06-Morse-4695.qxd

5/3/2005

2:50 PM

Page 295

6
ONGOING VENTURE
OPERATIONS AND GROWTH
THE PROCESS OF ONGOING OPERATIONS AND GROWTH
Ongoing operations leading to growth consists of a set of activities concerned with the
continued and improved delivery of both the product(s) of the firm (Level 1) and the firm
itself as a financial product (Level 2). According to noted economist Joseph Schumpeter
(1934), who was one of the most respected commentators on entrepreneurship, “Everyone
is an entrepreneur when he actually carries out new combinations, and loses that character
as soon as he has built up his business, when he settles down to running it as other people
run their businesses” (p. 78). From this we can gather that the entrepreneurial value added
in this stage of the venture creation process is the continual addition of new combinations.
There are those who might assert that to qualify as entrepreneurial at this stage of the
process, the venture must add new products or services. We are not convinced.
In our minds, we see that each time members of the venture team remove the frictions
that prevent new transactions from occurring, this is entrepreneurial because new units are
new combinations of transaction creator, work, and other persons. This is why, in our
minds, the ongoing operations and growth stage of the venture creation process are very
much an entrepreneurial phase in the venture life span.
Effectively bringing about continuing operation and growth includes the implementation of a visionary and flexibility-creating operations plan (Collins & Porras, 1995) and
the use of this plan to achieve superior economic performance. This stage of venture development primarily involves at least the application of concepts related to continuous venture screening (e.g., the use of the New Venture TemplateTM [NVT] screening system to
highlight the necessary venture viability attributes that may need attention), making market and industry assessments (e.g., brand management), ongoing financial assessment, and
customer reputation and stakeholder relationship management. Through these activities,
we believe that the processes of opportunity recognition that drive continuous improvement and growth can be stimulated.
Now out of print, but nevertheless an extremely useful handbook at this stage of venture
creation, is a summary of what has been termed organizational entrepreneurship (Cornwall
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& Perlman, 1990). According to these authors, the key to a vibrant organization is continual
attention to the fundamentals of entrepreneurial organizations. These include
• managing total risk (sink-the-boat and miss-the-boat risk combined; e.g., Dickson & Giglierano,
1986);
• avoiding the traps of traditional organizations (e.g., defensive vs. proactive strategies, viewing
change as a threat vs. as an opportunity, short- vs. long-term focus in control systems, protective vs. adaptive/innovative organizational culture, formal vs. informal communication
structures, viewing people as expendable vs. as a key resource, mere toleration vs. fostering
of creativity, etc.);
• fostering empowerment within the venture;
• minimizing bureaucracy;
• providing incentives versus constraints for innovation;
• enabling research and development (R&D) that is (a) balanced between basic, breakthroughoriented research and applied research; (b) long term versus reactive to competitors; and
(c) decentralized and integrated versus stand-alone and isolated;
• ethically and sustainability focused.

From our vantage point, we see the continuing operations and growth phase of the venture creation process to be somewhat “agricultural” in the sense that the first job of entrepreneurs remains the creation of new transactions, and at this stage of venture creation, this
can be best accomplished by providing the heat, light, water, and nourishment that the venture as a living organism requires. In our view, the sustainability and growth of the venture
does not come from a restrictive, defensive, or mechanistic view of the business. Rather, it
comes from developing the capabilities for reflective and reflexive awareness and responsiveness. We believe that opportunities for creating new value that is not restricted to economic value alone (Cohen & Winn, 2003) continue to surround the venture, and—as we
explain in the next chapter—we believe that there are fundamental entrepreneurial thinking
processes that exist and can be learned to make this happen.

A STUDENT’S VIEW OF THE OPERATIONS AND GROWTH PROCESS
The operations and growth process, as viewed through the eyes of an entrepreneurship
student, includes the following narrative that accompanies Figure 6.1. This narrative
explains the figure and can be used to visualize many of the key elements we have just
described to be essential to the setup process.
This student says the following:
Continuing operations have three key steps.
Step 1: NVT Analysis. This step involves periodically assessing the venture on the basis of the
15 questions that comprise the NVT. It is an excellent way to judge how well the venture fares
on the 15 components and to engender thought about what could be done to improve the scores
on the NVT analysis. In thinking about what could be done and in formulating plans to improve
the venture, better ventures are being created.
Step 2: Market/Industry and Financial Assessment. This step involves two stages.
Stage 1: Market/industry assessment. This stage involves conducting a trend analysis, industry
analysis, and market profile analysis (similar to what was conducted during the feasibility analysis
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Regular NVT analysis

Market/industry
assessment

Financial assessment

Opportunity
recognition
(idea formulation)

Stakeholder
management

Reputation
management

Dynamic/opportunistic
ventures:
Awareness of potential
opportunities and of market
wants/needs and ability to fulfill

Better ventures:
Mitigation of controllable
venture failure attributes

Figure 6.1

Reduced
failure
Growth
Prosperity

Responsible ventures:
Awareness of strength of
social capital

Ongoing/Continuing Operations

during the idea screening phase). Its purpose is to uncover potential opportunities/threats that
may face the venture in the future. Planning should be conducted now to mitigate the threats and
capitalize on the opportunities as they present themselves.
Stage 2: Financial assessment. This stage involves looking at the venture’s profitability and
internal operations.
•
•
•
•

Is there a better way produce the product/service (inputs)?
Is there a better way to conduct workflow?
Is there any way to reduce costs without inhibiting the performance of the venture?
Is there any way in which the offering could be differentiated to increase net buyer benefit
(NBB) and charge higher prices (or to leave prices constant and attain a larger market share)?

After conducting these two assessments, opportunities that present themselves should start at
the idea screening stage, and the techniques that have not yet been conducted should be employed
to stimulate more thought about how to capitalize on this opportunity. Conducting these analyses and recognizing opportunities creates a dynamic/opportunistic venture that is not stagnant
and will not blossom into an overgrown bureaucracy. It creates an innovative, creative venture
that will sustain itself through the recognition of emerging trends and opportunities.
Step 3: Stakeholder Management. The purpose of stakeholder management is to always be aware
of the various groups that have vested interests in the company. Although not all groups can be satisfied all of the time, time must be devoted to acknowledging the interests of these groups. Doing
so signals to these groups that you have a bearing on their lives and, at the absolute least, that you
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are aware that they exist. Ventures are not a closed box but exist within the framework of a larger
society, and it is this society that gives the venture the license to operate. Effective stakeholder management is just one element that can sustain the venture. If the venture operates with complete disregard for the social setting in which it operates, its social license to operate may be in jeopardy.
Associated with this notion of the importance of stakeholders is the notion of reputation management. The reputation of the venture and its offering should be considered before every undertaking. Having a good reputation makes it easier to introduce new products and charge higher
prices. Conversely, having a bad reputation will likely lead to the demise of the venture.
All in all, thinking about a firm’s reputation and how the undertakings of the firm can affect that
reputation, as well as acknowledging that the firm is a part of a larger society, leads to responsible
ventures.
Operating a better, responsible, and dynamic venture reduces the chances for failure and
induces growth prospects and chances for prosperity.

CASES
The following cases have been selected to help learners to develop and become more
aware of their own thoughts on firm growth and ongoing operations.

EXTREME CCTV
Ken Mark
Stewart Thornhill
Copyright © 2002, Ivey Management Services

INTRODUCTION
On January 5th, 2001, Jack Gin, president and
founder of Extreme CCTV, was considering
acquiring Derwent Systems Ltd. of Newcastle,
England. Derwent was Europe’s leading manufacturer of infrared illuminators, and Extreme CCTV
was its rapidly growing OEM distribution partner
for sales in North America. At Extreme CCTV’s
head office in Burnaby, British Columbia, Gin
knew that the acquisition of Derwent could provide Extreme CCTV with a solid foundation to
tackle the European market of its own Extreme
CCTV products. If a competitor purchased
Derwent, Gin had the other option of working
directly with U.K. distributors from his head
office in Burnaby, but he would lose the advantage

Version: (A) 2002–06–27

of having Derwent’s unique UF500 infrared illuminator which had significant sales in Europe and
had become important for Extreme CCTV sales in
North America.
In the next few months, Gin had to manage
rapidly growing sales and prepare Extreme
CCTV for an initial public offering (IPO) in
2002. He needed to decide whether purchasing
Derwent was the right decision.

THE CLOSED CIRCUIT
TELEVISION INDUSTRY
With a global market estimated at Cdn$5 billion,
the closed-circuit television (CCTV) industry
served clients who were interested in using video
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surveillance devices for monitoring purposes. This
industry was a subset of the larger security products
industry which included the following categories:
access control products, photo identification or
badging, alarm systems and centralized monitoring systems, electronic locking devices and computer network/data security products. Separately,
the North American and European CCTV markets
were estimated to be worth Cdn$1.4 billion each.
The market for CCTV products had grown
rapidly in the late 1990s. In 1999, revenues grew
by approximately 12 per cent, and this trend was
expected to continue into the future. The growing
popularity of CCTV surveillance systems was
attributed to their ability to provide a high level of
security without the expense of security guards.
A British study discovered that areas monitored
by CCTV could deter crime by as much as 80
per cent. In fact, the United Kingdom was the most
progressive country in its use of CCTV, with more
than 150,000 cameras monitoring city streets and
public places. Market growth had also been driven by the litigious culture in the United States
which created a heightened demand for surveillance products that could be used as evidence in
civil or criminal court cases.1

Products
CCTV products were offered in hundreds of
varieties, with each manufacturer offering different
special features on its equipment. General types
of CCTV products included cameras, enclosures,
domes, mounts, and pan/tilt units—everything
necessary to implement, use and support video
surveillance.

Distribution
Due to the complexity of the systems, most
CCTV consumers made their purchases from a
security products installer. These installers determined the client’s needs and then prescribed
adequate products. They were responsible for installing the system and servicing it when needed.
Therefore, most manufacturers had little direct contact with their product’s final users. Most installers were small to mid-sized, regionally based
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companies that would focus on installing
traditional alarm systems, but offered CCTV
systems as a component of their product offering.
Many of the mid-sized installers also acted as the
distributors for a number of different manufacturers’ products, while the small installers would
purchase the systems wholesale from a larger distributor. The large distributors were multinational
corporations that carried a wide line of products
from hundreds of different manufacturers.
Recent innovations in camera and digital
technology had led to the development of CCTV
systems that were easier to install and use than
traditional products. This led to speculation that
direct retailers would become a primary source
of sales in the future. Such a development would
have significant implications for the role of
installers and distributors in the CCTV industry.2

Customers
From schools, government buildings and
public spaces to retail, business offices and
manufacturing, CCTV was being used to detect,
deter and document operations, security incidents and crimes. There were more than two million security cameras in public places like U.S.
airports and bus stations. Another five million
CCTV devices were in private use, with both
private and public markets for security devices
growing for the foreseeable future.
Playing a large role in the growth of video
security was the U.S. government. A 2001 study
by the U.S. Department of Justice indicated that
fixed-position CCTV cameras were in use by law
enforcement in all 50 states. Bob Granger, manager of operation security with United Space
Alliance, the private contractor that helps operate
the Space Shuttle at Kennedy Space Center, uses
CCTV extensively. He commented:
At the Kennedy Space Center, we have ‘Ops TV’
with hundreds of CCTV cameras throughout the
complex. Today’s digital CCTV goes far beyond
anything before, both from a cost standpoint and
with regard to overall system integration. Tied into
access, motion detection and other physical security solutions, CCTV is an integral part of our overall security and documentation efforts.
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Large corporations were also using the
technology. An example was Procter & Gamble,
which marketed a broad range of well-known
consumer products worldwide. Ed Casey, director of corporate security-worldwide for Procter
& Gamble, commented:
We are continually evaluating our security posture
and making modifications as appropriate. There’s
no doubt that CCTV is a vital part of our overall
security program. Our primary benefits have been
in reviewing history after an event has occurred
and in using CCTV to permit access through visual
observation.

Gin believed that the size of the future CCTV
market was difficult to predict for many reasons.
He had no doubt that the market was growing, but
few understood how fast it was to grow and the
reasons for it. It was Gin’s belief that convergence
of technologies and the world’s acceptance of
CCTV were the two key factors. Statistics were
showing that crime was actually decreasing in
America, due in part to CCTV technology. This
decrease in crime would increase the desire for
CCTV. Any amount of crime is not accepted
or desired in a society that was becoming very
technology-tolerant thanks to convergence. Television news coverage of convictions made possible by CCTV would fuel more demand for the
technology. If CCTV cameras could help deter
crime at convenience stores, they would also
deter vandalism at schools and be useful at hospitals, prisons and even in homes. A future world
with PCs, LANs, high-bandwidth Internet, cell
phones, satellite phones and PDAs would all make
use of CCTV. In America, a litigious society
would want CCTV cameras to protect owners
from all kinds of concerns not even related to
crime.

Competitors
Typically, CCTV equipment was sold to the
customer through distributors or intermediaries.
The market was highly fragmented, with no one
supplier achieving majority share in any category.
While customers paid distributors immediately or

within 30 days, suppliers were generally paid 30
to 60 days after delivering product to distributors.
Pelco
An example of a significant competitor in
Extreme CCTV’s market space was Pelco, a large
manufacturer from Southern California. It manufactured 2,500 CCTV products which were sold
through a network of 3,500 dealers throughout
the United States and in over 130 countries.
These products included camera systems, cameras, lenses, enclosures, fixed domes, scanners,
pan and tilts, mounts and adapters, and miscellaneous camera equipment. Pelco estimated that it
had products in over 300,000 locations around the
world. Privately held, with $600 million in annual
sales, Pelco focused its efforts on providing excellent customer service, winning several topsupplier awards within the security industry,
including Employer of the Year in 1998. In mid2000, Pelco was expected to expand its workforce
to 1,400 people by adding another manufacturing
facility in California. In addition to its Californian
base, Pelco had facilities in New York, training
and sales offices in Las Vegas, Nevada, and in the
Netherlands. It also operated a European distribution centre.
Silent Witness
Starting as a manufacturer of black-box data
recorders for vehicles, Silent Witness Enterprises Ltd. (SW) was a Canadian public company
trading on the Nasdaq. It sold products such as
CCTV cameras, mobile surveillance equipment,
video storage equipment, multiplexers and network transmission equipment. In 2000, SW had
net profits of $5 million on sales of $40 million.
It manufactured systems that could operate effectively in all types of weather and operating conditions. It had a worldwide network of 50
distributors and sold its systems to casinos, correctional institutions, government agencies, businesses and consumers. SW had increased its
revenue at an average rate of 48 per cent per year
since 1995, with earnings per share increasing
158 per cent over the same period.
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THE CREATION OF EXTREME CCTV
While he was employed in the corporate world,
Jack Gin never dreamed of owning his own business. If he had an entrepreneurial drive, it was
satisfied through the “ownership” he took as a
minority shareholder of the companies he worked
in and in the challenges of his mandate, which
had become his specialty: export business development. Trained as a structural engineer in
British Columbia, Gin had become very successful in export sales of technology products and
services. While at previous firms, Gin learned the
security market inside and out, and developed a
thorough understanding of its technologies. But
working for others proved to be increasingly stifling. Given an opportunity to start again, the
engineer and marketer turned entrepreneur and
founded Extreme CCTV in 1997. Larry Doan,
director and sales manager, owned 10 per cent of
Extreme CCTV and Jack Gin and his wife Sylvia
Gin owned the other 90 per cent. All worked long
hours and late nights designing prototypes, studying markets, identifying distributors and drafting
business plans. Gin made sales calls, travelled to
trade shows and wrote press releases, specification sheets and brochures. Gin recalled:
We were driven to succeed, to build the company,
but on our terms. I was a contrarian from the beginning—in a crowd of white sheep moving east, I
was the black sheep walking west. Anyone else
would have gone to Asia to pick up a CCTV product from Taiwan. I, however, flew to England, the
most expensive place you could go to explore security products. I said to myself that since the British
have the highest per capita usage of CCTV in the
world it would stand to reason that they would be
innovation leaders in the field. I cashed in some Air
Canada Aeroplan Miles and flew over to England
for free, stayed at cheap hotels and dropped off my
business cards. Through the contacts with whom I
reconnected, the idea for my Integrated Day/Night
Camera came to fruition.

Extreme CCTV put a new twist on the surveillance camera. While other existing cameras captured video pictures by “seeing” the visible light,
Gin’s cameras emitted infrared light to allow them
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to “see” in the dark. His products would also
correct for poor ambient lighting, much like a “fillin flash” would make for a better photograph.
Optimizing the latest LED-type, solid-state light
sources, Gin and his tiny engineering team continued to hone what they called their “integrated daynight” technology. Compared with its competitors,
Extreme CCTV cameras could penetrate further
into the dark, while consuming less power. There
was no other product like it in the CCTV market.
Within a month of starting in July 1997, Extreme
CCTV released its first two products at the International Security Conference in New York. Soon
after, the company had sold its first “Integrated
Day/Night” CCTV cameras to a U.S. hospital to
monitor patients who tended to wander.
From the first day of operations, Gin knew that
the Canadian market would not be big enough
to make his business profitable. Extreme CCTV
began exporting to the United States, then to the
United Kingdom, New Zealand and Taiwan.

