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Introduction
I tell most of my SMEE (Small and Medium Sized Enterprise) clients (and my students) that real estate investing is usually a good idea. Homeownership and owning your own business premises makes sense to me in most cases. Why is that?

Well, here are a few of my reasons:

1. Forced savings— most people are really bad at saving* so, if at a minimum they own their own home or condo or (for entrepreneurs) their own business premises, every month that they make their mortgage payments, they are paying off (‘saving’) some of the principal. This is a type of ‘wealth effect’—it creates equity on your personal balance sheet (which everyone should have) or your corporate balance sheet. It is kind of a hidden part of your ROE (Return on Equity) too. Even people who are pretty good at saving their money may eventually succumb to the temptation to spend their savings. However, if their savings are tied up in bricks and mortar, they are going to have to do more than turn on their PCs and use Internet banking to, say, buy that holiday of their dreams. Getting at your real estate equity can be relatively straightforward using something like a home equity Line of Credit or re-mortgaging your house, condo or office building (or putting a ‘reverse’ mortgage in place, something an elder might do, for example, if they are real estate ‘rich’ but cash poor) but, at least, it requires some effort and will give you time to reflect on whether this is really what you should be doing.

(* I ask my students every year, how many of you can save, say, $600 per month? Usually, one or, at the most, two students raise their hands (out of 45 or 55). When I re-phrase the question and ask how many of them could pay rent of $600 per month, well, most of them can do that. So if you had a mortgage of $600 per month (on a very small flat), they would be ‘forced’ to save a bit of money every month…)

2. Get rich slow—real estate is not a get rich quick scheme. But most markets have some real estate inflation and, at least, real estate markets don’t usually sink as fast as say tech stocks did in the great bubble burst of the early 2000s. So if general real estate inflation is say .75% per annum and you have 25% equity in the deal then you are adding an extra 3% p.a. to your ROE. Obviously, if general real estate inflation is higher than this, and it often is, this factor will play an even larger part in creating investor wealth.

3. If you own your own business premises, you have a diversification of risk. (I advise SMEEs that they should generally keep their real estate in a company separate from their operating company so that if something happens to the operating business, they can always sell their real estate holdings and, hopefully, live to fight another day). 

One of my tech clients needed more and better office space. We looked at leasing 15,000 square feet of Class A office space for his cluster of companies. At that time in Ottawa, prime office space was leasing for $18 per square foot per annum triple net (that means that the tenant must pay all operating costs in addition to basic rent). Operating costs including realty taxes were in the order of $12 per square foot per annum so 15,000 square feet of space would have cost his company in the order of $450,000 per year.

After Bill (not his real name) recovered from sticker shock, I convinced him to buy his own building. He bought a beautiful two storey, 15,000 square foot, Class A office building for $100 per square foot. He put down $500,000 and got a Vendor Take Back Mortgage (known as a VTB—i.e., his financing came from the Vendor not a Bank) for the balance. His annual mortgage costs were in the order of $85,000 per annum and he took ownership of the building in a separate company. I also convinced him to buy a house (he was renting up to that point) and to pay down both mortgages as fast as he could. Now, a few years later, Bill owns a beautiful $750,000 home and an office building worth nearly $2m with almost no debt against them (and soon to be zero). So even if his tech company somehow goes away (which I doubt—these are very profitable enterprises), Bill can always sell his real estate for $2.75m and not eat cat food when he turns 65.

In many enterprises and especially technology and consulting companies, your key assets tend to walk out the door every night on their way home. Or in a fast changing global economy, your technology or key competitive advantage can become obsolete almost (and sometimes) overnight. Real estate doesn’t usually go out of fashion as quickly*. If you look at some of the longest lasting fortunes on the planet, they tend to be (at their core) real estate based—like, say, the House of Windsor, Emperor of Japan, Hudson’s Bay Company, the old Canadian Pacific** Railroad Company or the Holy Roman Catholic Church.

