. These costs he estimated to be about $7
million. Then he added the $5 million granted
by the Challenge Fund to arrive at a pre-money
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Year End Entering (or in) Stage Discount Rate Value

2007 Market Launch 20% $4,576,853,350

2006 Drug Submission 25% $3,661,482,680

2005 PIII 40% $2,335,129,260

2004 PIII 40% $1,667,949,472

2003 PIII 40% $1,191,392,480

2002 PII 50% $602,713,198

2001 PII 50% $401,808,799

2000 PI 60% $170,501,074

1999 IND approval 75% $52,031,052

Table 3
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valuation of $12 million. Adding the $7.5 million
that would be raised with the first-round financ-
ing, the company should have a post-money value
of $19.5 million.

“Rule-of-Thumb” Valuation: Michael was also
aware that Canadian venture capitalists often
applied a blanket valuation to startup Canadian
biotech companies. This valuation ranged
between $1 million and $3.5 million, post-cash,
meaning, for example, that if a VC invested
$500,000, the VC would require 14 per cent to 50
per cent of the company. Obviously, the fact that
Michael was seeking $7.5 million complicated
the use of this method.

Finally, he considered another option: raise
the $7.5 million as a convertible debenture, at a
conversion rate to be determined at a later date
and based on an independent valuation of the
firm at that date.

What was the value of Diabetogen? What
ownership percentage would have to be offered
to the first-round investors for their $7.5 million.
Michael knew that shares and options would be
issued to other stakeholders including the found-
ing scientists, Dr. Waldmann, management, direc-
tors, the planned ESOP program, Robarts, and

strategic partners. It was especially important
for the founding scientists to have a meaningful
stake at this stage of financing since it was their
reputation, knowledge and skills that had created
value in the company, and future drug discovery
and development required their participation.
In addition to shares, some stakeholders would
receive royalty payments directly or indirectly.
For instance, Hôpital Necker, Robarts and the
University of Western Ontario (UWO) would
receive direct royalties on the drugs that were
developed in their laboratories. Specifics of the
royalty payments would be laid out in licensing
agreements reached with the institutes. Michael
knew that indirectly, founding scientists also
received royalties, usually about half of the pay-
ments made to their respective institutions. For
instance, Dr. Bach would receive a portion of
Hôpital Necker’s anti-CD3 royalties.

In addition to the institutes and the scien-
tists, Michael knew it was standard in the biotech
industry to reserve a certain number of shares for
employee and management stock options, and he
wondered how these options and the remainder
of the equity of Diabetogen should be distrib-
uted. Table 4 lists all of the stakeholders in the
company.
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Stakeholder Shares Royalties Marketing Rights Salary

Dr. Waldmann yes

Millennium to be yes
negotiated

Hôpital Necker yes yes – 2% of
anti-CD3 revenues

Robarts yes yes – for
anti-CD28

UWO yes yes – for Apo E

Scientists yes – options yes – indirectly yes

Management yes – options yes

Board Members yes – options fees for service

Michael Crowley yes – options yes

First-Round yes
Investors

Table 4
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To divide the pre-money equity, Michael
considered that the $5 million raised through
the Challenge Fund had been secured through the
efforts of three London-based organizations:
Robarts (80 per cent allocation), UWO (10 per
cent allocation) and University Hospital (10 per
cent allocation). Next, Michael valued the science
of the company at $6 million with 50 per cent
attributed to Hôpital Necker, 25 per cent to
Robarts, and 25 per cent to UWO. Similar to
royalties, founding scientists would receive their
equity from their associated institute. Finally, $1
million was reserved for the value that current

and future management would bring to the table.
This would take the form of options, half being
zero cost options to be vested over a three to
four year period, with the remainder being at-
or above-money options. Ninety per cent of
both classes would go to the managers already
committed to the company, with the remaining
10 per cent reserved for future managers and
employees.

With all of these issues on his mind, Michael
set to work preparing the investment memo-
randum that would be presented to the potential
first-round investors.
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ALPHA PERSONAL DENTAL CARE SYSTEMS

Barbara Czyzowski

James E. Hatch
Copyright © 1995, Ivey Management Services Version: (A) 2003–02–10

Peter Butler and Julie McBride hurried to the car
through the snow-covered parking lot. It was late
December 1988 and they were on their way to a
meeting with Peter’s attorney to discuss the con-
tents of the offering memorandum the attorney
was preparing. Their firm, Alpha Personal Dental
Care Systems (Alpha), required risk capital to
further develop their new invention: a toothbrush
with a unique double-locking connector mecha-
nism which permitted the head to be easily and
safely replaced. As they drove away, Peter and
Julie started to discuss just what elements would
be included in the offering memorandum, and
began thinking about the potential investors they
would approach for funds.