A TOUGH START
FOLLOWED BY STRONG GROWTH
Gin found initial difficulty selling to the security
industry. There were barriers to deal with that
included credibility as a new company and
impediments caused by competitors who were
wary of Gin’s track record of success in the
industry. Not to be deterred, Gin focused on specialization and differentiation in order to gain
industry notoriety while flanking the competitors.
In the beginning, every sales order was special,
but some offered great marketing “buzz.” Applications that required the nighttime video monitoring of Apache military helicopters, wild lions
in Africa and the backside of the HOLLYWOOD
sign allowed the company to break through the
credibility barrier.
With a tiny budget and a persistent sales
and marketing effort, the international security
community finally took notice of Gin’s products.
The infrared illuminators and Integrated Day
Night™ cameras became known for their superb
performance, no other competitive product could
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come close to matching. Major distributors were
compelled to take on Extreme CCTV’s product
line because of its unique edge and to satisfy
a small-but-growing demand from significant
end-users. Soon, Extreme CCTV technology was
adopted by the Secret Service, the Drug Enforcement Agency, and several other government
departments in the United States (see Exhibit 1).
In 1997, the first year of business, the company grossed Cdn$41,000. The following year,
sales jumped to $416,000 and subsequently hit
almost $3 million in 2000. By 2001, Gin was
expecting to surpass $5 million in sales, employing 25 people in Burnaby. Extreme CCTV spent
$150,000 annually in research and development
expenses (see Exhibits 2, 3 and 4). In early 2001,
Extreme CCTV continued to enjoy positive cash
flow. When asked about Extreme CCTV’s market
share, Gin laughed:
Market share suggests a finite concept, and most
people think that your job as a marketing manager
is to take other people’s market and increase your
share. I never go there. We prefer to create market.
As engineers, we create products for new market
categories. This takes creative ingenuity and a lot
of marketing work, but then we get to own the category. On this basis, there would be no sharing; we
would get it all until someone copies us!

DERWENT SYSTEMS LTD
During his 1997 trip to the United Kingdom, Gin
met Trevor Duffy, owner of Derwent Systems Ltd.
(Derwent). Derwent had introduced an innovative product providing “even-illumination” to the

security world. Even illumination from infrared
light sources was key in producing effective coverage of monitored areas. Focused solely on the
U.K. market, Derwent had thus far ignored the
North American market.
Derwent was created in 1991 and was primarily owned by Anthony Whiting and Trevor Duffy.
Based in Newcastle, United Kingdom, Derwent
focused on building infra-red illuminators. With
a staff of two engineers working with them,
Whiting and Duffy had been able to develop and
commercialize world-class technology. Derwent
had grown steadily, with sales of approximately
$2.0 million in 1998 to $4.5 million in 2000. Both
owners attended major product shows worldwide
and kept abreast of competitive product development. With 20 employees in Newcastle, Derwent
spent $150,000 annually in research and development expenses.
Since Gin was interested in expanding
Extreme CCTV’s reach beyond what could be
achieved with North American-based distributors, both principals were interested in distributing
each other’s products in their respective markets,
signing a distribution agreement. Derwent had
recently introduced its new, even illumination
UF500 infrared lamp, generating significant interest in the European security market. This lamp
was considered by security industry experts to be
the highest quality, highest performance infrared
illuminator in the world (see Exhibit 5). The
UF500 would be a great complement to Extreme
CCTV’s integrated day/night camera equipment,
thought Gin. Gin sketched out how Derwent products would fit in Extreme CCTV’s offering to
North American dealers:

Extreme CCTV’s Proposed Product Offering

Extreme CCTV
Stand-alone Cameras

X

Integrated Day/Night Cameras

X

Infrared Low-powered Illuminators

X

Infrared High-powered Illuminators

Derwent

Competitor—Pelco
X

X
X

X
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Exhibit 1

Extreme CCTV Products
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Exhibit 1

Extreme CCTV Products
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Exhibit 1

Extreme CCTV Products

Source: Company files.
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Revenue
Cost of sales
Gross margin

$5,107,907
2,836,843

Expenses
Sales and Marketing
General and Administrative
Research and Development
Amortization of Capital Assets
Financing

638,940
465,143
37,401
47,806
16,783
1,206,073

INCOME (Loss) before other items, provision for (recovery of)
income, taxes and non-controlling interest
Other Items
Bonuses
Gain (loss) on Disposal of Assets
INCOME (Loss) before provision for (recovery of)
income taxes and non-controlling interest
Provision for (recovery of) income taxes
Income (Loss) before non-controlling interest
Non-Controlling Interest

1,064,991
(500,000)
(17,436)
547,555
221,553
326,002
9,093

Net Income (loss)
Retained earnings (deficit)
Beginning of Period

335,095
294,549

Retained Earnings (Deficit)
End of Period

Exhibit 2

629,644

Extreme CCTV Inc. Consolidated Statement of Operations and Retained Earnings for the Period
Ended February 28, 2001

Source: Company files.
Assets
Current Assets
Cash
Accounts Receivable
Inventories
Future Income Taxes
Prepaid expenses

$ 234,334
1,418,377
940,805
—
19,363

Capital Assets
Future Income Taxes

2,612,879
78,545
13,000

Total Assets

2,704,424

Liabilities
Current Liabilities
Accounts Payable and Accrued Liabilities
Income Taxes Payable

1,347,528
252,362

Due to program for export market development
Due to shareholders
Non-controlling interest
Total Liabilities

1,599,890
76,500
394,432
3,938
2,074,760

Shareholders’ Equity
Total Shareholders; Equity

Exhibit 3

629,664

Extreme CCTV Inc. Consolidated Balance Sheet as at February 28, 2001

Source: Company files.
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Operating activities
Net Income (Loss)
Items Not Affecting Cash
Amortization of Capital Assets
Loss (Gain) on Sale of Capital Assets
Non-Controlling Interest
Future Income Taxes
Changes in Non-Cash Operating Accounts
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335,095
47,806
17,436
(9,093)
(13,000)
378,244
(464,372)
(86,128)

Investing activities
Purchase of Capital Assets
Financing activities
Due to Shareholders
Due to Program for Export Market Development

61,158
55,336

Increase (decrease) in cash
CASH, Beginning of Period

116,494
(75,628)
309,962

Cash (bank indebtedness)
End of Period

234,334

Cash Flows include the following elements
Interest paid
Income Taxes paid

Exhibit 4

(105,994)

16,783
3,000

Extreme CCTV Inc. Consolidated Statements of Cash Flows for the Period Ended February 28,
2001

Source: Company files.

Thus, the UF500 would give Gin an entry into
another product segment: it would allow customers with existing video surveillance equipment to capture long-distance, outdoor, night-time
images using infrared light. A customer could
potentially purchase UF500 for use with current
camera equipment (to monitor large spaces) and
Extreme CCTV’s Integrated Day/Night camera
(to monitor confined spaces).
Gin recalled his initial dealings with Derwent:
Through references in the security industry, Trevor
and Tony (from Derwent) located me. It was June
1997, and they showed me their initial marketing plan
to launch their products into North America. I said,
“Trevor, you’ve got it wrong. I wouldn’t do it that
way. This is how you’re going to have to do it.” The
byproduct of my being candid and showing them
how to strategically position their product in North
America was a gaining of their respect. At the time,
I wasn’t really interested in their product since I was

developing my own, but they subsequently chased me
down to represent their products in North America.
The challenge for the Derwent brand was that our
market lacked an appreciation for the benefits of
infrared illumination. “The quality is evident but
there’s no market for your products in North
America,” said one prominent security distributor.
I was reminded that distributors are averse to new
technologies and sell what already sells—I would
have to create a market for the UF500, which we
thought was an opportunity instead of a problem!
In September 1997, I picked a trade show in St.
Louis, sold the UF500 to our first customer and
never looked back (until now).

Over the past year, Derwent sold $220,000
worth of Extreme CCTV equipment in the United
Kingdom, and Extreme CCTV sold nearly a million dollars worth of Derwent equipment in North
America (see Exhibit 6).
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Exhibit 5

Derwent’s UF500 (as Seen in Extreme CCTV’S North American Brochure)

(Continued)
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Exhibit 5

Derwent’s UF500 (as Seen in Extreme CCTV’S North American Brochure)

Source: Company files.
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Exhibit 6

Extreme CCTV products sold in
United Kingdom via Derwent*

Derwent products sold in North
America via Extreme CCTV

1999

$215,154

$656,546

2000

$220,344

$993,161

Extreme CCTV/Derwent Distribution Agreement Sales

* £1 = Cdn$2.265

2000 (Actual)

1999 (Actual)

1998 (Actual)

$4,514,372
2,692,675

$3,126,413
1,987,562

$2,677,361
1,538,506

1,821,696
1,495,546

1,138,851
915,821

1,138,856
770,419

326,151
5,352

223,030
3,398

368,436
—

10,673
(6,331)

9,062
(4,202)

21,769
(4,990)

Profit on ordinary activities
before taxation
Tax on Ordinary Activities

335,845

231,288

385,215

71,973

58,682

73,599

Profit on ordinary acitivites
after taxation
Dividends

263,873

172,607

311,616

(104,761)

(11,325)

(19,046)

159,111

161,282

292,570

Turnover
Cost of Sales
Gross Profit
Administrative Expenses
Operating Profit
Profit on sale of fixed assets
Interest Receivable
Interest Payable

Retained profit

Exhibit 7

Derwent Systems Ltd. Profit and Loss Accounts* for the Years Ending December 31

*Generally accepted auditing standards as applied to the audit of Derwent Systems Ltd. financial statements were substantially
equivalent to generally accepted auditing standards in Canada as established by the Canadian Institute of Chartered Accountants.
Note: All amounts have been converted to Canadian dollars at Cdn$2.265 per British pound

THE DERWENT PURCHASE OPPORTUNITY
Duffy had contacted Gin in early 2001, saying
that he wanted to retire from the security business. That meant that Derwent would have to be
sold. He proposed that Gin acquire Derwent for
one million British pounds (about Cdn$2.26 million) in cash (see Exhibit 7 and 8). Facing explosive growth in his own company, Gin was
hesitant at first. What was he buying in Derwent?
Since he would be expected to pay for the acquisition in cash, how would he ensure that there
was adequate cash for both companies to grow?

Gin planned to go ahead with an Extreme
CCTV IPO in early 2002——could he afford to
let this consume his attention? Lastly, Gin wondered how he would manage both companies in
the coming months.

NOTES
1. Taken from the Ivey #9B00M004—”Silent
Witness Enterprises” by Professor Charlene NichollsNixon and Adam Fremeth.
2. Ibid.
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2000
(Actual)

1999
(Actual)

1998
(Actual)

Fixed assets
Tangible Assets

$257,431

$224,933

$239,882

Current assets
Stock and Work In Progress
Debtors
Cash at Bank and in Hand

540,354
1,323,168
489,591

270,874
894,548
228,287

181,359
573,444
480,495

2,353,113
(1,498,402)

1,393,709
(652,950)

1,235,297
(659,582)

854,711

740,759

575,715

1,112,142

965,692

815,597

(36,267)

(42,910)

(2,682)

1,075,875

922,781

788,680

33,975
61,155
980,745

54,360
40,770
827,651

81,540
13,590
693,550

$1,075,875

$922,781

$788,680

Creditors: amounts falling due within one year
Net current assets
Total assets less current liabilities
Creditors: amounts falling due after more than one year
Net assets
Capital and reserves
Share Capital
Other Reserves
Profit and Loss Account
Total shareholders’ funds

Exhibit 8

Derwent Systems Ltd. Balance Sheets for the Years Ending December 31

Source: Company files.
Note: All amounts have been converted to Canadian dollars at Cdn$2.265 per British pound

VANCITY SAVINGS CREDIT UNION:
CORPORATE VENTURING INTO UNCHARTED WATERS
Devkamal Dutta
Diane Friedman
Stewart Thornhill
Copyright © 2002, Ivey Management Services

On the morning of September 15, 1998, Bob
Williams, board member at VanCity Savings
Credit Union (VanCity) and chair of the threemember corporate venturing committee (CVC),
was giving finishing touches to the presentation he
and his two colleagues had lined up for the board
meeting in about an hour. Williams believed that
this was going to be one of the most important

Version: (A) 2002–10–18

strategic decisions the VanCity board would be
making in the years to come. Much would depend
on how effectively he was able to articulate the
findings of the CVC. Today’s board meeting would
bring to culmination months of intensive strategic deliberations by Williams and his team about
whether VanCity needed to venture into the previously uncharted waters of mezzanine financing.
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VANCITY: A SUCCESSFUL
STORY IN COMMUNITY BANKING
With $7.5 billion in assets, 275,000 members
and 39 branches throughout Greater Vancouver,
the Fraser Valley and Victoria, VanCity was
Canada’s largest credit union. It was founded in
1946 to provide financial services to people from
all walks of life and served as a major financial
institution in British Columbia.

Values
VanCity prided itself on being a memberoriented organization, serving the communities
where it is based. Its corporate philosophy was
to be “a democratic, ethical and innovative provider of financial services to its members.” Being
member-controlled, it was committed to delivering solutions that would help its members and
communities achieve their financial goals, with
the members participating in the decisions that
affected their credit unions operations. VanCity’s
statement of values and commitments is depicted
in Exhibit 1.

Current Performance
In 1998, VanCity’s consolidated assets stood
at $5.9 billion, representing a growth of $328 million during the year. Deposits grew by $672 million and earnings from operations were $38.6
million. Net earnings for the year stood at $23.5
million. VanCity was able to distribute $6.8 million in earnings to its members and to the communities with which it did business. In keeping
with its philosophy of corporate social responsibility, VanCity also contributed $1.6 million to
fund various community projects during the year.
In 1998, VanCity released its first comprehensive social audit report. The year also marked the
VISA Centre’s first year of operations, which
helped VanCity to increase its credit card base by
44 per cent. During the year, VanCity co-hosted
“Standards for the New Millennium,” the first
North American conference on social and ethical
auditing, accounting and reporting. This was
done in partnership with the Ethics Practitioners

Association of Canada and the U.K.-based
Institute of Social and Ethical Accountability.
VanCity exceeded its sales objectives for the
Family of Ethical Funds by 29 per cent and
launched a new advertising and promotion campaign that positioned it as the right and smart
choice for financial services. The Credit Union
coined the statement “It’s right here” to depict its
commitment of corporate social responsibility
and its desired role as a quality financial services
provider. To improve its operational efficiency,
VanCity installed a centralized automated teller
machine administration that enabled branch
staff to spend more time on developing member
relationships.
The financial highlights of the year 1998, as
well as those of the two preceding years, are
provided in Exhibit 2.

EMERGING STRATEGIC PRIORITIES
1997–98 had been an eventful period for VanCity.
The pace of globalization in financial services,
increased competition and changing expectations
of members had forced that the Credit Union to
rethink its methods of conducting business for
the coming years. Comparatively higher levels of
unemployment and social stress in the region
demanded that the organization look for innovative ways to assist its members and communities
achieve their financial goals. To be able to meet
these environmental pressures, it was time for
VanCity to initiate a transformation process that
would prepare for and lead into the future.
VanCity management identified relationship
building as the key strategy of the future. This
initiative would aim at strengthening the Credit
Union’s member relationships and would be
achieved by proactively anticipating member
needs, providing knowledgeable and responsive
service, and assisting members to achieve their
financial goals. By 1998, VanCity had outlined
its change program and had implemented that
program in 24 of its branches.
The benefits of the Internet and communication technologies allowed routine transactions to shift to electronic support systems, thus
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As VanCity grows and changes, there are some things that will never change–our purpose and values.VanCity’s
Statement of Values and Commitments was created in consultation with our members, staff and communities and provides a framework for how we do business. It will guide our business decisions and strategies ensuring that we stay true
to the values that have made us strong.
Our Mission
To be a democratic, ethical, and innovative provider of financial services to our members.
Through strong financial performance, we serve as a catalyst for the self-reliance and economic well-being of our
membership and community.