(* I remember a time in the 1980s when my Dad got involved with a group who wanted to build roller disco emporiums and, boy, did they ever. I’ll never forget the principal behind these developments telling me that Roller Disco (places where kids could boogie to disco music while on roller skates; they went round and round in a counter clockwise direction with lights flashing all over the place) was a ‘cash cow’. Hey, when the kids got bored, they stopped the music and then they went clockwise for awhile. I wanted to bale out of the operating company faster than if I was a paying passenger on the Titanic. However, we managed to exchange our interest in the operating business for the underlying real estate—the Roller Disco operating entity went broke less than two years later and we turned the real estate into a cool office for a new high tech company specializing in CAD systems which were just new at the time. Real estate has legs; roller disco was just a fad.)

(** CP got huge real estate concessions in prime urban locations in return for the near-impossible job of laying railroad track over the Rockies to what was then a nothing town called Vancouver. Decades later the stock price for CP moved up when the company started selling off its real estate portfolio.)

4. If you own rental property or if part of your home of office is rented out, your tenants are helping you with your ‘forced savings’ since they are paying off the part of the principal on your mortgage every month for you. This in a way compounds the wealth effect. When someone else is paying off all or part of the principal on your mortgage, this benefit comes accrues you. Now it’s true that you can’t use it for what my wife calls ‘IGA money’ (money you can touch, feel and spend on stuff) every month but when you sell the property (provided you sell it for what you paid for it or more), you will get the cash in your jeans from the pay down of your mortgage… Of course, you can always re-mortgage your properties without selling them and get the cash, tax-free that way. 

5. Hopefully, your real estate portfolio is providing you with some cash-on-cash return too so that every month you are getting more ‘IGA money’. 

6. You will have security of tenure since the Landlord (yourself) won’t raise your rent every five years or so, especially if you are doing well financially. There seems to be a rule in life that costs always rise to whatever your income is. This is as true for a company as it is for an individual; Landlords just have a sixth sense about these things and can keep on increasing your rent until you simply have to move. 

7. Brand equity—you do develop a kind of brand equity in your location over time and if you own the real estate, at least you are developing brand equity in your own property not someone else’s.

8. Brand equity is important because it helps you build up your credibility; credibility and trust are hugely important in sales—people like to buy from people they like and trust. The two things often go together. Did you ever buy from someone you didn’t like and didn’t trust—not too often I’ll bet? 

That’s why mega corporations spend so much money building their brand; it’s so that when one of their sales people is in the trenches competing for a sale and trying to close the deal, they often get the nod over the competition because they are a known (read trusted) commodity. Imagine if you were hearing an insurance pitch from somebody who worked for the ‘Pirate Insurance Company’ of Kinakuta versus somebody who worked for Clarica. Which one would you be more likely to put your trust in and trust your family’s future to? 

Companies spend money on marketing their brand not just so you can watch the Super Bowl on free TV—they spend money on ads so they can increase sales but not in the way most people think of it. By spending $$$ on TV ads to establish a new brand (like Clarica did in 2002 and 2003), they don’t actually expect 100,000 people to suddenly call their call centre and order life insurance. They know better than that.

They understand that all the marketing in the world doesn’t sell much, if anything—they need a separate process to harvest the goodwill that they have generated in their marketing blitz. All that their marketing has done is increase the propensity-to-buy. The separate sales process involves a huge team of focused, Clarica sales people—the sales team is like the ‘facts on the ground’ in military/political speak. They are in the trenches with consumers selling one customer at a time. Each in-the-trenches sales team member has a greater likelihood of making the sale because of the mass marketing that Clarica has done but that is all that marketing dollars can do—increase the probability of a sale and only if there is actual selling activity going on.

9. Owning your own location instantly builds credibility with suppliers, bankers, employees and others whom you depend on too.

10. If you want to make any changes to the premises, you can without investing your money in someone else’s building or having to ask permission.

11. Once you have paid off your mortgage, you can either continue to have the operating company pay rent and enjoy another income stream or you can benefit from ‘tax-free, unearned’ rent. The latter is another type of wealth effect* (which is also why you want to pay off your home mortgage as fast as you can pretty much everywhere in the world today except perhaps the USA where mortgage interest on your personal home is tax deductible which changes the calculations a bit). 