Peter Butler arrived in Canada from England
in 1961, and brought with him nine years of
training and experience in the graphical skills
associated with packaging design. After engag-
ing in several business ventures, Peter joined
three partners to create Design Associates, a
London, Ontario-based graphic arts firm. The

company continued in business for over 20 years
designing both the artwork and the packaging for
manufacturing-based businesses. Julie McBride
joined the firm as an account manager in 1985
and, as time passed, found herself working more
closely with Peter. During this time, Peter and
Julie acquired extensive experience in the pack-
aging, advertising and marketing activities related
to retail and industrial products.

Following a failed merger with another firm
Peter and one of his original partners, Brian
Williams, launched their own venture, Butler,
Williams and Friends. The plan was to share key
resources and overheads, but each was expected
to develop and manage his or her own client
base. Julie became an employee of this firm, han-
dling all aspects of office management as well as
engaging in client-related work.

In addition to their joint business venture,
Peter and Brian, through separately incorporated
companies, each owned 50 per cent of two prop-
erties in the London area. The first company
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owned the building in which the two partners
operated and one acre of land on which the build-
ing was situated. The remainder of the building
was rented to other commercial tenants. They
owned a second building on four acres of land.
Butler and Williams together shared the costs and
the lease revenues associated with these build-
ings. The two also shared ownership in another
company that held eight acres of vacant land
adjacent to their business premises as well as 290
acres of vacant land near Woodstock, Ontario.

Due to its proximity to two major highways
between London and Toronto, the Woodstock
property had sparked the interest of many
prospective developers over the years. Although
Peter was not aware of the current value of
either of the pieces of land or the building, the
Woodstock property had been acquired in 1980
for approximately $500,000.

THE EVOLUTION OF THE IDEA

Peter had a former neighbour and friend of
20 years who was a dentist named Don Thomas.
Thomas maintained a practice in London, Ontario,
and was part-owner of a dental clinic. He lived
near Bayfield, Ontario, and taught part-time at
the dental school at the University of Western
Ontario. In January 1986, the two friends were
discussing Thomas’s business when the dentist
mentioned some concerns he was having. He felt
that his patients were not replacing their tooth-
brushes regularly, and he believed that this neglect
could trigger the onset of periodontal disease or
systemic health problems. He also feared that this
issue had led many patients to experience accel-
erated tooth decay which, in turn, increased the
probability that patients would require dentures.
He was aware that the Canadian Dental Associa-
tion recommended replacing toothbrushes every
two months and that studies had shown that the
duration of the common cold could be reduced if
toothbrushes were changed at the time when the
patient first noticed signs of the cold.

Thomas also felt patients should use dry (not
wet) toothbrushes to brush their teeth to obtain

the maximum benefits intended from the brushing
process. Since toothbrushes currently used were
comprised of nylon bristles which required 24
hours to properly dry out, this would mean that a
patient who brushed twice per day would require
two toothbrushes. Thomas believed that if den-
tists could find a way for patients to change their
toothbrushes more regularly and to always use
dry brushes, the patients could save considerable
money in dental work and would increase their
chances to keep their teeth. He had statistics
which indicated that having dentures shortened
life expectancy by four years, and he felt this risk
could be avoided with improved oral hygiene.
Peter and Don, feeling that a market existed for
a toothbrush that could address these issues,
decided to pursue the idea further.

THE PRODUCT CONCEPT

The original concept was to develop a product
which resembled a safety razor which was in
wide use. The toothbrush would have two distinct
sections: a retainable handle and a disposable
head. The disposable heads would be marketed
in convenient multi-unit packages to encourage
more frequent toothbrush replacement. Buying
a quantity of heads would have the additional
advantage of lowering the costs of packaging,
which they found were about 50 per cent of
the cost of the toothbrushes currently being sold.
The handle and heads would be standardized
and made available in a single colour, likely
white, to keep costs of production low.

They also envisioned that the retainable han-
dle would help change the consumer’s concept
of the toothbrush from a disposable entity to an
item of higher personal value which could open
up a number of niche markets. This could be
achieved by having the handles personalized, or
developed from various attractive materials, such
as plastic, brass, or stainless steel. Other addi-
tions to the line might include floss holders, mir-
rors, interproximal brushes, gum massagers, and
related items. Another enhancement they con-
sidered included providing a hygienic bathroom
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holder or travel case for consumers to store their
toothbrushes.