Our Purpose
Working with people and communities to help them thrive and prosper.
Our Values
Integrity: We act with courage, consistency and respect to do what is honest, fair and trustworthy.
Innovation: We anticipate and respond to challenges and changing needs with creativity, enthusiasm and determination.
Responsibility: We are accountable to our members, employees, colleagues and communities for the results of our
decisions and actions.
Our Commitments
We make the following commitments in order to live our purpose and values in how we do business. Our aim is to strengthen
VanCity’s long-term business while contributing to the well-being of our members, staff, communities and the environment.
We will be responsible and effective financial managers so VanCity remains strong and prospers.
This means we will:
• Make sound business decisions to achieve solid financial results;
• Manage risks responsibly to safeguard vancity’s assets;
• Prudently exercise fiduciary responsibility with members’ deposits.
We will provide you with outstanding service and help you achieve your financial goals.
This means we will:
• Treat you with respect and dignity;
• Give you trustworthy advice about your financial options;
• Offer products and services that meet your unique needs and provide good value;
• Protect your right to privacy;
• Ensure that low income and marginalized members have access to necessary financial services.
We will provide meaningful opportunities for you to have input in setting the direction of the credit union.
This means we will:
• Make it easy and straightforward to vote and provide you with information to make informed decisions;
• Offer multiple channels for you to provide us with input and feedback;
• Address your concerns in a timely manner.
We will ensure that VanCity is a great place to work.
This means we will:
• Create a workplace that is healthy, diverse, stimulating and rewarding;
• Provide the leadership, tools, resources and opportunities for employees to do their best work;
• And achieve their full potential;
• Respect and honour employees’ responsibilities to their families, friends and communities.
We will lead by example and use our resources and expertise to effect positive change in our communities.
This means we will:
• Leverage our unique skills and expertise as a financial institution to create solutions to social, environmental and
economic issues;
• Model and advocate socially and environmentally responsible business practices;
• Seek business partners who practise progressive employee relations, contribute to the well-being of their communities and respect the environment;
• Invest our dollars responsibly in the communities where we live and work.
We will be accountable for living up to our commitments.
This means we will:
• Make continuous and measurable progress in meeting our commitments;
• Involve our members, staff and communities in measuring our;
• Performance and report the findings in a public, externally verified report.

Exhibit 1

Vancity’s Statement of Values and Commitments
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1998

1997

1996

550,722

503,940

385,030

5,212,914

4,946,842

4,299,867

154,514

139,758

117,732

5,918,150

5,590,540

4,802,629

5,359,291

4,687,703

4,081,405

187,710

559,951

414,780

Assets
Cash and Securities
Loans
Other Assets
Total Assets
Liabilities And Members’ Equity
Deposits and Equity Shares
Debentures and Loans Payable
Other Liabilities

144,322

139,591

120,357

Retained Earnings

226,827

203,295

186,087

5,918,150

5,590,540

4,802,629

Total Liabilities and Members’ Equity
Statements of Earnings
Net Interest Income

149,751

140,668

118,025

Charge for Impairment of Loans

(5,516)

(5,101)

(3,553)

Other Income

41,619

32,837

27,632

185,854

168,404

142,104

Salaries and Employee Benefits

78,415

68,263

55,986

Other Operating Expenses

68,864

69,523

51,038

Total Operating Expenses

147,279

137,786

107,024

Earnings from Operations

38,575

30,618

35,080

Net Interest and Other Income

Donations to Foundation

600

775

600

Distribution to Members

6,420

8,641

7,835

Income Taxes

8,023

3,944

6,037

23,532

17,258

20,608

5,738,457

5,112,619

4,631,941

Growth of Total Assets (%)

5.86

16.41

9.94

Return on Assets (%)

0.41

0.34

0.45

Dividends per Equity Share

5.0

5.0

5.0

Dividends per Investment Share

5.6

6.0

7.3

261,613

252,638

231,558

1,513

1,417

1,265

42

42

38

Net Earnings for the Year
Statistics
Average Assets

Membership
Number of Employees (full-time eqvt.)
Number of Branches

Exhibit 2

Vancity Credit Union—Consolidated Financial Performance
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challenging staff to adopt the role of planners,
advisors and consultants. The branches were fast
becoming financial hubs where members would
plan their financial futures with VanCity’s staff
as advisors. An important part of the corporate
change program was to provide staff with training,
not only to upgrade their technical and operational
skills but also to make them better facilitators of
relationship management.
An important offshoot of the new strategy was
to re-establish VanCity’s high commitment to
the small business sector. To better serve those
members who had difficulty accessing traditional
business loans, VanCity took the significant step
of integrating its micro-lending programs into its
business services group. The result was that even
members who lacked a credit history or collateral could obtain financing to set up their own
businesses.
In tandem with its strategic renewal program,
VanCity also committed substantial resources to
make all its internal systems and installations Y2K
ready. Specialized internal teams were formed
to extend this preparedness through to VanCity’s
suppliers as well.

MEZZANINE FINANCING AND SMES
Small and medium enterprises (SMEs), especially
in fast growth industries, play an important role in
terms of innovation and introduction of new products and services. In 1998, SMEs in Canada were
facing challenges brought about by increasing
competitive pressures due to globalization, liberalization of trade and infusion of new technology.
It was believed that the next few years would lead
to a general shake-out in the economy, and only
those companies that would reach out to customers with higher quality products and services
at competitive prices would survive. This meant
there would be an increasing requirement by
SMEs to upgrade themselves technologically as
well as organizationally, which would call for
financial resources that could aid in their growth.
Financing needs of SMEs vary according to
the stage in their business life cycle. Depending

•
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on the life cycle of the enterprise, merchant
banking services to SMEs comprise several
kinds of financial assistance. Exhibit 3 provides
more details. Mezzanine financing is a kind of
hybrid finance that fits between senior debt and
common equity. It is a useful route to raising
additional funds when available assets have
already been pledged as collateral, but free cash
flows can be leveraged. Mezzanine financing
typically resembles debt in its structure, but can
have some equity features. The debt instrument
is subordinated to senior creditors and, to compensate an investor for higher risk (relative to
secured debt), the return on mezzanine financing
is correspondingly higher. An investor will realize their return with a combination of coupon
interest and equity participation, where the latter
can take the form of warrants or shares that entitle the investor (lender) to buy shares of the
firm’s stock at a stated price.
Mezzanine financing becomes especially
important when enterprises are looking for financing to support their objectives of rapid growth.
Mature businesses obtain bank financing because
of their track record, asset base and equity. But
given that conventional lenders require collateral
in the form of tangible assets rather than innovative ideas and potential before they lend money,
fast growing SMEs may require capital above
and beyond the capacity of conventional financing. This is where mezzanine financing can help a
company with immediate working capital requirements to fund increases in inventory, accounts
receivables, marketing expenses, ongoing research
and development, etc. Mezzanine financing assists
such enterprises because lenders accord more
importance to characteristics such as a strong management team, industry growth opportunities and
profitability, rather than to balance sheet figures.
Accordingly, with sufficient due diligence, funds
are loaned without collateral support.

MAJOR PLAYERS IN MEZZANINE FINANCING
In 1998, the following players provided mezzanine financing in British Columbia:
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Primary Source

Development

Startup

Early

Rapid
Growth

Exit
Growth

Entrepreneur
Friends and Family
Angel Investors
Strategic Partner
Venture Capital
Asset-based Lender
Equipment Lessor
Small Business Investment Companies
Trade Credit
Factor
Mezzanine Lender
Public Debt
IPO
Acquisition, LBO, MBO

Exhibit 3

Life Cycle Model of New-Venture Financing

Source: Smith, J. K. and Smith, R. L. (2000): Entrepreneurial Finance. New York: John Wiley & Sons, Inc.

Business Development
Bank of Canada
The Business Development Bank of Canada
(or BDC), a financial institution wholly owned
by the Government of Canada, delivered financial and consulting services to SMEs, primarily
in high-tech, export-oriented and rapid-growth
businesses. The BDC’s mission was to “make a
unique and significant contribution to the success of dynamic and innovative entrepreneurship for the benefit of all Canadians.”1 With over
80 branches and a virtual branch (BDC Connex)
spread across Canada, BDC had prided itself
as Canada’s bank for small business for over
50 years.

In 1995, when the BDC initiated a program of
strategic change, its legislation was updated and
the bank was given a revised mandate. No longer
the “lender of last resort,” the bank’s role was
redefined so that it could fulfil a role complementary to other commercial functions.
The BDC provided a range of term loan and
consulting products and services to the small business sector: secured loans (available on easier terms
than conventional bank loans), subordinated debt
financing (focused on fast-growing manufacturers,
exporters, new economy enterprises and management buyouts) venture capital (equity investments
in high-tech and biotech sectors), and consulting
(services to potential borrowers so that they implement effective strategies to compete and grow).
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Roynat Capital

HSBC Capital

Formed in 1962, RoyNat Capital (or RoyNat)
was the merchant-banking arm of Scotiabank. It
was a provider of term debt, subordinated debt,
mezzanine financing and equity to SMEs. RoyNat
promised “More than money” and helped in the
growth efforts of successful businesses through
creative financial solutions, strong customer relationships and active referral networks.
RoyNat’s target customers were enterprises
with revenues in the $5 million to $200 million
range. It provided them with a full range of financing services: funds for acquiring fixed assets,
refinancing existing borrowings, working capital,
mergers and acquisitions and succession planning.
Where necessary, RoyNat could also provide customers with consulting support. RoyNat’s service
groups included:

HSBC Capital offered both private equity
financing and shorter term capital (or bridge
financing) to companies with strong cash flow or
high prospects for more permanent financing.
With respect to equity investments, HSBC’s
objective was to substantially increase the value
of the investee company by introducing new
capital, as well as by offering strategic and financial advice. They were medium-term, minority
investors, generally looking to employ capital for
three to seven years, with ownership limited to
not more than 49 per cent and a clear exit strategy developed at the outset. Investments were
chosen on the basis of potential return, and capital could be provided for a variety of purposes,
including: internal growth financing, leveraged
and management buyout transactions, shareholder reorganizations and financing for acquisitions. Selected turnarounds would be considered
but they did not invest in startup or early-stage
situations.

• RoyNat Business Capital (the U.S. merchant
bank headquartered in Cleveland, Ohio, and
focused on assisting Canadian companies that
required financing for their U.S. operations,
expansion and acquisition, and U.S. companies
that required similar services in Canada).
• RoyNat Capital Corporate Finance (worked
with clients to execute mergers, acquisitions and
divestitures, arranged strategic partnerships,
helped raise capital for both private and public
companies).
• RoyNat Capital Partners (provided a forum by
which owners of mid-market companies could
evaluate the underlying value of their business
and the issues and opportunities that challenged
them).

Bank of Montreal Capital Corporation
In 1966, the Bank of Montreal set up the Bank
of Montreal Capital Corporation (BMO Capital).
The objective was to provide specialized financing
and venture capital to small- and medium-sized
Canadian businesses to reach their full potential.
BMO Capital provided quasi-equity and
equity financing of up to $5 million to businesses
that had a strong growth potential. It provided
these funds at all stages of the business life cycle
of an enterprise.

Mercantile Bancorp Limited
Mercantile Bancorp Limited (Mercantile)
was a private merchant investment company with
offices in Vancouver and Calgary. Mercantile
specialized in providing capital and advisory
services to emerging and mid-sized businesses,
and had been investing in Western Canada since
1989. Mercantile invested capital on behalf of
some of Canada’s largest institutional investors in
conjunction with the personal capital of its management team, with a principal focus in Western
Canada and selective involvement in other geographic areas.
Mercantile was capitalized with $48.5 million,
which was targeted at investing in businesses in
the industrial, service and consumer products sectors. Target companies included both private and
“micro-cap” public companies, with sales typically ranging from $3 million to $50 million.
Mercantile was registered as a portfolio manager
with the British Columbia Securities Commission.
Mercantile invested between $1 million
and $7 million per transaction in emerging,
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middle-market, private and public companies
for management and leveraged buyouts, acquisitions and divestitures, growth and project-related
expansions, and restructurings and turnarounds.
Mercantile provided capital in the form of debt,
mezzanine debt, equity and/or bridge debt financing and may initiate or participate in larger syndicated transactions.

THE MEZZANINE VENTURE PROPOSAL
In early 1998, VanCity was wrestling with the
question of how to expand its service to SMEs
and achieve growth within the Credit Union.
It was decided that senior board member Bob
Williams would assemble a team to work on the
question of emerging regional opportunities
and the creation of a new subsidiary of VanCity.
The new subsidiary, initially named the Regional
Development Corporation (RDC), would deal
with mezzanine financing and subordinated
debt, while keeping to VanCity’s overall objective of generating additional employment and
regional and economic development in British
Columbia.
The next few months went by with Williams
and his team meeting every month. The basic
objective was to identify the market niche, if any,
where VanCity could play a bigger role. Williams
believed that the best opportunities would be
found within the business sector. In addition,
other issues required consideration as well: the
new RDC would need to absorb the culture of
VanCity and at the same time be distinct from it.
Would that mean it would continue to support
not-for-profit organizations? If so, would it
become an extended arm of the parent or should
it instead be distinct and look at only for-profit
businesses? These were the issues upon which
the RDC’s business plan would hinge. Williams
felt that by supporting non-profit organizations,
albeit in a professional manner as if they were
business organizations, the RDC would retain
its roots with VanCity. This would also help the
business create value in the marketplace and
differentiate itself from its competitors.

It does seem to me that a fair number of the
principles around venturesome lending could apply
to the non-profit sector. We need to think about it
in the context of asset development that’s going on
with individuals in the United States and pilot
projects we have here. I think we have to find a few
different routes than those we have applied so far,
in terms of making this idea work. I think our goal
should be something like 10 per cent of our business from the new entity would be from non-profits.
Many business leaders to whom we have spoken
informally have said that they’re not really sure that
there’s enough demand here, that there’s a real need,
or that we have that amount of entrepreneurial talent
here that would benefit from this new entity. I think
it’s a neat question in terms of how big the market
is, but I don’t think there’s much doubt in terms of
who we are that there’s a real need, and it’s going to
continue to grow. I think it has to be about seeing
the opportunity out there in the marketplace.

In the course of his work within and outside
VanCity, Williams met a few officials from Shore
Bank Chicago at a conference on SMEs and
financing. He decided to consult with them as
they had recently gone through the same kind
of questions before they ventured into business
lending. Shore Bank had pioneered banking in
the south side of Chicago, essentially an AfricanAmerican neighborhood. In the exercise of doing
their work, they discovered that if they were
to be more relevant in the neighborhood, they
had to understand the neighborhoods of industry
around them as well, at least in terms of generating employment for the people in those
communities who generally weren’t part of the
industrial neighborhood game. So, in turn, Shore
Bank became superb industrial commercial
lenders and developed a capacity with subordinated debt and similar instruments.
By July, Williams and his team were giving
shape to the basic contours of a business plan for
the new RDC.

EXCERPTS FROM THE BUSINESS PLAN
The business plan drafted by Williams and his
team recommended that the new entity would

06-Morse-4695.qxd

5/3/2005

2:50 PM

Page 319

Ongoing Venture Operations and Growth

begin its operations in January 1999, with an
initial capitalization of $11.5 million. At the end
of three years of operations, additional capital of
$10 million to $15 million would be required to
make the RDC self sufficient. However, as the
lump sum payment of $11.5 million would not
optimize capital adequacy and taxation issues for
VanCity, the capital would be arranged through
staged payments over the first three years of the
RDC’s operations. Additionally, the credit union
management would have to provide an operating
subsidy to the RDC for the first three years, after
which it was expected to become profitable.
The overall vision for RDC was coined as:
“To create a profitable source of risk capital and
management support to successful business people
who can ultimately strengthen the communities
they operate in.”2 In order to operationalize this
vision, the RDC would attempt to leverage and
spread the value and recognition of the VanCity
brand into the business community. Similarly, in
the non-profit and co-operative sectors, the RDC
would endeavor to develop an innovative package
of services to bring to its borrowers.
It was anticipated that in its first year of operations, the RDC would make 20 loans approximating $4.1 million, generating an operating loss
of $900,000. With additional capital, this would
progressively increase to 45 loans for $9 million
in year five, generating an operating profit of
$400,000. The RDC would breakeven in its fourth
year of operation.
Based on a critical analysis of the mezzanine
financing industry in Canada and the players
operating within it, Williams and his team identified the target market for the new RDC as “wellmanaged companies with some track record of
success, who are at a threshold in the development
of their business.” This was meant to include the
following categories of fast-growth ventures in the
SME sector:
•
•
•
•
•

Expansion to new markets,
Entry into export markets,
Development of new products,
Acquisition of a complementary business,
Purchase of assets to expand or improve
operations,

•
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• Working capital to accommodate growth, and
• Venture-backed companies whose planned IPO
is delayed.

After initial deliberations, Williams and his
team decided that while the RDC would consider
funding startup situations, these would usually
be avoided unless there was a strong business
reason for doing so. In line with the scope of and
the demand for mezzanine financing, the RDC
would fuel the growth of fast-growing, existing
businesses. Also, the nature of the products and
services being offered (high-yield debt) was not
well suited to startup situations. Exhibit 4 provides details of the package of products and
services that the RDC would offer to its target
customers. The business plan suggested that
buy-out financing would be considered for management groups to facilitate succession planning
issues or where a new management team could
revitalize and grow an existing business.
In terms of its market entry strategy, the RDC
would establish industry specializations based
on market intelligence. The plan suggested that
the strategy’s core would be built around being
opportunistic in finding the best companies and
management teams to finance. As the portfolio
grew, sectors of significant opportunity would
emerge, and the RDC would capitalize on these.
With the RDC being complementary to other
lenders, referrals could be sought from chartered
banks and credit unions, while partnering on
some deals with competitors such as the BDC.
Williams and his team determined that in the
first year of operations, the RDC would seek to
underwrite 16 loans, eight loans per lender. This
was slightly higher productivity than that of similar lenders, but given that the RDC would operate as a flexible structure with the requisite level
of independence, it was still an achievable goal.
In fact, Williams expected it would be possible to
achieve a more ambitious productivity target of
12 loans per year per lender in future.
Initial calculations suggested that the expected
average loan size of $200,000 to $250,000 would
produce a volume $3.5 million to $4 million. An
additional four loans in the civil and co-operative
sector would be sanctioned in the first year.
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Amount:

$50,000 to $500,000 (average size is expected to be in the $250,000 range). Opportunities over
$500,000 will be syndicated for portfolio diversification.