(* This wealth effect is also quite real. Suppose you own your own building and the mortgage is fully paid off. Now you decide to reduce your rent to zero. Your operating company’s net income goes up by an amount equal to the rent they paid in the last year of the mortgage, an amount equal to Y dollars. Now in Canada, related inter-company dividends are tax free so you could dividend out the equivalent amount to your real estate holding company. Whereas before you had income in the holding company (of course you had some offsetting expenses too), you now have inter-company tax free dividends.

For your personal home, it works a bit differently. Let’s say you have a home worth $300,000 and you have finished paying off the mortgage. And let’s say you could rent it out for $3,000 a month. If your marginal tax bracket is 50% say then you are left with $18k after tax less whatever costs you might have against this. But if you stay in the home yourself that means that you are enjoying the benefit of living there on ‘unearned rent’ (a British term) of $36k a year—which isn’t taxed. Unearned rent is also sometimes referred to as ‘imputed rent’.

Another way of looking at it is if you moved out of the home, rented it for $3k a month and rented another exactly equivalent house for yourself (you have to live somewhere after all) at $3k a month, you are gaining $18k in after tax income but paying $36k in after tax rent yourself so you end up actually losing $18k on the whole deal. It’s weird but true—people who have paid off their home mortgages may not understand the exact mechanics of this wealth effect but they sure feel it. They tell me things like: “I seem to have more money than I ever did when I was working. I just seem to have more cash around these days…”

‘Unearned’ rent is a concept that originally seems to have derived from a British sensibility that owners of real property are somehow undeserving of a return on capital. No doubt this is a class-based concern. There have been attempts to tax homeowners who have no mortgages on their residences on their ‘unearned’ rents—one attempt in Switzerland and one in Australia that I know about. Both were roundly hated by the populace and were rescinded shortly after introduction in Switzerland and never actually implemented in Australia.

One also has to think that taxing unearned rents would work against thriftiness on the part of homeowners and against social order too. Evidence abounds that people who own their own homes tend to see themselves as having more of a stake in their societies—they tend to vote in civic elections, participate in volunteerism and form the bedrock of a civil society.

In addition, home equity and real estate equity more generally are the bedrock source of friendly capital for startups. The work of Hernando De Soto in LDCs has shown that until they: a) recognize private property rights, b) give clear legal title in (and civic addresses to) real property to sitting owners and c) develop a competitive market for financing of real property (a system of mortgage financing), they can not unlock real estate capital for redeployment to productive, entrepreneurial uses.)

12. It is often cheaper to own than to buy especially in low interest rate countries like what Canada and the US are experiencing today.

13. You should want to own your own real estate without partners if you can swing it. There are still: ‘Two chairs up in Heaven waiting for the first two partners to get there and still like each other.’ (Anon.) But if you do take on a partner to acquire real estate, make sure that you both have the same financial incentives and goals*. 

(* In a bankruptcy of one of my Dad’s (Jack) real estate partners, five properties jointly owned by Jack and Les (not his real name) were caught up in major court proceeding along with 75 other projects. A major, publicly traded real estate business wanted to buy all 80 properties out of Bankruptcy including the halves of the 5 projects that Jack owned with Les.

Two things saved my Dad—he had had the good sense to enter into first right of refusal agreements on all 5 properties with Les and he had me to negotiate with the major realty company, we’ll call DevCo.

DevCo was buying Les’ half of each of the 5 properties in question for $400,000. Our internal valuation carried these projects at $2.2m and that was just for our halves. Andy Jenkins (not his real name), V.P. for DevCo, told me that we had two choices—sell our half interests for $400,000 or stay in and become partners with DevCo. “Why not be partners with DevCo,” he said. “We are a national company with a national network of leasing and operating executives.” Why not, indeed.

Our concern was that DevCo had a lot of other vacant buildings near these properties—geez, they could actually make money by taking tenants out of our buildings (where they would own 50% and we would own 50%) and putting them in buildings that they owned 100%. After a couple of years, we might have been lucky to get an offer from DevCo for our half interests where we did not have to pay them for accumulated losses just to take our share off our hands.