TECHNOLOGICAL DEVELOPMENT

Early in their investigation, Peter and Don
learned that there were already a number of tooth-
brush products in the market that purported to
meet the need they wanted to address. However,
they found that the products all suffered from an
inadequacy in the device which locked the handle
to the head. Consequently, they began to devote
their efforts to developing a better locking device
that would eliminate the potential hazard to users
caused by the head separating from the handle. At
the same time, they were mindful that production
costs would have to be low enough to keep the
price of the final product competitive.

Peter tried dozens of approaches to secure the
two parts, but all possessed weaknesses—some
were too difficult to secure, others were too costly.
One day in May 1987, while travelling with Julie,
Peter suddenly got the idea for a new type of
double-locking connector. The connector literally
had two locking mechanisms which ensured that
the head would safely stay on the handle. More-
over, the design made it apparent to the user if the
lock was not in place. He sketched a rough version
of his idea on paper and over the next several
weeks, Peter refined his concept into a series of
diagrams. Peter then took these sketches to an
engineering firm in London that developed a pre-
liminary mechanical drawing, and subsequently, a
plastic prototype that utilized his design concept.
This process was completed in the same summer.

Peter was very excited about his invention but
he knew that many steps were still required before
the invention could be commercially viable. The
first was to take the mechanical drawings to a top
patent attorney in Toronto who was also an engi-
neer and ask him to conduct a preliminary patent
search. Peter knew that the idea of a detachable
toothbrush head could not be patented since he
had seen products of this type in the market.
However, he had hopes that the double-locking
connector was unique. The lawyer initially
expressed his doubt that the connector would be

patentable because there were literally thousands
of patented connectors in the market. Despite his
skepticism, the lawyer agreed to conduct a patent
search and to advise Peter of his findings. Peter
hoped that his idea would be the first of its kind
and decided that, if it was not patentable, he would
have to return to the drawing board.

Later in the summer, Peter was delighted to
hear from the lawyer that there was some possi-
bility that the connector could be patented. This
was already a major achievement but Peter had
no time to rest on his laurels. Through the patent
attorney, the services of an industrial designer
were obtained in order to specify the exact prod-
uct characteristics and designs. Patent applica-
tions required very detailed drawings depicting
precisely how the product was constructed and
utilized. The drawings were challenging to create
since they were required to visually explain the
product characteristics in the absence of any
supporting text.

At the same time, Peter had to begin address-
ing a number of issues surrounding the ability to
manufacture the product. Issues such as product
style, the types of molds required, the engineer-
ing specifications, collapsibility, the tolerances
involved and the tooling requirements, in addition
to the fine tuning needed to make the product
attractive to the consumer, had yet to be deter-
mined. In order to obtain the necessary expertise,
a friend recommended that Peter secure the input
of a well-known industrial designer who was
located in Montreal.

Don and Peter flew to Montreal to meet with
the designer, but the meeting did not go well
due to differences between the designer’s goals
and those of Peter and Don. However, Peter still
needed the expertise of an experienced industrial
designer, and he subsequently located a highly
qualified professional in Toronto who also taught
industrial design part-time. This designer made
considerable changes to the product’s connection
process, and ultimately designed a new product
prototype which could be provided to the patent
attorney and others so that they could visually
see how the product would function.

In the autumn of 1987, Peter’s lawyer had
advised that his concept could possibly be
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patented, and the application process was
initiated. By July 1988, a patent application was
filed in the United States. The U.S. patent was
sought first because of the lawyer’s belief that if
a duplicate process did not already exist in the
United States, there would be a high probability
that a similar process also did not exist in another
country. Peter expected that corresponding appli-
cations would be filed in Canada and other for-
eign countries by July 1989.

A patent application usually has three essential
components: the patent drawings that are com-
pleted by a registered patent artist, the patent
claims which provide a description of the invention
(i.e., what the product or process actually claims to
do) in simple yet broad terms, and finally, the
actual patent itself which sets out in detail the
words that will constitute the document that
the applicant company will ultimately use as pro-
tection against imitation by another firm. Peter’s
lawyer was employed by a firm that specialized in
patents and he was, therefore, able to provide all of
these patent elements in-house. All were contained
in the July submission to the patent office.

The patent process involves the investigation
of all claims of the concept seeking protection,
and normally takes from three to five years from
the date of application before a patent is awarded.
The process is typically an iterative one, wherein
the patent office reviews the claims and requests
changes to narrow the scope of the patent. This is
because companies seeking patents usually keep
their descriptions broad to provide them as much
latitude as possible for defending their claims.
The patent office, on the contrary, is concerned
with maintaining very specific descriptions in
order to avoid confusion or disputes that might
arise due to overlaps among several patents.