Pricing:

Prime plus 6% -10% (combination of interest, premiums, royalties, options, bonuses etc.)
Application fee of 1%, annual administration fee .5%

Amortization: 24 to 60 months, usually no principal payments for six to 12 months
Security:

GSA ranking behind senior creditors, specific charge on fixed assets we finance, intellectual
property if available. No security value will usually be assigned.

Location:

Lower mainland targeted. The venture can operate anywhere in British Columbia if an opportunity arises.

Exclusions:

Real estate development, natural resource extraction

Exhibit 4

Suggested Products and Services Package for the Venture

Source: Company files.

Borrowers in this category would be eligible for
lower interest premiums than those for regular
commercial clients. The actual number and dollar
volume of loans generated would be affected by
the economic conditions in the market as well as
by pricing, specifically whether customers would
accept the cost versus opportunity rationale and
whether other players would undercut prices.
Recently, it had been brought to Williams’ attention that some institutions, backed by government
guarantees, were attempting significantly riskier
deals at artificially low pricing.
However, Williams felt the risk of a price war
was mitigated by the fact that the RDC would
do relatively low volume, only 16 deals per year.
The RDC’s objective would be to set its sights on
unique opportunities with companies that would
be willing to pay for a creative structuring process
and a nimble approach. Rather than succumb to
downward price pressure, the RDC would seek
to understand markets and companies and find a
niche where other players lacked expertise.
Promotional activities for the RDC would, for
the most part, be geared towards creating awareness of its existence and its products within key
constituencies, with focus on the following:
• VanCity business services,
• VanCity branch network,

• Business professionals (accountants, lawyers,
etc.),
• Business associations,
• Other non-competing financial institutions, and
• Competing institutions (syndication opportunities).

A series of personal visits and presentations to
potential sources of referral business would mark
the beginning of an intensive effort to launch the
new RDC. To communicate the RDC’s offering,
the business plan recommended that the services
of a public relations and communications consultant be sought, especially to suggest ways and
means of leveraging the VanCity name among the
target business community in co-ordination with
the entire VanCity group of companies.
Exhibit 5 details the RDC’s projected scale
of operations as identified in the business plan.
While financial reports would be maintained as
if the full $11.5 million of capital was paid in on
January 1, 1999, Williams assumed that idle capital (funds not loaned out) would earn a deposit
rate of interest (i.e., bankers’ acceptances) and
that initial years’ losses would be charged against
retained earnings.
During the first three to four years of its operations, the RDC would operate in a startup phase.
Initial startup losses were anticipated to be

$4,080
20

Cumulative Loans Issued - $
- #

$8,620
42

($747)

$1,395
$171
$494

$1,142

$979
$163

2000

$9,369

$11,000
($1,631)

Projected Scale of Operations for the RDC

($885)

Net Profit (Loss) Before Taxes

Exhibit 5

$1,264
$170
$303

$683

Net Revenue

Operating Expenses
Community Partnership Development
Loss Provision

$343
$340

Operating Revenue
Interest Earned (Theoretical)

1999

$10,115

Total Liabilities

Income Statement ($ 000’s)

$11,000
($885)

Capital
R/E

$9,369

$1,976
$8,110
$718

$13,720
67

($499)

$1,410
$172
$659

$1,570

$1,564
$7

2001

$8,869

$11,000
($2,131)

$8,869

($1,632)
$11,633
$1,131

2001

$21,320
104

$62

$1,644
$174
$930

$2,636

$2,227
$410

2002

$23,131

$25,200
($2,069)

$23,131

$8,320
$16,440
$1,629

2002

$30,400
148

$356

$1,697
$175
$1,169

$3,222

$2,971
$251

2003

$23,487

$25,200
($1,713)

$23,487

$4,468
$21,140
$2,120

2003

$39,480
192

$551

$1,855
$176
$1,299

$3,705

$3,573
$132

2004

$24,038

$25,200
($1,162)

$24,038

$2,271
$24,265
$2,498

2004

$48,560
236

$745

$1,918
$177
$1,370

$4,033

$3,962
$71

2005

$24,783

$25,200
($417)

$24,783

$1,349
$26,198
$2,764

2005

$57,640
280

$838

$1,988
$179
$1,407

$4,233

$4,178
$55

2006

$25,621

$25,200
$421

$25,621

$1,458
$27,065
$2,902

2006

$67,510
328

$746

$2,168
$180
$1,466

$4,381

$4,327
$54

2007

$26,367

$25,200
$1,167

$26,367

$1,319
$28,040
$2,992

2007

$77,380
376

$765

$2,247
$181
$1,495

$4,508

$4,453
$55

2008

$27,132

$25,200
$1,932

$27,132

$1,466
$28,731
$3,065

2008
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$10,115

$6,338
$4,080
$303

Cash
Portfolio Outstanding
Provision

2000

5/3/2005

Assets

1999

Balance Sheet ($ 000’s)
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$885,000 for 1999, $747,000 for 2000, and
$499,000 for 2001. Williams expected that breakeven would be realized by 2002. Total cumulative
startup losses were estimated to be $2.1 million.
These would be recouped by 2006, by when
the RDC would begin adding to its capital base
through operational gains. In the fourth year of
its operation, the RDC would receive a further
capitalization of approximately $14.2 million, as it
progressed towards achieving long-term sustainability in its lending and development operations.
While loan losses would be a major determinant of profitability, Williams and his team felt
that an ultimate loss rate of 15 per cent of total
authorizations (spread over the expected fiveyear life of the loans) was a fair assumption to
make. Other assumptions made in the business
plan are laid out in a series of excerpts from the
business plan in Exhibits 6, 7 and 8. Pro-forma
financials are presented in Exhibits 9 to 11.

ORGANIZATIONAL ISSUES
While Williams and his team were reasonably
sure that the financials developed for the RDC
gave them a winning business case, organizational factors would play a critical role in deciding the new venture’s degree of success. An
important factor would be to retain the overall
VanCity commitment to customers and the community, and yet create a venture that would be
intensely business focused and collegial in its
operational culture.
The RDC team would be small: a chief executive officer (CEO), three investment managers
and an administrative assistant. The investment
managers would be expected to be intensively
involved in sourcing, negotiating, writing and
administrating deals. Since the RDC was a new
venture in a new market niche, it was determined
that an outsider with market experience would
need to be sourced to fill the CEO role and
develop a new organizational culture.
The one CEO candidate who rose above the
others was Dave Mowat of the BDC. Mowat was

well recognized in the field and was then a
member of the BDC’s senior management team.
Williams had a discussion with Mowat to get
some of his viewpoints on lending in both the forprofit and non-profit sectors. Mowat explained
that he was both interested and challenged by
the notion that the new venture would earmark
10 per cent of its capital to advance to non-profits.
Mowat believed that if the non-profit sector were
to get better at its business, then it would have to
learn to build capacity in exactly the same way as
a business would learn how to raise capital or debt.
Furthermore, as had happened in the business sector, this growth and learning would be facilitated
by a financial institution leading the way.
Williams was pleased with Mowat’s observation and turned the conversation to the issue of
culture, and how the RDC could develop its own
personality while still fitting within the culture of
the credit union. Mowat explained that it would
be necessary to build a new culture and incubate
it for a while so that it would stand on its own
legs. At the same time, he foresaw that a separate corporate structure would become redundant
after a period of time. Ultimately, that point was
one of mechanics, and Mowat explained that the
RDC could become a division today and still
keep a unique character, have its own confidence
and its own way of doing things. Mowat felt that
it would be best to start from scratch and get the
new business formed, rather than trying to make
it an offshoot of an existing business. The latter
would be less likely to realize a pure response to
(and from) the market.
Williams was confident that he had his team
had performed the appropriate due diligence
on the RDC’s corporate venturing idea, and had
a well-developed business plan to present to
VanCity’s board. As a new company, the RDC
would need to be aggressive and returns-focused
and yet retain the core values of VanCity. Similarily, the lenders managing the new business
would need to be highly focused and motivated;
they would need to be competitive and should recognize the need to set ambitious targets and work
towards achieving them so they could go home
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Profitability
$5,000,000
$4,000,000

Net Revenues

$3,000,000
$2,000,000

Net Expenses

$1,000,000
$0

Net Profit (Loss)
before Taxes

($1,000,000)
($2,000,000)
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
Break-Even occurs when Net Revenues and Net Expen the $2,500,000 level.

Both Net Revenues and Net Expenses remain at a near of about $800,000 per year by year 7 of operations.

Net Profit (Loss) Before Taxes

Interest Rate Sensitivity
$2,000,000
$1,500,000

+ 200 bp Shock

$1,000,000
$500,000
Base Case

$0
$500,000

− 400 bp Shock

−$1,000,000
−$1,500,000
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
Under current business plan expectations (Base Case), is expected to be positive by year
3 or 4 of operations, a sustainable level near the $800,000 level.
+ 200 bp Shock
If interest rates were to rise by 2%, the RDC nearly 6 months earlier than expected, and d
– 400 bp Shock
If interest rates were to decrease by 4%, the solvency under the current business model.

In this scenario, the RDC would have to adju and apply cost-cutting strategies to break even

Exhibit 6

RDC Profitability and Interest Rate Sensitivity
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$90,000,000

400

$80,000,000

350

$70,000,000

300

$60,000,000

250

$50,000,000

200

$40,000,000

150

$30,000,000

100

$20,000,000

50

$10,000,000

0

Loan $ Amount

# of Loans Issued

RDC Portfolio Growth
450

Total Yearly
$ amount Issued
Cumulative Loans
Issued
Cumulative # of
Loans Issued

$0
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

During the 1st 3 years of operations, the RDC will issue $13 over 67 loan placements
1999 Loan Issues
$4,080,000

20 Placements

2000 Loan Issues
$4,540,000

22 Placements

2001 Loan Issues
$5,100,000

25 Placements

The RDC’s Portfolio is expected to mature at levels sustaini $10,000,000 in new loan issues per year
The 10 year forecast estimates $78,000,000 in toal Loans I placements

$9,000,000
$8,000,000
$7,000,000
$6,000,000
$5,000,000
$4,000,000
$3,000,000
$2,000,000
$1,000,000
$0
($1,000,000)
($2,000,000)
($3,000,000)
1999

2000

2001

2002

2003

2004

2005

2006

2007

2008

The RDC’s initial $11,000,000 in capital is expected to be for by the end of year 3 of operations.
A requirement of further capitalization will need to be injected beginning of the RDC’s 4th year of operations.
This second capital infusion of approximately $14.2 Million/sufficient funding to bring the RDC to long-term sustainability
Portfolio maturity will occur by year 7 of operations, whereup maintain an outflow of capital equal to its inflow, thus sustainability

Exhibit 7

RDC Portfolio Growth and Capital Utilization

2003

2004

2005

2006

2007

2008

Exhibit 8

Fees
Processing Fee
Annual Fee

RDC Loan Portfolio Schedule

$36,800
$0

$280,021

Interest Revenue

$264,500
$435,563
($69,000)

$0
$264,500
$0

$41,400
$27,600

$840,064

$631,063

5.92%

7.19%

$264,500

1 year lag

Allowance as a percentage
of portfolio for period
Opening Provision
Provision for the year
Less: write-off

$391,000
$69,000

$1,221,875
$215,625

$2,150,500
$379,500

$3,372,375
$595,125

$4,594,250
$810,750

$5,522,875
$974,625

$6,353,750
$1,121,250

$6,891,375
$1,216,125

$7,111,313
$1,254,938

$46,000
$44,706

$1,360,728

$993,313

$631,063
$577,875
($215,625)

5.49%

$69,000
$63,538

$1,933,897

$1,431,750

$993,313
$817,938
($379,500)

5.49%

$82,800
$85,244

$2,594,572

$1,868,750

$1,431,750
$1,032,125
($595,125)

5.37%

$82,800
$103,213

$3,141,489

$2,206,563

$1,868,750
$1,148,563
($810,750)

5.20%

5.02%

5.06%

5.04%

$82,800
$114,856

$3,495,890

$2,445,188

$82,800
$121,325

$3,692,780

$2,561,625

$89,700
$125,494

$3,819,665

$2,637,094

(Continued)

$89,700
$129,159

$3,931,236

$2,699,625

$2,206,563 $2,445,188 $2,561,625 $2,637,094
$1,213,250 $1,237,688 $1,291,594 $1,317,469
($974,625) ($1,121,250) ($1,216,125) ($1,254,938)

5.08%

$3,680,000 $7,360,000 $10,522,500 $14,892,500 $19,205,000 $22,080,000 $23,862,500 $24,667,500 $25,530,000 $26,133,750

Net Provision

15.00% Net

Loan Loss Provision

Closing Balance

$0
$0

2:50 PM

Net principal repayment
Write-off

$3,680,000 $7,820,000 $11,960,000 $17,422,500 $23,172,500 $27,485,000 $30,360,000 $32,142,500 $33,637,500 $34,500,000
$0 $460,000 $1,437,500 $2,530,000 $3,967,500 $5,405,000 $6,497,500 $7,475,000 $8,107,500 $8,366,250
$0 ($69,000) ($215,625) ($379,500) ($595,125) ($810,750) ($974,625) ($1,121,250) ($1,216,125) ($1,254,938)

2002

$7,360,000 $10,522,500 $14,892,500 $19,205,000 $22,080,000 $23,862,500 $24,667,500 $25,530,000
$4,600,000 $6,900,000 $8,280,000 $8,280,000 $8,280,000 $8,280,000 $8,970,000 $8,970,000

2001

Sub Total
Principal Repayment
Principal repayment
reduction due to write-off

2000

$0 $3,680,000
$3,680,000 $4,140,000

1999

5/3/2005

Beginning Balance
New Loans

Lending & Investment
Portfolio Schedule
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Year 5

Year 6

$8,000
$10,300

$227,019

Year 7

$8,000
$11,300

$249,060

$318,750

$291,667
$157,083
($130,000)

6.73%

$2,335,000

$520,000
$130,000

$2,985,000
$650,000
($130,000)

Year 8

$8,000
$11,831

$260,769

$340,417

$318,750
$169,167
($147,500)

7.06%

$2,397,500

$590,000
$147,500

$3,135,000
$737,500
($147,500)

$2,335,000
$800,000

2006

Year 9

$9,000
$12,269

$270,412

$355,000

$340,417
$174,583
($160,000)

6.96%

$2,510,000

$627,500
$160,000

$3,297,500
$787,500
($160,000)

$2,397,500
$900,000

2007

Year 10

$9,000
$12,769

$281,432

$365,417

$355,000
$177,917
($167,500)

6.85%

$2,597,500

$645,000
$167,500

$3,410,000
$812,500
($167,500)

$2,510,000
$900,000

2008

Exhibit 8

RDC Loan Portfolio Schedule

$4,080,000 $8,620,000 $13,220,000 $19,232,500 $25,520,000 $30,220,000 $33,345,000 $35,277,500 $36,935,000 $37,910,000

Year 4

$8,000
$8,706

$191,892

$291,667

$251,667
$150,000
($110,000)

6.86%

$2,185,000

$440,000
$110,000

$2,735,000
$550,000
($110,000)

$2,185,000
$800,000

2005

$8,120,000 $11,632,500 $16,440,000 $21,140,000 $24,265,000 $26,197,500 $27,065,000 $28,040,000
$5,100,000 $7,600,000 $9,080,000 $9,080,000 $9,080,000 $9,080,000 $9,870,000 $9,870,000

Year 3

$7,000
$6,644

$146,433

$251,667

$197,500
$136,667
($82,500)

7.06%

$1,935,000

$330,000
$82,500

$2,347,500
$412,500
($82,500)

$1,935,000
$800,000

2004

Sub Total

Year 2

$5,000
$4,650

$102,489

$197,500

$137,917
$112,083
($52,500)

7.24%

$1,547,500

$210,000
$52,500

$1,810,000
$262,500
($52,500)

$1,547,500
$800,000

2003

$0 $4,080,000
$4,080,000 $4,540,000

Year 1

$4,000
$2,875

$63,367

$137,917

$86,667
$81,250
($30,000)

7.32%

$1,110,000

$120,000
$30,000

$1,260,000
$150,000
($30,000)