I hate 50/50 partnerships anyway. No one is in charge; no one has final say; it’s a recipe for stalemate and disaster. If you are going to have partners, at least have someone own 51% and you know where the buck stops.

So we exercised our rights of refusal and offered to buy Les’ halves for $400,000 (it’s like a right to match). Jenkins and his boss went nuts. They told me they would ‘see us in court’ where they would argue the ‘greater good’ theory—that the Bankruptcy Judge should override our rights because the greater good (i.e., DevCo’s greater good) demanded that all 80 properties be dealt with in one fell swoop.

A couple of days before the hearing, Jenkins asked me what we wanted for our half interests. I told him $2.2m and he blanched. I argued that he was still getting a good deal—he had Les’ half for $400k and ours for $2.2m for a total of $2.6m on buildings we valued at $4.4m so he was getting them for about 50% of their value anyway. He said: ‘See ya in court.’

Ten minutes before the hearing began, Jenkins asked again. I said ‘$2.2m’. We dickered for a few minutes and settled at the courthouse door for… $2.1m. 

This got Terrace Investments Ltd. going—eight years later (in 1990) we acquired the Ottawa Senators franchise from the NHL for $50m; some of DevCo’s money was in that deal.)

14. Owning your own real estate gives you more financial flexibility—borrowing based on real estate collateral is usually much easier than say using your IP to secure a loan. The financial markets are much more developed and flexible for real property (at least in NA) than for Intellectual Property. Home equity loans are generally readily available to homeowners if they have a good credit rating (and sometimes even if they don’t). Home equity loans are the largest single source of capital to start your own business. They are also used by homeowners if they get into financial trouble or lose their jobs*.

(* Appraisers are the gatekeepers to the mortgage system. Lenders both major institutional lenders (like Charter banks) and secondary lenders as well as most private lenders, base much of their loan decisions on two things—their LTV (Loan to Value Ratio) and the Appraised Value, AV. 

The Loan Amount (LA) is determined by the following simple formula:

LA = LTV x AV.

So if the Appraised Value is equal to the Purchase Price, PP of a property you just bought, the Loan Amount will be:

LA = LTV x PP.

However, Appraisers tend to be conservative people and they are often being paid by the Lenders or, even if you are paying for their services, you must use the Lenders approved Appraiser. The Lender is usually sending them a lot more work than you are, so naturally they tend to look at things from the Lender’s point of view. I find commercial appraisals are anywhere from 5% to 10% below FMV, Fair Market Value.

LTV ratios vary. Most residential lenders will lend 75% of the AV. You can get mortgage loan insurance from CMHC (Canada Mortgage and Housing Corp.) or private firms (e.g., GE Capital Mortgage Insurance) which will reduce the amount of equity you require to as little as 5% (i.e., increase the LTV ratio to as high as 95%). 

Commercial lenders are even more conservative and their LTV ratios are typically 65% for office, commercial and industrial buildings and as low as 50% for land (if they will even do it at all).

Commercial lenders also may only loan against the Quick Sale Value, QSV of the project which is often much less than the AV. The QSV is what they can get for your project in a power of sale or forfeiture. Therefore, we find:

LA = QSV x LTV, in some risky commercial projects. Many of these projects get off the ground either with very large amounts of equity or secondary financings.

Secondary financings include second mortgages, mezzanine financings, cashflow financing and lines of credit. Every form of secondary financing is really a form of equity; only the first mortgage is truly debt. Secondary and tertiary financings almost always have the right of redemption—which means that if the first mortgage goes into default, they have the right to cure the default and take possession of the property either through a Power of Sale proceeding or Forfeiture.

What you are typically hoping for in these circumstances is to build your project, get it off the ground, prove the revenue stream and drive the AV up so you can refinance the project and take out the secondary financings within a reasonable amount of time.) 

15. Nations that are made up of homeowners and business owners who own their own real estate are usually more robust societies where ownership of real estate conveys a sense of permanence and social responsibility and civic pride.