INCORPORATION AND LICENSING

Peter’s patent attorney referred him to a corporate
lawyer and on his advice two new companies,
Click Connections Corporation (Click) and Alpha
Personal Dental Care Systems Inc. (Alpha) were
incorporated in June 1988. Peter owned 90 per
cent of Click and Julie owned the remainder. The

corporate lawyer had suggested the patent to the
double locking connecting device be owned by
Click, to minimize disputes concerning patent uses
and applications. Alpha was created to cover all
dental applications only, while non-dental applica-
tions would be pursued through other companies.

Click and Alpha entered into an agreement
whereby Click licensed to Alpha the exclusive
worldwide rights to use and commercialize Click’s
invention for any dental or dental hygiene appli-
cation. The license was effective for the life of
the patent and also covered any improvement or
enhancement subsequently made to the invention
by either Click or Alpha. Alpha was not required
to pay any royalties to Click for the license agree-
ment, as the license was granted in consideration
of monies spent and efforts put forth to date
by Alpha’s shareholders. Under the terms of the
agreement, Alpha was entitled to sublicense to
third parties, including manufacturers, the rights
to use the invention, but only within the specific
field of dental care. Alpha also filed Canadian and
U.S. applications for registration of the trademark
“Click” for use in association with its dental
applications.

ADVISORY TEAM

Concurrent with the patent application, Woods
Gordon was also developing a Business Plan for
the idea. In the meantime, Peter and Julie started
bringing others together who could contribute
their expertise. The two partners believed that the
input from the team was critical to the product’s
successful development and these individuals
joined Peter and Julie as an advisory council.
The council was formally comprised of four
dentists (including Dr. Don Thomas), although
several other acquaintances also offered informal
assistance from time to time. For example, one
of the acquaintances was an experienced man-
ager in a manufacturing corporation that had
extensive contacts with industrial designers, and
raw material suppliers. Another held a senior
financial management position in a medium-sized
corporation. To compensate them for their con-
tributions in what Alpha called “sweat equity,”
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individuals who functioned in an advisory capacity
were provided with common shares in Alpha. A
number of people (including Peter) contributed
funds amounting to $47,000, in return for addi-
tional shares. In addition to his financial con-
tributions, for the past two years Peter had also
devoted a significant part of every day to the
Alpha project. In recognition of this commit-
ment, he was provided with a number of shares.
All shareholders of Alpha were parties to a share-
holders’ agreement dated April 1988. Exhibit 1
provides a summary of the holders of common
shares and Exhibit 2 contains a copy of the Share-
holders’Agreement. This agreement would require
modification if any additional shareholders
invested in the company. Finally, in recognition
of their contribution, Peter agreed to allocate one
per cent of the profits of Click to be divided
among the original investors in Alpha.

BUSINESS STRATEGY

Although there was little formal market research,
Peter and Julie conducted a survey at three dental
clinics to determine the buying behaviour of indi-
viduals and to assess whether or not they would
be receptive to the new product idea. The 400
responses to the survey were very favourable.

From the Woods Gordon study they learned that
Nielsen had conducted studies which concluded
that total over-the-counter retail sales of oral
hygiene products through drug, food and chain
merchandisers in the United States were approxi-
mately US$3 billion in 1987, and total sales of
toothbrushes in the United States during the same
period were about US$245 million. They antici-
pated the Canadian market would represent
approximately 10 per cent of that in the United
States. They also realized that dentists themselves
represented a large market, with many providing
a new toothbrush to patients during their periodic
examinations. Other opportunities existed in the
institutional (hospitals, health clinics, schools),
and corporate (hotel chains, airlines, dental insur-
ance companies) sectors, among others.

From the beginning Peter had no interest
in manufacturing the product himself. The team
was cognizant of the many competitors currently
operating in the dental hygiene market in both
Canada and the United States. They were primar-
ily large multinational corporations, including the
Gillette Company (which produced the Oral B
toothbrush), Johnson & Johnson, and the John O.
Butler Company, among others. All of these com-
panies were aggressively involved in marketing
and promoting their dental care products, most of
which competed directly with Alpha’s proposed
concept. Consequently, the group felt that their
best strategy would be to license Alpha’s technol-
ogy to one or more of the existing manufacturers.
The group believed that the manufacturers or
their distributors would have the resources neces-
sary to effectively market Alpha’s concept to a
broad range of consumers, resources which
Alpha currently lacked. Peter believed that the
rights to sell the toothbrush could be licensed for
four to seven per cent of revenues.