$1,110,000
$700,000

2002

Beginning Balance
New Loans

Total RDC Portfolio Schedule

$4,000
$0

$22,041

Fees
Processing Fee
Annual Fee

Interest Revenue

$38,333
$58,333
($10,000)

$0
$38,333
$0
$86,667

7.78%

$750,000

9.58%

$38,333

1 year lag

Allowance as a percentage
of portfolio for period
Opening Provision
Provision for the year
Less: write-off

$400,000

Net Provision

20.00% Net

Loan Loss Provision

Closing Balance

$40,000
$10,000

$800,000
$50,000
($10,000)

$760,000
$500,000

2001
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$0
$0

$400,000
$0
$0

Sub Total
Principal Repayment
Principal repayment
reduction due to write-off

$400,000
$400,000

2000

5/3/2005

Net principal repayment
Write-off

$0
$400,000

1999

Beginning Balance
New Loans

Civil Portfolio Schedule
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$6,338,278

Total S.T. Liquid Assets

$11,000,000

$0

$0

$9,368,614

$7,392,271

$663,333

$86,667

$750,000

$750,000

$6,728,938

$9,368,614

$9,368,614

($1,631,386)

RDC Forecast Balance Sheet

$10,115,445

Total Liabilities & Equity

Exhibit 9

$10,115,445

($884,555)

$11,000,000

$0

$0

Total Equity

Retained Earnings

Paid in Capital from VanCity

Net Capital for Community
Development

EQUITY

Liabilities

LIABILITIES & EQUITY

$10,115,445

$3,777,167

Net Book Value of RDC Portfolio

Total Assets

$361,667

Net Book Value of Civil Portfolio

$38,333

$400,000

Non performing
Book value of Civil loans

Less: Net provisions

$400,000

Performing Civil Loans

Civil Loan Portfolio

$3,415,500

$631,063

$7,360,000

$7,360,000

$8,869,208

$8,869,208

($2,130,792)

$11,000,000

$0

$0

$8,869,208

$10,501,271

$972,083

$137,917

$1,110,000

$1,110,000

$9,529,188

$993,313

$10,522,500

$10,522,500

($1,632,063)

($1,632,063)

2001

$23,131,230

$23,131,230

($2,068,770)

$25,200,000

$0

$0

$23,131,230

$14,810,750

$1,350,000

$197,500

$1,547,500

$1,547,500

$13,460,750

$1,431,750

$14,892,500

$14,892,500

$8,320,480

$8,320,480

2002

$25,200,000

$0

$0

$24,038,181

$21,766,771

$1,893,333

$291,667

$2,185,000

$2,185,000

$19,873,438

$2,206,563

$22,080,000

$22,080,000

$2,271,410

$2,271,410

2004

$23,487,093

$23,487,093

$24,038,181

$24,038,181

($1,712,907) ($1,161,819)

$25,200,000

$0

$0

$23,487,093

$19,019,583

$1,683,333

$251,667

$1,935,000

$1,935,000

$17,336,250

$1,868,750

$19,205,000

$19,205,000

$4,467,510

$4,467,510

2003

$24,783,047

$24,783,047

($416,953)

$25,200,000

$0

$0

$24,783,047

$23,433,563

$2,016,250

$318,750

$2,335,000

$2,335,000

$21,417,313

$2,445,188

$23,862,500

$23,862,500

$1,349,484

$1,349,484

2005

$25,620,917

$25,620,917

$420,917

$25,200,000

$0

$0

$25,620,917

$24,162,958

$2,057,083

$340,417

$2,397,500

$2,397,500

$22,105,875

$2,561,625

$24,667,500

$24,667,500

$1,457,958

$1,457,958

2006

$26,36

$26,36

$1,16

$25,20

$26,36

$25,04

$2,15

$35

$2,51

$2,51

$22,89

$2,63

$25,53

$25,53

$1,31

$1,31

2007

2:50 PM

Net Book Value of L & I Portfolio

$264,500

$3,680,000

Less: Net provisions

$3,680,000

Non performing
Book value of L & I loans

$1,976,343

$1,976,343

2000

5/3/2005

Performing L & I loans

L & I Loan Portfolio

$6,338,278

1999

Cash available for operations

Assets
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327

328
$339,966

$682,828

Net Revenues

$870,441

($746,831)

$1,889,168

$493,896

$58,333

$435,563

($252,935)

$1,395,272

$237,652

$287,179

($499,406)

$2,069,731

$659,125

$81,250

$577,875

$159,719

$1,410,606

$239,316

$289,659

$881,631

$1,570,325

$6,751

$1,563,574

$49,356

$51,000

$1,463,218

RDC Forecast Statement of Profit and Loss

($884,555)

Net Profit (Loss)
before Taxes

Exhibit 10

$1,567,383

Net Expenses

$302,833

$38,333

Civil

Total Loan Loss
Provision

$264,500

L&I

Loan Loss
Provision Charges

($581,722)

Operating Profit (Loss)

Other
$1,264,550

$236,000

Civil

Total Operating
Expenses

$858,750
$169,800

L&I

$1,142,338

$163,032

$979,306

$30,475

$45,400

$903,431

2001

$62,022

$2,574,066

$930,021

$112,083

$817,938

$992,043

$1,644,045

$246,495

$306,591

$1,090,960

$2,636,088

$409,577

$2,226,511

$70,181

$76,000

$2,080,330

2002

$355,863

$2,866,095

$1,168,792

$136,667

$1,032,125

$1,524,655

$1,697,304

$253,890

$320,778

$1,122,636

$3,221,959

$250,745

$2,971,214

$93,950

$90,800

$2,786,464

2003

$551,088

$3,153,868

$1,298,563

$150,000

$1,148,563

$1,849,651

$1,855,306

$261,507

$336,188

$1,257,611

$3,704,956

132,136

$3,572,820

$113,513

$90,800

$3,368,508

2004

$744,865

$3,288,039

$1,370,333

$157,083

$1,213,250

$2,115,199

$1,917,706

$269,352

$352,992

$1,295,362

$4,032,904

$70,998

$3,961,906

$126,156

$90,800

$3,744,950

2005

$837,870

$3,394,683

$1,406,854

$169,167

$1,237,688

$2,244,724

$1,987,829

$277,432

$371,389

$1,339,008

$4,232,554

$55,048

$4,177,506

$133,156

$90,800

$3,953,549

2006

$746,250

$3,634,744

$1,466,177

$174,583

$1,291,594

$2,212,427

$2,168,567

$285,755

$391,617

$1,491,195

$4,380,994

$54,455

$4,326,539

$137,763

$98,700

$4,090,077

2007

$765,203

$3,742,709

$1,495,385

$177,917

$1,317,469

$2,260,589

$2,247,323

$294,328

$413,954

$1,539,042

$4,507,912

$54,616

$4,453,296

$141,928

$98,700

$4,212,668

2008

2:50 PM

Expenses

$342,862

Interest earned
(charged) on capital

$0

Total Operating Revenue

Annual Fee Income

$40,800

$302,062

2000

5/3/2005

Processing Fee Income

Interest Income

L & I and Civil
Loan Revenue

Revenue

1999
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Cash at the end
of the period

$0

$11,000,000

$0

$0

$3,768,125

$245,625

$3,522,500

$159,719

$6,338,278

$0

—
$0

$5,377,625

$677,625

$4,700,000

$1,524,655

$1,168,792

$355,863

Year 5

—
$0

$4,045,750

$920,750

$3,125,000

$1,849,651

$1,298,563

$551,088

Year 6

$8,320,480

$4,467,510

$8,320,480

$2,271,410

$4,467,510

$9,952,543 ($3,852,970) ($2,196,099)

$14,200,000

14,200,000

$5,239,500

$432,000

$4,807,500

$992,043

$930,021

$62,022

$1,976,343 ($1,632,063)

$1,976,343 ($1,632,063)

$6,338,278

$6,338,278 ($4,361,935) ($3,608,406)

$0

$4,109,000

$4,080,000

$11,000,000

$79,000

$4,030,000

$0

$4,080,000

($252,935)

($581,722)

$659,125

($499,406)

Year 4

RDC Statement of Changes in Financial Position

Opening cash balance

Change in cash

Equity Financing

Financing:

Write-off for the
period

Portfolio
outstanding

Investments:

$493,896

($746,831)

$302,833

($884,555)

Year 3

$0

$1,349,484

$2,271,410

($921,926)

—

$3,037,125

$1,104,625

$1,932,500

$2,115,199

$1,370,333

$744,865

Year 7

$0

$1,457,958

$1,349,484

$108,474

—

$2,136,250

$1,268,750

$867,500

$2,244,724

$1,406,854

$837,870

Year 8

$0

$1,319,261

$1,457,958

($138,698)

—

$2,351,125

$1,376,125

$975,000

$2,212,427

$1,466,177

$746,250

Year 9

$0

$1,466,162

$1,319,261

$146,901

—

$2,113,688

$1,422,438

$691,250

$2,260,589

$1,495,385

$765,203

Year 10

2:50 PM

Adjust: Non
Cash Items
Loan loss
provision

Net Profit (Loss)
for the period

Year 2

5/3/2005

Operations:

Cash provided
by (used in):

Year 1
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having earned substantial bonuses. Williams was
optimistic that the business plan was sound.

THE DECISION
The morning of September 15, 1998, found
Williams going through the presentation material
that he and his team members had spent so much
time preparing. In about an hour, the Board was
going to meet—to take a decision on whether

VanCity should take a corporate venturing
decision in the area of mezzanine financing.
Williams shut his laptop and prepared to leave for
the boardroom. This would be a crucial step that
could create history for VanCity.

NOTES
1. Source: BDC Web site.
2. Source: RDC 1999 Business Plan.

KRAVE’S CANDY CO.—CLODHOPPERS (A)
Chris Sturby
Stewart Thornhill
Copyright © 2004, Ivey Management Services

INTRODUCTION

Version: (A) 2004–09–02

CLODHOPPERS

Everyone in the world knows what
a Kit Kat is; everyone will know
what a Clodhopper is.
—Chris Emery, 1997
In April 1999, Chris Emery and Larry Finnson
were gearing up for another busy season. Over
the previous three years, their company, Krave’s
Candy (Krave’s), had enjoyed tremendous success and was now Manitoba’s fastest growing
company. Krave’s product, Clodhoppers, had
been successfully distributed across Canadian
Wal-Mart stores in 1998, and Chris and Larry
were hoping to build on their success for the
upcoming Christmas season. Knowing that their
product was a hit with consumers, the partners
had dreams of becoming known as Canada’s
candy company. In order to finance their ambitious growth targets, they knew they would
require additional capital in the upcoming
months.

Best friends Chris Emery and Larry Finnson grew
up in Winnipeg dreaming about going into business together and becoming millionaires. After
high school, Chris and Larry followed different
paths. Chris went to The University of Manitoba
where he studied economics for three years
before dropping out and taking an office job. Larry
entered community college where he graduated in
electronics before taking a job in construction.
While at The University of Manitoba, Chris
often received care packages from his grandmother, Edith Baker. One of his favorite treats
was a cluster of white chocolate, cashews and
graham wafers. Not only did Chris enjoy the clusters, his roommates and friends would frequently
bother him for samples. After seeing how popular
the candy was with his friends, Chris figured that
the product would be popular commercially. Chris
approached his good friend and associate, Larry
Finnson, and together they founded the Krave’s
Candy Company (Krave’s) in 1996.
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The pair had difficulty coming up with a
name for their flagship product. Once at a party,
a friend of Chris’s put his boots on the furniture.
After somebody asked the friend to remove his
“clodhoppers” from the table, Chris felt that he
had come across a quirky and fun name that
would represent his candy well. Knowing they
had a great product, the partners rushed into production despite a lack of business experience, no
business plan and no marketing strategy. They
received $20,000 from friends and family in
exchange for shares in the company, and they
started operations.

Chocolate was a subsector within the large confectionery industry in Canada (for statistics, see

Exhibit 1

1997

1998

1999

$971.50
$317.80
$206.00

$917.30
$292.10
$198.10

$1,118.40
$299.30
$212.50

Confectionery Sales in Canada (millions of dollars)

Source: Candy Industry, January 2001, p. 33.

Hershey Foods Corp.
Mars Inc.
Nestle S.A.
Brachs Confections
Philip Morris Co. Inc.
Ferrero USA Inc.
American Specialty Foods
Stock USA
Favorite Brands Intl.
Private label

Exhibit 2

331

Exhibits 1 and 2). Within the chocolate subsector,
there were two major types of products: boxed
chocolates and chocolate bars. The majority of
boxed chocolate sales came from holiday sales
or from gifts for special occasions. In 2000, the
size of the boxed chocolate market was approximately $160 million to $200 million. Among the
top brands of boxed chocolate in Canada were
Pot of Gold (Hershey), Turtles (Nestle), Black
Magic (Nestle), Russell Stover, Lindt, Godiva
and Ferrero-Rocher.
The chocolate bar market was not as seasonal
but was highly fragmented. The most successful
chocolate bars in Canada had market shares no
greater than 5.2 per cent, and most of the top 10
brands in the bar market had been among the top
10 for close to 60 years (Exhibit 3).
The chocolate market was dominated by
foreign-controlled enterprises, including Cadbury,

THE CHOCOLATE MARKET IN CANADA

Chocolate
Sugar confectionery
Gum

•

$

Share (%)

679.5
401.1
102.8
61.4
28.5
26.2
20.5
19.6
19.6
29.2

44.9
26.5
6.8
4.1
1.9
1.7
1.4
1.3
1.3
1.9

Top Chocolate Bag/Box Leaders (United States) (millions of dollars)

Source: The Manufacturing Confectioner, September 2000, p. 3, from Information Resources Inc.
Note: Data are for the greater than 3.5 oz segment.
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Caramilk
Kit Kat
Oh Henry
M&Ms
Mars
Coffee Crisp
Hershey Milk Chocolate
Reese Peanut Butter Cups
Smarties
Cadbury Milk Chocolate
Other

Exhibit 3

5.2%
5.0%
5.0%
4.9%
4.2%
4.2%
4.1%
4.1%
4.1%
3.9%
55.3%

Top Chocolate Candy Bars in
Canada, 2000 Market Share (%)

Source: Marketing Magazine, June 4, 2001.
Note: Market shares are shown in per cent based on estimated
sales of $744.9 million.

Hershey, Nestle, and Effem Foods (parent of
Mars Inc.). According to Agriculture and AgriFood Canada, these firms competed on the basis
of brand name, product advertising and promotion, specialty products, quality and cost of
production.1 Because confectionery products
were usually discretionary and high-impulse purchases, promotion played a substantial role in
establishing brand-name presence in Canadian
markets.

BEGINNING OPERATIONS
Initially, Chris and Larry manufactured small
batches of Clodhoppers in their garage and marketed the product door-to-door to local convenience, drug and grocery stores and to individual
consumers. Soon after, the duo rented a facility
that provided them with 350 square feet of factory space along with 300 feet of office space.
Chris and Larry purchased an old candy mixer
for $3,500 and re-engineered it for their needs.
The piece of machinery was 34 years old and had
been converted by Larry from a Frito Lay packaging machine. Manufacturing capacity was
50 pounds per hour. The partners decided to

package the product in 300-gram peanut butter jars
to compete in the boxed chocolate market, and
they realized $59,000 in sales in their first year.
While they were fairly pleased with their
first year of operations, Chris and Larry quickly
learned from some of their early mistakes. They
received feedback that their packaging looked
sloppy and didn’t do justice to their high-quality
product. Also, stores had placed Clodhoppers
alongside popcorn-type snacks instead of boxed
chocolates. Larry’s wife suggested that Clodhoppers should be packaged in a box, and the
duo radically revamped the packaging to a 300gram shiny black box with foil embossment. On
the side of the box, there was a story about a fictional Krave’s company that lived in a castle in
the Alps and developed a secret chocolate recipe.
The story was inspired by characters such as the
Keebler elves.
The new packaging was popular and sales
began to take off. With the help of a local snack
food distributor, Chris and Larry managed to
bypass the normal purchasing procedure and
sneak their product into Wal-Mart stores in
Winnipeg. Although the Wal-Mart Canada head
office was not thrilled with the “back-door”
approach, sales in Winnipeg were so strong that
Wal-Mart agreed to have Clodhoppers appear on
the shelves at Wal-Mart stores across Canada for
the 1998 holiday season. The 60,000-box deal was
Krave’s first big break. Soon thereafter, deals with
Safeway and Shoppers Drug Mart materialized.
Initially, Clodhoppers retailed at $5.87 per box.
Due to the fact that Clodhoppers were new to
the marketplace and relatively unknown, Chris
and Larry knew they had to build brand awareness
and loyalty by sampling their product to consumers. As a result, they initiated a coast-to-coast
sampling program through Wal-Mart. Although
the program was extremely expensive, it proved to
be a worthwhile investment. The first year of sales
at Wal-Mart proved to be a success, as the chain
sold approximately two-thirds of its initial order.
By the end of 1998, annual sales at Krave’s
had grown to $650,000, representing an increase
of 958 per cent over three years. Approximately
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85 per cent of annual sales had been earned
during the Christmas season. Krave’s was now
the fastest-growing company in Manitoba. By
April 1999, Wal-Mart had reordered for the
upcoming Christmas season. After declining the
previous year, Zellers had also committed to a
substantial order for the holiday season. Together,
the two orders totalled over $500,000.

and Larry had long-term plans to grow annual
sales to over $20 million and eventually become
known as Canada’s candy company. In order to
do so, they knew that they would eventually
require additional financing. With that in mind,
Chris and Larry were extremely curious to see
how well their company would be received by
prospective investors.

LOOKING FORWARD

NOTE

After three years of building Krave’s into a successful and well-respected local company, Chris

1. http://atn-riae.agr.ca/supply/3298_e.pdf.
September 2003.

TROJAN TECHNOLOGIES INC.: ORGANIZATIONAL
STRUCTURING FOR GROWTH AND CUSTOMER SERVICE
Greg Upton
John Eggers
Copyright © 1999, Ivey Management Services

In March 1998, a group of Trojan Technologies
Inc. (Trojan) employees grappled with the issue
of how to structure the business to effectively
interact with their customers and to manage
the company’s dramatic growth. The London,
Ontario manufacturer of ultraviolet (UV) water
disinfection systems believed that strong customer service was key to its recent and projected
growth, and had come to the realization that
changes would have to be made to continue to
achieve both simultaneously. The group hoped
to develop a structure to address these issues.
Marvin DeVries, executive vice-president, was
to lead the development and implementation
of the new structure. The transition to the new
structure was to begin as of September 1998 to
coincide with the new fiscal year.

Version: (A) 1999–08–19

THE BUSINESS
Technology
Since 1977, the company had specialized in
UV light applications for disinfecting water and
wastewater. In essence, Trojan’s products killed
micro-organisms using high-intensity UV lamps.
Water was channeled past the lamps at various
speeds, based on the clarity of the water and the
strength of the lamps, to achieve the required
‘kill’ rate.
Trojan’s UV technology had proven to be
an environmentally safe and cost-effective alternative to chlorination, and was gaining wider
recognition and acceptance. Even so, a significant
market remained to be tapped, as the company
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estimated “ . . . that only five per cent to 10 per
cent of municipal wastewater sites in North
America use UV-based technology . . . [and] of
the approximate 62,000 wastewater treatment
facilities operating worldwide, only 2,500 currently utilize UV disinfection systems.”1

building and property purchases adjacent to head
office, and expected to quadruple its headcount
by 2003 to more than 1,000 employees.

Trojan Technologies Inc.2

In 1997, 93 per cent of Trojan’s sales were
of wastewater products (System UV4000TM
and System UV3000TM). These systems were
designed for use at small to very large wastewater treatment plants and more complex wastewater treatment applications with varying
degrees of effluent treatment. The remaining
seven per cent of sales were cleanwater products
(primarily the System UV8000TM and Aqua
UVTM) for municipal and residential drinking
water and industrial process applications.
Growth in the coming year would be driven by
increased sales of the wastewater disinfection
products in both current and new geographic
markets. In the longer term, new products such
as the A•I•R• 2000™, which was to use UV light
with an advanced photocatalytic technology to
destroy volatile organic compounds in the air,
were expected to further Trojan’s sales growth.
Products were typically assembled from component parts at Trojan head office. The complexity of the product design, manufacture and service
arose from the integration of skills in electronics,
biology, controls programming and mechanical
engineering. The company owned patents on its
products and was prepared to defend them to
preserve its intellectual capital.

Trojan was established in 1977 with a staff
of three with the goal of developing a viable UV
wastewater disinfection technology. Following
several years of work, the first UV disinfection
system (System UV2000TM) was installed in
Tillsonburg, Ontario, in 1981. It took another two
years, however, before the regulatory approvals
were in place to market the technology for municipal wastewater treatment in Canada and the
United States. During this time, the company
generated revenues through the sale of small residential and industrial cleanwater UV systems.
By 1991, the company had sales in excess
of $10 million, and had introduced its secondgeneration technology in the System UV3000TM
wastewater disinfection system. As the company’s growth continued, a staff of 50 was in
place by 1992. The following year, due to capital
requirements created by the company’s strong
growth, an initial public offering on the Toronto
Stock Exchange was completed. Also in 1993, a
branch office was established in The Hague,
Netherlands, expanding Trojan’s reach across the
Atlantic.
1994 saw the launch of the System UV4000™,
the construction of a new head office and sales
exceeding $20 million. In 1995, a branch office
was opened in California to service the enormous
market for wastewater treatment in that state.
Two years later, an expansion doubled head office
capacity to house 190 staff and to meet the
demand for sales of more than $50 million.
Well into 1998, the expectation was that sales
would reach $70 million by year-end and continue to grow by more than 30 per cent per year
over the next five years, reaching $300 million by
2003. The company was in the process of planning additional capacity expansion in the form of

Products

Customers
Trojan sold its wastewater treatment products
to contractors working on projects for municipalities or directly to municipalities. Typically,
the process involved bidding on a project based
on the Trojan products required to meet the
municipality’s specifications, and, therefore,
engineering expertise was required as part of
the selling process. Project sales typically fell in
a $100,000 to $500,000 range, and given the
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large value of each sale, the sales and marketing
function was critical to the company’s success.
However, for marketing to be effective, this new
technology had to be well-supported. Municipalities purchasing the wastewater disinfection
systems required rapid response to any problems, and expected superior service given the
consequences of breakdowns for the quality of
water being discharged from their facility. Municipalities also had the ability to discuss Trojan
and their UV products with other municipalities
before deciding to make their purchase, further
underlining the importance of warranty and aftermarket service to customers to ensure positive
word-of-mouth advertising.
Trojan’s smaller product line, the cleanwater
segment, focused on a different customer base
from wastewater, and it was difficult to generalize about the nature of this segment’s customers.
These customers ranged from municipalities to
industrial companies to individuals.

INTERACTION WITH CUSTOMERS
The Process
The main points of customer interaction in the
wastewater product line included:
1. Quote/bid process
2. Configuration of project structure
3. Project shipment and system installation
4. Technical support and warranty claims
5. Parts order processing

Each of these is described briefly below:
The quote/bid process was a major function
of the marketing department, with support from
the project engineering department. Although the
marketing department took the lead role in
assembling the appropriate bid and pricing, the
customer would on occasion wish to speak
directly to the project engineering department
on specific technical questions related to the

•
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function of the UV unit within the particular
wastewater setting.
After winning a bid, the configuration of
project structure involved working with the customer on the detailed specifications for the project and applying the appropriate Trojan systems
in a configuration that would meet the customer’s needs. The project engineering department took the lead role in this work, and either
worked through the marketing representative in
transmitting technical information to and from
the customer or communicated directly with the
customer’s technical personnel.
Once the project had been configured, it was
scheduled for manufacture by the operations
department. On completion, and when the customer was ready to integrate the UV system into
their wastewater facility, the service department
completed the installation and start-up of the
unit. The service department would also be
involved in demonstrating the proper use of the
system to the customer.
After the system was in use by the customer,
further interaction came in the form of technical
support. The service department would deal with
phone calls, site visits and warranty claims and
was the primary contact point for the customer. By
its nature, most service work at this stage of the
process was completed on an ‘as-needed’ basis by
the first available service representative. As a result,
it was difficult or impossible to have the same service representative available to respond to a particular customer on every occasion. The service
department, therefore, kept a detailed file on each
UV installation and all customer contact to ensure
the most informed response on each service call.
The final stage of customer interaction was
the ordering of replacement parts by the customer after the warranty period was complete.
This was handled by a call centre at Trojan head
office in London that was separate from the other
departments that had dealt with the customer.
The call centre was staffed to receive orders for
Trojan replacement parts, but not to provide
technical support as with the service department,
and would generally not access customer service
files in taking the order.
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In summary, customers would deal with as
many as four different departments during their
interaction with Trojan. During the early days
of Trojan’s growth, the ‘close-knit’ nature of
Trojan’s workforce allowed a seamless transition
between ‘departments.’ However, as described
below, the company’s continued growth began to
complicate the transition between departments.

Customer Support in the Early Days
In the 1980s and early 1990s, when Trojan
had less than 50 employees and worked on a limited number of wastewater bids and projects during the course of the year, customer support was
a collective effort across the entire company. In
fact, it was not unusual that virtually everyone in
Trojan knew the details of all the major projects
in process at any given time. There was a common knowledge base of customer names and
issues, which resulted, in DeVries’ words, in an
‘immediate connectivity’ to the job at hand. At
times, during those early days, there were as few
as two employees in a ‘department.’ Under these
conditions every project received immediate and
constant attention from start to finish, ensuring
the customer was satisfied and potential issues
were addressed in a proactive manner.

Challenges Created by Growth
As the company grew, departments grew. Very
quickly the number of projects multiplied and it
became impossible for everyone to know all the
customers and active projects, or even all the
people in the organization. As departments grew
from two to five to 10 people, communications
became focused internally within the departments.
This made it progressively more difficult to ensure
timely and effective communication on project
status between departments, and the ‘immediate
connectivity’ described by DeVries began to
break down. The situation was described by many
as one where ‘things began to slip between the
cracks’ in terms of customer service excellence,
because it was no longer possible for employees
to shepherd a project through the company from
start to finish as had been done in the early days.

Once a particular department had finished their
component of a project, they immediately had to
turn their attention to the other projects they had
ongoing, creating the potential for a lag before the
next department picked up the customer file.

Project Engineering
Project engineering was one example of a
department that had begun to experience problems maintaining service levels to the endcustomer as a result of growth. By 1997, there
were seven engineers in the department handling
the regular support to the marketing department
and acting as ‘specialists’ for the various technical components of the products. When engineers
were hired into this group, there was no formal
training or apprenticeship program in place. The
new hire would simply follow along as best he
or she could and attempt to learn the complex
product line through observation and assistance
from others in the department. This type of training was strained by the demand for project engineering services brought on by Trojan’s growth.
A ‘specialist’ role, in addition to their support
of the marketing department’s project bids, had
evolved within the project engineering group.
To handle specific technical requests, this informal addition to the project engineer’s role had
occurred somewhat spontaneously within the
department. For example, if one of the project
engineers had developed a detailed understanding of the electronics included in the System
UV4000™ products, that employee acted as the
reference point for most detailed queries on this
subject and was considered the ‘electronics
specialist.’ There was no specific training or support to develop these specialists for their roles
in place in 1997, nor was hiring particularly targeted at filling the specialist roles described
above, as it was a secondary role for the department. As a result of the dual roles and the company’s rapid growth, project engineers could
not take responsibility to guide a project from
bid through customer queries to production and
commissioning of the project. The demand for
assistance on many bids, coupled with the need
to respond to queries in their ‘specialist’ area on
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active projects prevented project engineers from
acting as a steward on specific projects as they
passed through the company. Instead, the department operated more as a pooled resource that
was accessed as needed by the marketing department to support bids and by the service group to
assist with product support.

Service
The growth of the company and the establishment of new product lines had caused an amplified growth in the service group, because for
each new project installed there was a long-term
source of potential queries and service needs.
The service group covered a broad spectrum of
needs, from the initial setup of UV systems to
emergency responses to equipment problems or
queries (which frequently required site visits).
A formal training program had been instituted
during early 1998 when the new service manager recognized the need to quickly develop new
employees to ensure they could contribute a
strong technical background and familiarity with
the product. An existing service group member
typically instructed new employees for approximately one week, and new employees learned
the balance ‘on the job’ through observation and
discussion of issues with other service employees.
Again, company growth had caused some difficulty in ensuring that new employees received
adequate training before they were needed to
actively service customer inquiries.
There was a fundamental structuring conflict
within the service area on how to best serve the
customer. On one hand, customers appreciated
the ability to contact one person whenever they
had a concern or question. Also, customers frequently needed quick response times to their site
for in-person assessments and action by the service employee. This appeared to suggest a need
to place service employees physically as close to
the end-customer as possible, especially given
the company’s expanded geographic marketing
area. However, the timing of service work was
very uncertain. Whereas the project engineering
department had some ability to prioritize and
schedule their workload, the service department
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typically had to respond to customer calls
immediately, and the geographic distribution
of calls was not predictable. Therefore, if Trojan
received significant service requests in California,
the company could be forced to respond by
sending all available service employees there.
The uncertainty of the timing and geographic
distribution of service calls lent itself more to
the centralized pooling of resources that Trojan
currently used.
As Trojan had a significant geographic distribution of sales, service work involved substantial
travel. In fact, the constant travel presented an
additional risk of ‘burnout’ that was unique to the
department. To address this, and to ensure a reliable response to calls for assistance from customers, a head office call centre was created in
1998. The call centre was staffed by service technicians who could respond to many customer
situations over the phone and by using sophisticated remote monitoring of the UV installments
in some cases. The call centre also provided a
place where experienced service personnel who
were at risk of ‘burn out’ from constant travel
could use their expertise. Also, the call centre provided another opportunity to train new employees
before dispatching them directly to customer locations on service calls.

RELATED ISSUES
Career Ladders
In a small company, career progression and satisfaction typically comes with successes achieved
that significantly affect the organization. There
was generally not the expectation or the possibility of significant promotion or role development,
but this was offset by the potential for involvement of everyone in several major components
of company activity. This was certainly the case
at Trojan in the early days. As the company grew,
however, a need to distinguish between and recognize the various levels of experience developed. The current department structure did not
provide for much differentiation of job requirements within the departments, and, therefore,
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did not recognize the significant difference in
experience levels between new and veteran
employees.

Training Issues
As Trojan’s sales continued to grow, the need
to increase staffing was accelerating. In the early
days, the addition of a person to the company
was informal and supportive. The new employee
would be introduced to everyone and would
easily be able to approach the appropriate person
to ask questions and to learn their role within
the company. Given the rapid expansion of the
company, this informal introduction to the company and its processes was rapidly becoming
insufficient to allow new employees to become
effective in their new position. Training, therefore, needed to be addressed in many areas.

important. The structuring team under DeVries
envisioned a regional, team-based approach to
customer interaction that would replicate the
structure used by the company in the early days.
One of the difficulties in implementing such a
structure, however, would be ensuring that the
groups still operated as though they were one
company, sharing knowledge and resources as
appropriate. Another would be determining what
level of centralized support would be appropriate, bearing in mind the need to avoid duplicating activities at head office that should be
handled by the regional teams. Employees were
now aware that there would be a change in the
company structure, and there was a need to come
to some conclusions on the new structure quickly
to reduce anxiety about the change within the
organization.

NOTES

DECISIONS
Given the issues developing as Trojan grew, the
structuring issue was becoming steadily more

1. From Trojan 1998 annual report.
2. The information in this section was primarily
gathered from Trojan 1997 annual report.

MAINSTREET EQUITY CORP. (A)
Terry H. Deutscher
Copyright © 2001, Ivey Management Services

It was March 23, 2001, and the board of directors
of Mainstreet Equity Corp. was nearing the end
of a two-hour meeting.
Bob Dhillon, president and chief executive
officer (CEO) of the firm summarized:
The issue boils down to this: Is now the time that
Mainstreet should rapidly expand its holdings in
the market in order to become the leading brand
and largest, most profitable owner of multifamily
apartment properties in Canada? If so, where and
how fast should we grow? If not, what do we need

Version: (A) 2004–04–21
to do first, before we can go into a phase of very
rapid growth?

THE CORPORATION
The Founding of Mainstreet
Mainstreet Equity Corp. was incorporated as
a numbered company in Alberta on May 21,
1997. It began trading on the Alberta Stock
Exchange a year later, and on the Toronto Stock
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Exchange (under the stock symbol MEQ) on
May 31, 2000. The firm commenced active operation as a real estate company involved in the
acquisition, management and divestiture of multifamily residential rental properties with its first
major real estate transaction on December 7,
1998. At that time, Mainstreet acquired 10 buildings consisting of 271 units in Calgary, Alberta.

Bob Dhillon
The key person responsible for developing and
executing Mainstreet’s strategy was Bob Dhillon,
president and CEO of the corporation. With more
than 20 years of experience in the real estate
industry, Dhillon had bought and sold more than
$150 million in real estate (80 per cent of it in
Calgary) before he founded Mainstreet. Besides
his extensive dealings in the Calgary real estate
market, Dhillon had wide-ranging interests and
experience. He had owned a travel consolidation
business, was currently the exclusive distributor
of TabascoTM products in South Asia, and served
as the Honorary Consul of Belize for Alberta.
These features have characterized Dhillon’s
ventures:
• They were very profitable, enabling Dhillon
to maintain a comfortable lifestyle without the
need for any compensation from Mainstreet.
(His earnings from the corporation came from
appreciation of the shares—he owned 38.7 per
cent of the approximately nine million outstanding shares of Mainstreet, as well as share
options of the company.)
• They required expert skills in developing and
maintaining a business network, an aspect that
Dhillon greatly enjoyed.
• Success in the ventures required considerable
expertise in negotiation.