THE FUNDS REQUIRED

Peter knew that he needed additional funds to
develop and exploit the concept. He had already
spent a considerable amount of money to reach
this stage (see Exhibit 3). Although Peter was

Number of Common
Name Shares Held

P. R. Butler 424,000
J. E. McBride 195,000
D. R. Thomas 111,000
J. M. Black 107,000
J. B. Morgan 73,000
W. G. Taylor 57,000
C. J. Carter 11,000
J. F. Masse 11,000
T. L. DeVriese 11,000
I. S. Sherban 315

Total Common Shares 1,000,315
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THIS AGREEMENT made as of the day of April 1988

AMONG: ALPHA PERSONAL DENTAL CARE SYSTEMS INCORPORATED (Hereinafter called the “Company”)

AND: EACH AND ALL OF THOSE HOLDERS OF COMMON SHARES in the capital of ALPHA PERSONAL
DENTAL CARE SYSTEMS INCORPORATED who may from time to time, either before or after their
acquisition of any of such shares, become party to this Agreement

(Hereinafter collectively referred to as “Shareholders” and individually referred to as “Shareholder”).

WHEREAS the authorized capital of the Company consists of an unlimited number of common
shares (the “Common Shares”);

AND WHEREAS, of the authorized capital of the Company, Common Shares have been issued and
are held by the Shareholders in the numbers set forth in Schedule “A” hereto;

AND WHEREAS the parties hereto have agreed to enter into this Agreement to establish a continu-
ing basis of relationship among themselves and amongst any other persons who from time to time
become shareholders of the Company;

NOW, THEREFORE, IN CONSIDERATION of the mutual covenants and agreements herein contained
and the sum of $1.00 paid by each of the parties to each of the other parties (receipt and sufficiency
of which is hereby acknowledged), the parties agree as follows:

1. Warranties

Each Shareholder warrants that he is the beneficial owner of the Common Shares registered in his name and
that he has full entitlement and capacity to enter into and give effect to this Agreement. Each Shareholder who
shall hereafter acquire Common Shares or additional Common Shares, as the case may be, warrants that
such Common Shares shall be issued and registered in his name and that at that time (and assuming all such
Common Shares have been validly allotted and issued as fully paid and non-assessable) he shall have full
entitlement and capacity to give effect to this Agreement.

2. Management

(a) The Shareholders shall cause such meetings of the Company to be held, shall vote at all such meetings
and shall generally take all steps necessary to cause such resolutions to be passed, by-laws to
be enacted, documents to be executed and all things and acts to be done by the Company to ensure
the following continuing arrangements with respect to the management, operation and control of the
Company as hereinafter set forth in this Section 2.

(b) The board of directors of the Company shall consist of nine directors.

(c) The officers of the company shall be elected or appointed by the board from time to time and shall, as of
the date hereof, be as follows:`

Chairman of the Board and Chief Executive Officer and President P. R. Butler
Vice-President D. R. Thomas
Secretary-Treasurer J. E. McBride

(d) By notice given to every director at least 10 days before the date of the meeting, the Shareholders shall
cause meetings of the board of directors to be held at least once in every three month period and at each
such meeting the parties hereto shall cause the Chairman or the President to report fully to the board with
respect to the current status of operations of the Company and any major developments or planned action
involving the Company. In addition, the parties hereto shall cause full current financial information con-
cerning the business and affairs of the Company to be presented at each such meeting of the board. The
Shareholders shall cause the by-laws of the Company to provide that meetings of the board may be called
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by the Chairman or the President or any two directors, that a quorum for meetings of the board shall
consist of * directors, that at any meeting of the board of directors the Chairman shall not be entitled to a
second or casting vote, and that all matters submitted to the board must be approved by at least * directors.

(e) The Shareholders agree that it shall be a condition of the employment by the Company of any new
employee that such employee enter into an employment agreement with the Company, effective at the
commencement of the employee's employment, providing in terms satisfactory to the Company's counsel
that the employee, inter alia, (i) will not compete with the Company, (ii) will not divulge any confidential
information relating to the Company or its customers, and (iii) will disclose and assign over to the
Company all ideas, suggestions, improvements, patent rights, etc., which the employee makes during the
term of his employment and which relate to the Company's business.

3. Dealing with Common Shares

(a) Except as hereinafter set forth, no Common Shares shall be transferred, assigned, pledged or in any way
encumbered by any Shareholder. No purported dealing with any Common Shares in violation of this
Agreement shall be valid and the Company shall not transfer any of the Common Shares dealt with in
violation of this Agreement in the records of the Company nor shall any voting rights attaching to such
Common Shares be exercised, nor shall any dividends be paid on such Common Shares during the
period of such violation. Such disqualification shall be in addition to and not in lieu of any other remedies
to enforce the provisions of this Agreement.