Currently, Dhillon divided his time among
Mainstreet (his main interest, consuming 80 per
cent of his normal 65-hour workweek), his work
for McIlhenny Company as their distributor of
Tabasco products in South Asia (which consumed
10 per cent of his time, mostly in three or four
trips annually to Asia or to the firm’s headquarters

•

339

in Louisiana), and his activities in Belize, where he
was spearheading a 2,300-acre island resort development (five per cent of his time), and numerous
other ventures (five per cent).
In 1998, Dhillon graduated with an MBA
degree from the Richard Ivey School of Business
at The University of Western Ontario. As one of
his classmates in the program described it:
Before the Executive MBA Program, Bob was
a “flipper,” very successful at buying and selling
apartment buildings in the Calgary market. Starting
from a very small base, he did larger and larger
deals, eventually earning the respect of the major
players in the market. It was in the EMBA program
that Bob conceived the initial Mainstreet concept.
Instead of simply buying and selling properties,
Mainstreet would upgrade and manage them,
thereby enhancing their value.

Dhillon was aggressive, ambitious and entrepreneurial. He was known among his classmates
for his stated goal of becoming the world’s first
Sikh billionaire.

Managing Mainstreet
Dhillon gratefully acknowledged the role of
the EMBA program in the launch of Mainstreet,
and the strategic contribution of David Mitchell,
who preceded him by one year in the Calgary
section of the program.
I used every single course at Ivey to build the strategy for Mainstreet. Whether it was building a brand,
running an efficient operation, financing growth
or making a speech, I thought about the lessons
from the courses in terms of what they meant for
Mainstreet. Every major decision about our strategy
was discussed, debated, and tested with Dave
(Mitchell).

Mitchell became a major shareholder in Mainstreet. Although he did not have a formal role in
the corporation, his discussions with Dhillon continued throughout the initial years of operation of
the company—in the same penetrating, no-holdsbarred, politically incorrect tone as always. He

06-Morse-4695.qxd

340

•

5/3/2005

2:50 PM

Page 340

CASES IN ENTREPRENEURSHIP

continued to be Dhillon’s principal sounding
board outside the organization.
“Mainstreet has always been a very lean organization,” Mitchell commented. “In the early
days, it operated out of the trunk of Dhillon’s car,
then subsequently out of the studio apartment
in Mainstreet’s first building that was also used
by contractors for storing building materials.”
Dhillon definitely intended to keep Mainstreet
lean and agile as the firm grew. “For every dollar
we spend we ask ourselves: is that the best way
to spend money on the business, or could that
dollar be more efficiently used elsewhere?”
In 1999, Mainstreet built itself an office on
the ground floor of one if its apartment buildings,
just outside the Calgary downtown area. Late in
2000, the office was remodelled and expanded.
From it, eight people ran Mainstreet’s corporate
office and its Calgary operations; two others ran
a satellite operation in Edmonton. Brief descriptions of their areas of responsibility are presented
with the organization chart in Exhibit 1.
Besides Dhillon, there were two senior internal
managers in the corporation, Johnny Lam (chief
financial officer) and Don Murray (operations
manager). Lam held a certified accounting designation, and more than 20 years of financial management experience in Europe, Asia and North
America. He worked for Coopers & Lybrand and
HBM Holdings in Singapore before joining
Mainstreet in 1999. As CFO, his major responsibilities were financial strategy and reporting. He
supported Dhillon in evaluating property purchases and sales, and in negotiations with lenders.
Before joining Mainstreet in April 2000,
Murray had consulted with the company for the
previous year. Through most of the 1990s, he
held positions of increasing responsibility in the
operations area of Boardwalk Equities. Boardwalk was a Calgary-based firm that grew rapidly
in the 1990s and, by 2001, owned more than
25,000 multifamily units, the largest portfolio
of residential property in Canada. Like Lam,
Murray was attracted to Mainstreet by Dhillon’s
vision of rapidly growing a major Canadian real
estate business while preserving the values of
a small entrepreneurial firm. Operating clean,

efficient and profitable buildings was a major
part of that vision, and that was Murray’s focus.
Dhillon also relied heavily on Mainstreet’s
board of directors for advice on major strategic
decisions like the one he faced in March 2001.
Brief biographical sketches of the five board
members are presented in Exhibit 2.
Dhillon, his advisors and the Mainstreet management team shared the view that it was imperative for the success of the company that it stay
non-bureaucratic and quick to react as it grew.
Murray explained the difference between Mainstreet’s culture and the industry’s:
The multifamily rental sector in Canada is comprised mainly of property management companies
that manage the apartments for owners who do not
want the headaches of the daily operations. These
fee management companies become somewhat
bureaucratic and are not quick decision-makers. To
make a decision to do any major work or improvements requires the approval of the owner of the
individual apartment building.
Fee managers typically work for several different
properties whose owners have differing levels of
capital available to them. Therefore, the consistency of product, the co-ordination of the staff, and
the affordability of supplies change building by
building, making the property manager’s job a
difficult one.
In contrast, Mainstreet owns all its properties; therefore, decisions are made on a global basis. Quality
control, consistent service levels, bulk buying, and
staffing efficiencies are all possible. Mainstreet can
change direction to fix a problem very quickly without having to consult a large number of individual
owners.

THE MULTI-FAMILY REAL
ESTATE SECTOR IN CANADA
There were five main sectors in the Canadian
Real Estate industry: commercial, retail, industrial, residential housing, and multifamily. Each
had its own distinctive financing, operating
and valuation methods. The multifamily sector
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Bob Dhillon
President & CEO

Sandy Huynh
Executive Assistant/
Investor Relations

Patrick Seward
Director of
Investor Relations

Don Murray
Operations
Manager

Johnny Lam
CFO

Anna Xu
Accounting
Assistant

Jasbir Grewal
IT Manager

Mary Boshier
Calgary
Office
Administrator

clerk
(Data Input)

Ben Park
Calgary
Operations
Assistant

Don Rever
Edmonton
Operations
Manager

Lesley Shea
Edmonton
Office Administrator
(Data Input)

Calgary
1. Maintenance
2. Construction
3. *Caretakers

Edmonton
1. Maintenance
2. Construction
3. *Caretakers

Mary Boshier, office administrator: Computer input, handling tenant and resident manager problems and
inquiries, monthly autodebit for rent collection.
Sandy Huynh, executive assistant to Bob Dhillon: Duties included management of Tabasco distribution, pro forma
analysis, investor relations at an administrative level (quarterly reports, annual filings, annual general meeting,
press releases, compiling mail-outs).
Ben Park, operations assistant: Renovation scheduling, inspection of units, communicating with contractors,
co-ordinated with Don Murray and Mary Boshier.
Patrick Seward, director of Investor Relations, based in Toronto: Background in investment banking (CIBC Wood
Gundy, Deloitte & Touche), specializing in real estate. Relationships with financial analysts and media. Sourcing
large real estate and financing deals.
Anna Xu, accounting assistant to Johnny Lam: Payroll, payables, receivables, maintaining and organizing
accounting records with accounting and property management software.
Don Rever, Edmonton operations manager: Co-ordinates Edmonton operations.
Lesley Shea, Edmonton office administrator.

Exhibit 1

Organization Chart

*Please note that the operations managers in each city are supervisors for all caretakers in their city. For example, Don Murray is
responsible for 40 caretakers, a large construction crew and a three-man maintenance engineering team. (To be a member of the
maintenance team, members must maintain boiler/mechanical certificates.)
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Joe Amantea is senior partner at the law firm Warren Tettensor in Calgary. He acts as corporate counsel on
behalf of Mainstreet.
Frank Boyd is chairman of The Apex Corporation, a real estate development company based in Calgary and
operating in Canada and the United States. Apex, which is the largest land development company in Western
Canada, has recorded 39 consecutive quarters of earnings increases. Its major businesses are in single-family
residential homes and land development.
Darrell Cook is president of Gibraltar Mortgage Ltd. A Fellow of the Certified General Accountants’ Association
of Canada with an MBA from University of Calgary, he has more than 25 years of experience in real estate
acquisition and development. He is a substantial investor in Mainstreet, owning 25.6 per cent of the outstanding
common shares.
Bob Dhillon is president and CEO of Mainstreet Equity Corp.
Rowland Fleming is the former president and CEO of the Toronto Stock Exchange (1994 to 1999). He has more
than 30 years of experience in the financial services industry in Canada, including terms as vice-president of the
Bank of Nova Scotia, president and CEO of National Trust Company, and president and CEO of the Dominion of
Canada General Insurance Company.
Larry Tapp is dean of the Richard Ivey School of Business at the University of Western Ontario. In 1985, he
initiated what was then the largest leveraged buy-out outside of the United States, a $552 million deal that created
Lawson Mardon Group, one of the world’s largest packaging conglomerates. As CEO of the group, he took it
public in one of the largest international share offerings ever by a Canadian company.

Exhibit 2

Board of Directors

Table 1

Multifamily Units by Building Size, Canada 2000
Building Size

Number of Units

Proportion of all Units

6–19

437316

30.4%

20–49

346125

24.0%

50–199

471996

32.8%

200+

184329

12.8%

consisted of apartment buildings and row housing
(also called townhouses). In Canadian urban
centres with populations over 50,000 it was estimated that there were 1.44 million multifamily
residential units available for rent in 2000. Table 1
shows how these units were distributed according
to size of the property.
The Canadian multifamily sector in early
2001 had some distinctive characteristics:

Vacancy Rates
As of October 2000, the overall apartment
vacancy rate in Canada was at 1.6 per cent, down
from 2.6 per cent the previous year, and at its
lowest level since 1987. Furthermore, these low
vacancy rates characterized the whole country,
with 22 of Canada’s 26 major urban centres
recording lower vacancy rates in Fall 2000 than
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in 1999. Exhibit 3 shows vacancy rates for
1998–2000 in 15 major metropolitan areas across
Canada (part A) and a 10-year history and projection of vacancy rates in Calgary and Edmonton
(part B). In the 10-year period from 1991 to 2001,
which was a period of high gains in employment
in Alberta’s two major cities, the number of rental
units per capita in Calgary and Edmonton had
actually declined by more than 20 per cent.

Future Supply of
Residential Rental Units
It would not appear that new construction in
the short run was likely to address the need for
apartments in Canada. Why not? Costs of development (including land and construction costs,
development charges, building permit fees and
taxes) were so high that developers would have to
charge rents far beyond what the market would
support.1 As Dhillon described it, “I can buy a
building in Calgary today for $60,000 a door (i.e.,
a unit) that would cost $100,000 a door to build.
Therefore, there will be no new supply on the
market until rents go up significantly.” The reasons for this disparity, which Dhillon estimated
to be from 40 per cent to 100 per cent of current
property values in Canadian cities, can be traced
back to the late 1970s. Dhillon explained:
At that time, there was a building boom in the multifamily sector because the federal government
provided significant tax incentives for construction
of new units. The resulting oversupply, and then
the recession of the early 1980s, resulted in high
vacancy rates and low rents. Consequently, there
has been very little new construction in the multifamily sector in the last 15 years, and the rent
structure in the Canadian marketplace is still significantly below what would be required to make
new building economically feasible.

Another factor affecting the supply of multifamily rental units was the trend to convert rental
properties into condominiums, effectively removing them from the rental market. For example,
in Edmonton, throughout most of the 1990s, the
supply of rental units declined by about one per
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cent per year, largely due to condominium
conversion. By the turn of the century, however,
the pace of conversion had slowed somewhat
because most of the properties that were deemed to
be “ownership quality” had already been changed
over to condominiums.2
In summary, according to Dhillon:
What would it take for us to see substantial increases
in the supply of multifamily rental units in Canada?
A lot! Rents would have to increase by 50 per cent
or more in most cities. Interest rates would have to
stay low—because interest is the biggest single cost
factor in these properties. And, finally, construction
costs and localized economics (land availability
and prices, and development fees) would have to be
reasonable.

Canadian Demographic Trends
Between 1981 and 2001, a period during
which the increase in stock of multifamily
residential rental units was virtually zero, the
Canadian population grew by almost 25 per cent.
Exhibit 4 shows projected population growth by
age group in Canada for 2001 to 2021. It is noteworthy that the young adult population (aged 20
to 29), who are primarily renters, was expected to
grow by 9.5 per cent during this period, although
this is slightly under the overall growth in the
country of 11 per cent. The other demographic
factor affecting the rental market was immigration, which was expected to stay at high levels
for the foreseeable future. Immigration was a key
driver of the rental market, because immigrants
were much more likely than Canadians of similar
demographic profiles to rent apartments.

Property Ownership and Management
Ownership of multifamily properties in
Canada was highly fragmented. The largest portfolios of these properties were held by the aforementioned Boardwalk Equities (approximately
25,000 units, primarily in Alberta) and Minto
Management (approximately 10,000 units in
Ottawa and 8,000 more in Southern Ontario).
With its 1,600 units, Mainstreet was one of 10
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A) By Census Metropolitan Area 1998-2000

Census Metro Area

1998

1999

2000

Calgary Alberta

0.6

2.8

1.3

Edmonton Alberta

1.9

2.4

1.4

Halifax Nova Scotia

5.5

3.6

3.6

Hamilton Ontario

3.2

1.9

1.7

Kitchener Ontario

1.5

1.0

0.7

London Ontario

4.5

3.5

2.2

Montreal Quebec

4.7

3.0

1.5

Ottawa Ontario

2.1

0.7

0.2

Quebec Quebec

5.2

3.3

1.6
1.4

Regina Saskatchewan

1.7

1.4

15.4

9.2

3.8

Toronto Ontario

0.8

0.9

0.6

Vancouver British Columbia

2.7

2.7

1.4

Victoria British Columbia

3.8

3.6

1.8

Winnipeg Manitoba

4.0

3.0

1.5

Canada

3.5

2.6

1.6

St. John’s Newfoundland

B) Ten-Year History for Edmonton and Calgary
Apartment rental vacancy rate (%)
10
9
8
7
6
5
4
3
2
1
0
‘92

‘93

‘94

‘95

‘96
Calgary

Exhibit 3

‘97

‘98

‘99

‘00

Edmonton

Apartment Vacancy Rates

Source: Canada Mortgage and Housing Corporation Rental Market Report for Edmonton, 2001.

‘01*

‘02*
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Age

2001

2006

2011

2016

0–4

1,715.9

1,640.2

1,666.4

1,708.7

5–9

2,026.6

1,790.4

1,715.8

1,741.8

10–14

2,076.6

2,096.4

1,863.6

1,790.1

15–19

2,081.0

2,155.3

2,175.0

1,945.5

20–24

2,097.0

2,167.6

2,241.4

2,261.2

25–29

2,100.3

2,194.1

2,263.5

2,336.4

30–34

2,252.5

2,201.6

2,293.0

2,360.0

35–39

2,641.7

2,326.8

2,278.1

2,367.1

40–44

2,659.1

2,675.7

2,370.3

2,324.0

45–49

2,384.9

2,663.7

2,681.7

2,385.2

50–54

2,114.7

2,362.9

2,637.4

2,657.5

55–59

1,625.9

2,073.7

2,318.3

2,588.5

60–64

1,291.1

1,578.1

2,011.3

2,251.4

65–69

1,137.8

1,222.4

1,495.8

1,907.4

70–74

1,012.0

1,030.5

1,112.7

1,365.7

75–79

815.2

858.7

879.7

957.2

80–84

525.7

627.5

666.2

688.1

85–89

295.2

351.3

422.5

452.9

90 and over

149.2

211.8

269.0

331.0

33361.7

34419.8

Total

Exhibit 4

31,002.40

32,228.70
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Canadian Population (thousands)

Source: Statistics Canada.

largest owners of multifamily units in the country.
Private investors, whose principal careers were
not in real estate, held the great majority of apartments and row housing properties.
The major multifamily rental firms managed
their properties themselves. However, most private investors had careers and busy lives aside
from their real estate holdings. “The last thing

these people want,” according to Dhillon, “is a
phone call at midnight about a toilet that isn’t
working. Therefore, most private investors outsource the actual management of their properties
to Property Management companies.” For a fee
that was typically three to five per cent of the
rent, plus a modest percentage of outside maintenance and capital improvement charges, these
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firms managed a building. They hired a resident
manager, contracted for maintenance and repairs,
advertised for new tenants, etc. In Dhillon’s opinion, the preponderance of private ownership of
smaller properties and reliance on so-called “fee
managers” created a real opportunity for consolidation and professional management.
In theory, a ‘mom and pop’ owner of a small property
with 20 to 50 units thinks the fee manager will take
over all the headaches, and they will just be able to
cash a nice cheque every month. But reality can be
very different. First, the fee manager isn’t paid particularly well, and can be fortunate to clear 0.5 per
cent from the management fees. Second, the owners
aren’t eager to spend money on the building for regular maintenance, let alone improvements such as
energy-efficient devices. They’d rather go to Hawaii,
or buy a new Cadillac than replace the carpets or
upgrade the appliances. What has to get done is
done; what isn’t critical is deferred. Over time, what
results is a building with a lot of deferred maintenance (carpets, paint, appliances, common areas)
that starts to be uncompetitive at the rental rates for
its market segment. It gets more difficult to rent
vacant units because the building looks “tired.” In
order to keep the building full, the fee manager
doesn’t want rents to be increased with the market,
and so the building slips into a lower market segment
with a lower class of tenant. The net effect of these
inefficiencies and the downward economic cycle that
appears to be under way in March 2001 is an opportunity for Mainstreet to acquire property and make
the necessary investments to unlock its true potential.