(b) Each of the Shareholders agrees that he will not, without the consent required by the Company's charter
documents, sell or offer to sell any of the Common Shares owned by him.

(c) If at any time the Company shall complete a public offering, then all the Shareholders shall be entitled to sell
Common Shares owned by them as part of the public offering, provided that the ability of the Shareholders
to sell any Common Shares owned by them as part of the Public Offering will be subject to the discretion of
the Company's underwriter. If the Company's underwriter imposes a limit on the total number of Common
Shares which may be disposed of in a public offering will be subject to the discretion of the Company's
underwriter. If the Company's underwriter imposes a limit on the total number of Common Shares which may
be disposed of in a public offering (the "Available Common Shares"), Shareholders wishing to sell Common
Shares shall be entitled to sell that percentage of the Available Common Shares that the number
of Common Shares owned by such Shareholder is of the total number of Common Shares held by
Shareholders wishing to sell Common Shares under the provisions of this paragraph.

(d) In the event that any Shareholder (hereinafter called the “Seller”):

(i) dies; or
(ii) becomes bankrupt or insolvent; or
(iii) does, permits to be done or omits to do any act in breach of this Agreement and such breach or default

has continued for 30 days following written notice thereof to the Seller by any other Shareholder;

then the Seller or his legal representatives shall offer to sell and the remaining Shareholders shall each have
the right, but not the obligation, to purchase all of the Common Shares owned by the Seller immediately prior
to the event referred to in clause (i), (ii) or (iii) hereof, as the case may be. Any shareholder exercising a right
to purchase hereunder is hereinafter referred to as the “Purchaser” and all such Purchasers are hereinafter
collectively referred to as “Purchasers.”

(e) The purchase price for the Common Shares to be sold pursuant to Section 3(d) shall be the [book value
per share], as determined by the Company’s Auditor.

(f) The Purchasers shall purchase the Common Shares to be sold by the Seller pursuant to Section 3(d) on
a pro rata basis, being the proportion that the number of Common Shares held by each of the Purchasers
respectively as at the date of the event requiring such offer to sell under Section 3(d) is to the number of
Common Shares held by all Purchasers as at that date.
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(g) Within 30 days following a determination by the Company’s auditor of the book value per share the Seller
or his legal representatives shall sell and the Purchasers shall purchase the Common Shares of the Seller
and each Purchaser shall make payment in full therefor in cash or by certified cheque on closing or, at
the option of the Purchaser, in equal periodic instalments over a period not exceeding two years. In the
event that an election is made by a Purchaser for payment in instalments, the outstanding portion of the
purchase price shall bear interest at a per annum rate equal to the Bank prime rate of * plus * per cent
and such Purchaser shall, unless other security arrangements are made which are satisfactory to the
Seller or his legal representatives, pledge to the Seller his portion of the Common hares purchased as
security for the due payment of the outstanding portion of his purchase price; provided that, until a default
in payment has occurred and remains unremedied after 10 days’ notice thereof, the Seller or his personal
representatives shall not be entitled to exercise any voting privileges or other rights of ownership in
respect of the Common Shares so pledged.

(h) Notwithstanding paragraphs (b) and (c), a Shareholder wishing to sell or assign some or all of his Common
Shares (the “Initiating Shareholder”), other than as part of a Public Offering, may do so by first obtaining a
bona fide offer to purchase such Common Shares (the “Offer”) which, to be effective, shall be in writing and
shall include a covenant that the Purchaser will become bound by the terms and conditions of this Agreement.
Such Offer may not be accepted without first communicating it and the terms therein contained to the other
Shareholders shall be open for a period of 31 days. If any of the other Shareholders accepts the offer of
the Initiating Shareholder within the said period of 31 days, the Initiating Shareholder shall sell his Common
Shares to the Shareholder or Shareholders so accepting his offer on a pro rata basis, being the proportion
that the number of Common Shares held by each accepting Shareholder is to all the Common Shares held
by all accepting Shareholders. If none of the other Shareholders accepts the offer of the Initiating Shareholder
within the said period of 31 days, the Initiating Shareholder shall be entitled to sell all, but not less than all, of
the Common Shares which are the subject of the Offer, in accordance with the terms of the Offer, provided
such sale is completed within 30 days following the expiration of the above-mentioned period of 31 days.

(i) In addition to the foregoing, subject to applicable law, any Shareholder shall be entitled at any time to sell
or transfer any or all his common Shares (i) to a corporation wholly-owned by such Shareholder or by
such Shareholder and one or more members of his immediate family, or (ii) directly to one or more mem-
bers of such Shareholders’ immediate family provided in either case that no such sale or transfer shall be
effective until such corporation or such family members, as the case may be, has entered into an agree-
ment with the other parties hereto whereby such corporation or such family members, as the case may
be, agrees to assume and be bound by all the terms and conditions of this Agreement and, in particular,
the obligations and restrictions to which the selling Shareholder is subject hereunder. No such sale or
transfer shall relieve the selling Shareholder of his obligations hereunder.

(j) Any of the Shareholders may mortgage, pledge, charge or otherwise encumber or grant security interests
in some or all of its Common Shares as security for a bona fide loan made to such Shareholder by a sin-
gle lender acting at arm’s length with such Shareholder, provided always that the secured party first
specifically agrees as follows:

(i) in the event it exercises any power of foreclosure, the secured party shall execute and be bound by
the terms of this Agreement;

(ii) prior to exercising any power of foreclosure or sale or any other remedy which it may have, the
secured party shall give to the other Shareholders 60 days’ prior written notice of its intention to do so
and shall given such other Shareholders the opportunity, during such 60-day period, to pay to the
secured party all amounts owing to it by the Shareholder in default and obtaining a valid transfer and
assignment of the secured Common Shares, on a pro rata basis, being the proportion that the num-
ber of Common Shares held by each Shareholder wishing to exercise such right is to the Common
Shares then held by all Shareholders wishing to exercise such right, free and clear of any mortgage,
pledge, charge, encumbrance or security interest; and
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(iii) prior to the expiration of the 60-day period referred to in clause (ii) hereof, the secured party shall
make no demand requiring that the Common Shares held by it as security be transferred into the
name of the secured party or its nominee.

(k) If on the closing of any disposition under Section 3(d) or Section 3(h), the selling party shall neglect or
refuse to complete the transaction, the purchasers or transferees shall have the right upon such default,
without prejudice to any other rights which they may have, to pay such defaulting party’s share of the
purchase price to the Company’s bankers in trust and to the credit of such defaulting party and each of
the Shareholders hereby irrevocably constitutes the Company and the other Shareholders its true and
lawful attorneys to complete the said transaction and to execute any and every document necessary in
that behalf.

(l) Any vendor of Common Shares pursuant to Section 3(d) or Section 3(h) hereby warrants that it has, and
will at the closing of any sale have, good and marketable title to the Common Shares free from all
encumbrances. Should any person hold an encumbrance on the Common Shares contrary to the
provisions hereof, then the encumbrance shall be of no force and effect and the Common Shares when
sold pursuant hereto shall be free or any encumbrance. Where there is an encumbrance on the Common
Shares and it is permitted pursuant to Section 3(j) and a permitted sale is made to one or more of the
other Shareholders, then the purchasing Shareholders shall take free and clear of the permitted
encumbrance and any purchase price, notwithstanding anything herein contained to the contrary, shall be
paid to the permitted encumbrancer and to the selling Shareholder jointly, as their interests shall appear.

4. Party to Agreement

The Company shall not issue any of its Shares or approve any transfer of its Shares to any person who is not
a party to this Agreement.

5. General Provisions

(a) Any costs in determining the book value per share shall be borne by the Company.

(b) All certificates for Shares in the capital of the Company issued from time to time shall have endorsed
thereon a memorandum substantially as follows:

“This Certificate is issued to and held by the party to whom it is issued subject to the terms of a
Shareholders’ Agreement entered into among the Shareholders of the Company and the Company.”

(c) Any notice, direction or instrument required or permitted to be given hereunder shall be given in writing
and be mailed, postage prepaid, or delivered by one party to another as follows:

if to a Shareholder, at his address as set out in the records of the Company;
if to the Company,

Alpha Dental Care Systems Incorporated
R.R. 1
Hyde Park, Ontario
N0M 1Z0

Any notice, direction or other instrument aforesaid, if delivered, shall be deemed to be given or made on the day
on which it was delivered or, if mailed, shall be deemed to have been given or made on the third business day
following the day on which it was mailed, provided that no mailing shall be deemed to have been given or made
if mailed during a time or actual or threatened postal disruption or dispute in Canada. Any party hereto may, from
time to time, give notice of any change in its address and, in such event, the address of such party shall be
deemed to be changed accordingly.
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(d) Except as expressly contemplated herein, this Agreement or any benefits or liabilities hereunder shall not
be assigned by any of the parties without the prior written consent, executed under seal, of the others.