Don Murray, Mainstreet’s operational manager, listed several reasons for Mainstreet to have
a competitive advantage over property management companies:
1. Economies of scale, for example, through bulk
purchases.
2. Proprietary software, including accounting
programs for financial control and property
management programs for control of everyday
operations.
3. A computer network system that was online in
all Mainstreet properties, eliminating paperwork

and providing an immediate information updates
at any location.
4. Branding to give consistent quality, level of
service and recognition across the board:
a. Common color scheme at entrances of
buildings
b. Intercom system and security
c. Uniforms for Mainstreet managers and
maintenance staff
d. Common signage
5. Web site: in the past six months, the percentage
of inquiries and subsequent rentals through
www.mainstreetequities.com had grown from
zero to 15 per cent.
6. Operational synergies among properties located
in the same vicinity.
7. Potential for internal tenant transfers between
properties.
8. Ability to provide “24–7” service to tenants.

THE MAINSTREET STRATEGY
As Dhillon described:
Mainstreet is focused solely on the multifamily
segment of the Canadian real estate sector, and
we aim to be the best in the industry. “Apartments
are us.” We are reinventing a dinosaur business by
investing in capital improvements, re-engineering
operations and branding the properties. It’s a great
opportunity for a well-managed company to create
shareholder value. Where else are governmentguaranteed loans at interest rates of six per cent3
available for investments with significant potential
for capital appreciation?

Mainstreet’s financial objective was to deliver
consistent returns that were well above the average for a real estate company. There were six
linked components of the company’s strategy.

Step One: Acquisitions
A key element of Mainstreet’s strategy was
to buy properties that were under-performing but
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had a high potential for appreciation under the
Mainstreet brand. Unlike residential properties,
where the vast majority of homes were sold
through the local MLS (Multiple Listing
Services) real estate board, the market for multifamily units was not efficient. Trades were done
exclusively, and it was difficult to get information on transactions. Consequently, it was very
difficult to put a price on an apartment building.
Value depended on a host of variables, such as
location, construction type, condition, presence
of assumable financing, suite sizes, curb appeal
and taxation.
Typically, the buildings Mainstreet targeted
were apartment or townhouse developments in
the middle to lower sector of the multifamily
segment, in good locations. Dhillon knew the
Calgary market so well that when he received
a call from a broker (or a bank receiver) about
a given property, he knew instinctively whether
or not it was worth further investigation. If so,
operations manager Murray would do a workup
on what investments would have to be made to
bring the property under the Mainstreet brand,
and CFO Lam would run the financial analysis.
The final call on whether to proceed with an
offer was made by Dhillon.
Of course, as Dhillon moved further afield
from Calgary, he was not able to rely on local
knowledge and instinct about the available deals.
However, he believed the multi-family residential segment in Canada was controlled by a tight
network of about 100 people (10 big landlords
and 90 key real estate players, of which he was
one). He was well acquainted with many of these
major players, and they would be the primary
sources of deals if Mainstreet were to decide to
expand outside Alberta.

Step 2: Capital Improvements
Once Mainstreet had purchased a new property, a “swat team” of Mainstreet employees
and contractors moved immediately to bring
the building under the Mainstreet brand. Murray
co-ordinated the effort, which rapidly upgraded
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the property by renovating the common areas
of the development in the characteristic Mainstreet manner. A distinctive Mainstreet sign was
placed in front of the building, initially labelled
“Under New Management.” A uniquely designed
canopy was immediately placed over the front
entrance to the building, and the common areas
(front lobby and hallways) were renovated using
a combination of Mainstreet’s signature colors,
a vibrant forest green and a deep shade of purple. Typically, the floor in the front lobby was
replaced with ceramic tile, and lighting in the
lobby and hallways was upgraded. Vacant units
were also completely renovated before they
were rented again. This typically included a new
energy-efficient refrigerator and dishwasher,
new kitchen cupboards, countertops, paint and
carpets. Generally, Mainstreet spent about $4000
inside each unit in upgrading a newly purchased
property. As a high-volume purchaser, Mainstreet obtained both significant price concessions
from suppliers and reliable supply on a just-intime basis so that Mainstreet did not require a
high inventory investment.

Step 3: Operational Efficiency
Next, in a program that was organized and
managed by Murray, Mainstreet installed energyefficient devices in the building, such as:
• Replacing incandescent light fixtures with fluorescent (for example, installing a $20 fluorescent fixture cut electricity consumption from
$30 per year for a 60-watt light bulb to $8);
• Installing aerators on shower heads and water
faucets that cut water flow rates by more than
half;
• Replacing toilets with modern, low-volume fixtures that reduced water consumption from six
gallons per flush to 1.6.

Murray had data on costs and savings for each
of the upgrades, and paybacks were usually less
than one year.
As well as the physical changes in the buildings, Mainstreet changed the manner in which
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the property operated. A new resident manager
was installed, consistent with the targeted group
of tenants, and the property was moved to an
efficient management system with a dedicated
maintenance team, an automatic debit rent collection system, and integrated accounting and
property management software. The net effect of
these changes was to cut annual operating costs,
which were typically about $2,400 per unit in a
purchased property, by 20 to 25 per cent.
Exhibit 5 portrays Mainstreet’s operational
procedures diagrammatically. Each apartment
building was set up as a separate business unit.
A computer, Internet connection and proprietary software were installed at the property.
These devices allowed just-in-time information
to reach the head office. All deposits, work
orders for problems, and tenant information
were input directly at the site level. Double
entry was eliminated, and information about the
project was available at the head office at the
touch of a button.
Rent collection at Mainstreet was simplified
with automatic debit from tenant bank accounts
on the first of the month, unlike mom-and-pop
operations where it might well be the 10th or 15th
before the entire rent was deposited. This system
required no manpower except for inputting of
data into the system.

Step 4: Value Enhancement
Along with the significant improvements in
the property came an increase in rents, typically
in the order of 25 per cent to 50 per cent, but
sometimes even more. Alberta was not subject
to legislated rent controls, an issue which could
become a factor should Mainstreet decide to
expand beyond the province. However, Dhillon
believed, even if a protesting tenant brought
Mainstreet to court, the corporation could easily
justify the rent increase by the improvements in
the property.
Rental increases were not always perceived
negatively. Typically, 70 per cent of tenants
moved out and 30 per cent accepted the increase,
feeling that it was worthwhile because of

the value-enhancing improvements. Mainstreet
would transfer a current tenant into a renovated
suite as well as do some renovations in an occupied suite. In one recent instance, Mainstreet had
implemented a 40 per cent rent increase in one of
its Edmonton properties but had no net increase
in the vacancy rate because the higher rents were
justified by renovations and enhancements. As
well as the immediate cash flow effects, the rent
increases had one other significant benefit for
Mainstreet: the least desirable renters moved
out, and they were easily replaced a better class
of tenant.

Step 5: Financing
Based on the increased value of the property,
Mainstreet could obtain long-term, governmentinsured mortgages at favorable interest rates.
This freed up capital for acquisition of new highpotential properties. Mainstreet’s account manager at People’s Trust described how this worked:
Bob is an astute buyer. Mainstreet typically buys
properties that have high deferred maintenance, but
good upside potential. It can obtain a first mortgage
for 75 per cent of the purchase price from us at a
favorable rate of interest, say prime plus 1.25 per
cent. Furthermore, Mainstreet could obtain a second mortgage for 15 per cent of the purchase price,
at a higher interest rate—say 13 per cent—and
sometimes a third mortgage at an even higher
rate. Sometimes, a highly motivated vendor provides some financing for the transaction with a
vendor take-back mortgage.
Next, Bob invests a significant amount, say 30 per
cent of the cost of the building, in a complete renovation of the property, which justifies a substantial
rent increase, of 30 per cent to 50 per cent. But
because the investment has also produced energy
savings and Mainstreet has scale economies in
operations, operating income for the building has
actually increased by more than the dollar amount
of the rent increase. This improved cash flow makes
the property now worth substantially more; it could
easily be appraised at 75 per cent to 100 per cent
over the purchase price, based on the improved
operating income alone. Now Bob can refinance the
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Don Murray
Calgary Operations Manager
– supervisor for all Calgary property
managers

Bankview

Chinook

Delburn

Lincoln

Mainstreet

Queens Park

Spring Garden

Trevella Park

Westbrooks

Westwinds

White Plains

Wilmax

Westview

2501

1612

North Hill

Heritage 1&3

Johnny Lam
CFO
– financial controls using Internet-based
systems to enter all information

Cedar

Wedgewood

Edm 02

Edm 05

Edm 07

Edm 08

Edm 09

Edm 10

Edm 11

Edm 12

Edm 13

Edm 14

Edm 15

Edm 16

Edm 17

Edm 18

Edm 19

Edm 20

Edm 21

McCam 1

McCam 2

McCam 3

McCam 4

Clareview

Don Rever
Edmonton Operations Manager
– supervisor for all Edmontion property
managers

Exhibit 5

Operational Procedure
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property with a CMHC (Central Mortgage and
Housing Corporation) guaranteed loan, at 6.1 per
cent interest,4 for 75 per cent of the new market
value. Mainstreet pays off the original mortgages,
recovers its investment for improvements, and owns
an asset with substantial cash flow. The surplus cash
goes into the next round of building purchases and
capital improvements.

See Exhibit 6 for an actual example of what
Mainstreet calls the value creation process.

Step 6: Divestitures
Most mature assets are held for cash flow purposes, but Mainstreet does selectively sell some
properties that do not offer sufficient potential
value.

RESULTS
Exhibit 7 portrays the financial results of
Mainstreet’s first years of operation, while Table 2
below shows Mainstreet’s growth in units. The
results were generated through internal growth
alone, with no new equity issues.

THE GROWTH OPPORTUNITY
IN MARCH 2001
At the March 23, 2001, board meeting, Dhillon
wanted to get feedback from his directors on what
he felt was the critical choice that Mainstreet
faced: how rapidly to expand. Should Mainstreet
be satisfied with steady growth in Alberta, and
plan to add 300 to 400 units in the next year? Or,
he thought, was this the time to “bet the farm,”
extend the Mainstreet brand outside Alberta, and
double the size of the company in the next year?
Dhillon was aggressively pro-expansion, and
he opened the discussion by making the case for
it. He summarized arguments on both the supply
(low vacancy rates, low property values compared with replacement costs, and low and falling

interest rates) and demand (population growth in
the renter segment, and increasing immigration)
sides. Furthermore, he believed,
The end result of a slowdown in the economy or
even a full-fledged recession, is that liquidity dries
up and the volume of buy-and-sell transactions for
rental properties slows down as well. However, that
is also a time of opportunity for Mainstreet. As the
old saying goes, ‘Cash is king in a recession.’

However, Dhillon also listened carefully to
the comments of his board members who, for the
most part, were more cautious:
• The U.S. economy seems to be going into a deep
freeze. My instincts tell me that this might be the
time to go slowly rather than expand rapidly.
• We need more data. Let’s take the time to digest
the numbers from the economy before we
move precipitately, and plan carefully before
shooting from the hip in an immediate aggressive expansion.
• There’s still room to expand right here in
Alberta, in your own back yard. Going into
other markets is a lot riskier. And these markets
are much more regulated than Alberta. I know
that in the Vancouver area, development costs
are 20 per cent higher than Calgary, just because
of the additional bureaucracy—permits, local
regulations, etc.

On the other hand, there were also arguments
in favor of aggressive expansion. As one board
member expressed:
Go for it! The fundamentals in this market—
vacancy rates, new construction costs, interest
rates—have never been better. We’re cyclical players in the market. When the economy turns down,
it’s a great time for us to buy. Furthermore, we benefit from lower interest rates, since our major
expense is interest on our debt. In fact, if interest
rates go where we expect, in the next year we will
refinance two-thirds of our mortgage portfolio, at
interest rates averaging two per cent less than we
are currently paying. Now is the time to move.

As CEO of Mainstreet and by far its largest
shareholder, Dhillon had to make the call on
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West Wind, a 31-unit apartment in Calgary
Stage 1-Acquisition
Amount

Per unit

Purchase price
1st Mortgage loan 75% @ 7%/yr.
2nd & 3rd Mortgage 25% @ 12.5%/yr.
Equity

$ 1,080,000
810,000
270,000
—

$34,839

Rent
Vacancy and bad debt allowance (3%)
Operating expenses

163,000
4,890
77,500

5,258
158
2,500

80,610
90,450
7,709

2,600

Operating income
Mortgage interest
Depreciation
Income before income taxes

$(17,549)

Stage 2-Value enhancement through capital improvement.
Actual annualized income after capital expenditure of $315,000,
increased rents and operational efficiency improvements.
Amount
Capital expenditure
Rent
Vacancy & bad debt allowance (3%)
Operating expenses

$ 315,000
255,708
7,671
71,484

Operating income
Mortgage interest
Depreciation

176,553
90,450
10,324

Income before income taxes

$ 75,779

Per unit
$10,161
8,249
247
2,306

Stage 3-Consolidate mortgage loans
Per unit
Appraised market value of the property with operating income of $176,553

$ 2,046,000

CMHC insured mortgage @ 6.1%/yr. on 75% of appraised value

$ 1,534,500

$66,000

These funds will pay off the original mortgages of $1.08 million and leave $454,500 for further purchases and
capital improvements. With an investment of $315,000, Mainstreet has acquired an asset that provides positive
cash flow and is worth $2 million; furthermore, by refin ancing with a low-interest CMHC guaranteed loan, it has
generated $454.5 thousand in cash for further investments.

Exhibit 6

Example of Value Creation

Source: Adapted from Mainstreet Equity Corp. internal documents.
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CONSOLIDATED BALANCE SHEETS (Thousands of dollars)

As at

December 31, 1998

September 30, 1999

September 30, 2000

$10,789
1,506
34
152

$37,152
1,415
526
359

$66,034
898
569
1,178

$12,482

$39,452

$68,679

$10,219
80
161
145
—
7

$34,127
—
286
366
426
264

$63,122
396
532
—
931

10,613

36,469

64,981

1,859
9

1,869
1,114

1,869
1,829

1,869

2,983

3,698

12,482

39,452

68,679

Assets
Real estate properties
Cash
Other current assets
Deferred charges
Liabilities
Mortgages payable
Bank indebtedness
Accounts payable
Refundable security deposits
Income taxes payable
Deferred income taxes
Shareholders’ Equiity
Share capital
Retained earnings

CONSOLIDATED STATEMENTS OF INCOME AND RETAINED EARNINGS
(Thousands of dollars, except per share amounts)

As at

December 31, 1998
(9 months)

September 30, 1999
(12 months)

September 30, 2000
(12 months)

$1,778
—
71

$2,971
3,223
84

$7,740
2,609
41

1,849

6,277

10,390

643
—
230
773
186

904
1,778
327
1,210
273

2,077
2,002
858
3,382
711

Revenue
Rental income
Sale of real estate properties
Interest income
Expenses
Property operating expenses
Cost of sales, real estate properties
General and administrative expenses
Financing cost
Depreciation and amortization

1,832

4,492

9,030

Income before income taxes
Income taxes
– Current
– Deferred

16

1,786

1,360

—
7

426
256

(23)
667

Net income
Retained earnings, beginning of year

9
—

1,104
9

716
1,113

Retained earnings, end of year

$9

$1,113

$1,829

*
*

$0.12
$0.12

$0.08
$0.08

Earnings per share
– Basic
– Fully diluted

Exhibit 7

Financial Statements

* Less than 1 cent per share
Source: Mainstreet Equity Corp. Annual Reports
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Growth in Mainstreet Holdings 1998–2001

Dec. 31, 1998

Sept. 30, 1999

Sept. 30, 2000

Jan. 1, 2001

271

548

816

874

0

356

554

670

271

904

1,370

1,544

$17 million

$50 million

$90 million

$100 million

# of Units
• Calgary
• Edmonton

Total
Market Value

the biggest decision in Mainstreet’s short but
successful history.

NOTES
1. “New Ottawa high rise ends drought,” Toronto
Globe and Mail, March 27, 2001, p. B17.

2. Canada Mortgage and Housing Corporation
Rental Market Report for Edmonton, 2001.
3. In March 2001, the Bank of Canada overnight
rate (for funds loaned to Canadian chartered banks)
was five per cent and the banks’ prime rate was 5.75
per cent.
4. Interest rate on CMHC guaranteed loans were
typically 0.75 per cent above Canadian long-term
bond rates.
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