(e) This Agreement embodies the entire agreement and understanding between the parties hereto and
supersedes all prior agreements and undertakings, whether oral or written, relative to the subject matter
hereof.

(f) This Agreement may be amended only as follows:

(i) by resolution of the Shareholders passed by the favourable votes of the holders of not less than
662/3 per cent of the number of Common Shares represented at a meeting of Shareholders duly
convened for the purpose and held in accordance with the provisions of the Company’s by-laws at
which the holders of more than 50 per cent in number of the Common Shares then outstanding are
present in person or by proxy; or

(ii) by instrument in writing signed in one or more counterparts by the holders of not less than 75 per
cent in number of all the then outstanding Common Shares.

(g) The parties hereto agree from time to time after the execution of this Agreement, to make, do, execute
or cause or permit to be made, done or executed all such further and other lawful acts, deeds, things,
devices, conveyances and assurances in law whatsoever as may be required to carry out the true
intention and to give full force and effect to this Agreement.

(h) Unless otherwise specified, all statements of or references to dollar amounts in this Agreement shall
mean Canadian dollars.

(i) Time is expressly declared and stipulated to be of the essence of this Agreement in respect of all
payments to be made hereunder and all covenants and agreements to be performed and fulfilled. Any
extension of time hereunder shall not be deemed to be or to operate in law as a waiver of this provision.

(j) If any provision of this Agreement shall fail to be strictly enforced or any party shall consent to any action
by any other party or shall waive any provision as set out herein, such action by such party shall not be
construed as a waiver thereof other than at the specific time that such waiver or failure to enforce takes
place and shall at no time be construed as a consent, waiver or excuse for the failure to perform and act
in accordance with this Agreement at any past or future occasion.

(k) This Agreement may be executed in several counterparts each of which when executed by any person
shall be deemed to be an original and such counterparts shall together constitute but one and the same
instrument.

(l) Words used herein importing the singular number only shall include the plural, and vice versa, and words
importing the masculine gender shall include the feminine and neuter genders, and vice versa, and words
importing persons shall include firms and corporations.

(m) The division of this Agreement into sections and the insertion of headings are for convenience of
reference only and shall not affect the construction or interpretation of this Agreement.

(n) This Agreement shall be governed by and construed in accordance with the laws of the Province of
Ontario.

IN WITNESS WHEREOF the parties hereto have caused this Agreement to be executed under seal as of the
date first above written.
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able to contribute more of his personal assets to
the business, he thought it advisable to secure
investors from outside the company.

In order to proceed further with the tooth-
brush design, the manufacturability of the prod-
uct would have to be tested. The test involved
ensuring that the toothbrush could be produced
using a collapsible core moulding technique that
had been recommended. It also allowed the man-
ufacturer to gauge the cycle time for production.
Other testing was required on aspects such as
stress and structural analysis of the parts, of the
integrity of materials and of the mould opening
and closing process. These tests would be per-
formed by a firm in Toronto that was experienced
in prototype design using a computer-assisted
design process. The result would be a “testing
brief” that Alpha would use as part of its future
solicitations to potential investors, manufactur-
ers, or multinationals. Peter felt that the costs of
testing further product design, styling, and pro-
fessional services would total at least $50,000.

THE CHALLENGE

Peter’s lawyer had been confident that the required
funds could be raised from individual investors and
suggested a private placement. Peter knew little
about the equity market or the methods employed
in selling shares in a firm. Although he was a strong
believer in the merits of his invention, he had
doubts that it would be possible to sell shares in a
concept that was at such an early stage of develop-
ment. However, the attorney had been associated
with a number of very successful offerings in the
1980s and he persuaded Peter that such an offering
would have a high probability of success.

Before approaching investors, a number of
decisions had to be made including: who should
be approached, the type of instrument to be
offered, the price of the instrument and the con-
tents of the offering memorandum which would
be provided. Peter and Julie felt a rising sense of
excitement as they drove to the lawyer’s office to
hear his recommended strategy.
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Nature of Expense Amount

Initial Patent Searches $3,562
Corporate Legal Services 3,055
Legal Services Relating to Patent 6,497
Legal Services—Shareholders’ Agreement 1,200
Business Plan 10,756
Industrial Designer 14,121
Prototypes—Initial version 1,029
Prototypes—Subsequent (five times actual size) 6,110
Prototypes—Most recent versions 3,159
Administration & Miscellaneous 568
Market Research 34

Total Expenses Incurred $50,091

Exhibit 3 Summary of Expenses Incurred to Date
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