16. Buildings don’t tend to run out on you—if you operate a consulting business, your assets go home every night. They can always find new jobs and your IP goes with them. If you own a tech business, your market position can melt away virtually overnight. (Don’t think so? How about URL shortener www.TinyURL.com being knocked off by competitor www.bitl.ly because the latter makes long URLs into 20 character URLs instead of 26 characters. Plus Bit.ly did some other smart things like make it easy to copy the new URL to your editor and let’s you see how many people have clicked on those short URLs that you have created, a very useful traffic number to have.

Here is an example:

http://www.dramatispersonae.org/EnterpriseOfTheCity/HomePage/KingOfExxon.htm (76 characters) becomes: http://bit.ly/4u3XTG (20 characters) or http://tinyurl.com/y9p6ba6 (26 characters).)

Sample Calculation of Internal Rate of Return, Cap Rate (Capitalization Rate) and ROE (Return on Equity) 
Calculating your ROE is really not a simple thing. Almost certainly the best way to calculate it is to use the IRR (Internal Rate of Return). This takes into account the time based value of money and can produce an accurate rate of return for the overall project, your equity portion of the financing and the sub-debt position (second mortgage financing, VTB (Vendor Take Back) financing, debenture financing or mezzanine financing…) if any. I show how to calculate the IRR for a home owner at: http://www.dramatispersonae.org/SampleIRR2.htm. 

This is a simple example but it demonstrates some important principles—the IRR on your equity is highly sensitive to leverage. For a 25% down payment, your IRR is 22.1% p.a. With just 5% down, it jumps to 56.4%.

So if you take your 25% equity and buy 5 homes with 5% down instead, you are going to end up with a much larger cash-on-cash return than if you just have one property. For one investment property with 25% equity in it, I show cash returned over 5 years is $89k. For five investment properties with 5% equity in each, I show cash returned over 5 years is $254k.

If you would like to download the spreadsheet in .xls format to your PC, please do so. GO GET IT. Now that you have it on your PC, you can fool around with the assumptions and see what different amounts of leverage do to your returns and risk profile. You can change other assumptions and conduct your own sensitivity tests…

If you are feeling really ambitious, you can try your hand at our ‘perpetual motion machine’—this model is designed to answer the following question: “How many rental homes do you need to buy (or build) and how much of your mortgages do you need to pay off before the system produces enough free cashflow that will then allow you to buy (or build) more rental properties without pumping in any more equity?” GO GET THIS ONE TOO: http://www.ottawarealestatenews.ca/PerpetualHomeBuying.xls. (Thanks to former student, Ryan Pearce, for developing this model with me.)

Minto Construction, a large Ottawa-based company, is living proof that this model works after a fashion. One of the Founders of the company, Irving Greenberg, once told me that the best day in his business life was when the Government of Ontario under (Conservative) Premier Bill Davis introduced rent control in Ontario circa the 1970s. After the introduction of rent control, Irving made more money than ever from his residential rental property. First, there was less competition as builders, developers and investors foolishly fled the market and, as a result, his vacancy rates fell. Second, he was able to buy his competitors cheaply and add substantially to his portfolio. Third, he was able to pass on rent increases every year since such increases were ‘government approved’ and tenants had nowhere else to go anyway. Fourthly, he could be picky about his tenants and damage to his units and maintenance costs went down. Fifthly, he could pass on the costs of upgrades, repairs and maintenance to his tenants again in additional government approved rent hikes every year. 

Rent control was a travesty in my view—it certainly didn’t help those who most needed help, aka the poor who are disproportionately single mothers. 

Minto ended up with tens of thousands of rental units in Ottawa, Toronto and Florida and tens of millions of dollars in free cashflow too.

The Cap Rate
Most real estate professionals do not use the IRR however—they use Cap Rates to compare one project with another. The Cap Rate (‘Capitalization Rate’) is an approximate measure, as all financial measures are anyway. But they are way more approximate than the IRR is. Nevertheless, it’s a handy first order of magnitude measure. The Cap Rate can be determined by simply dividing the Gross Operating Income of a property by its Selling Price. 

One way to look at the inverse of Cap Rate is that it is an approximation for the number of years it will take you to earn back your capital. It is widely used in the commercial real estate sector. The higher the Cap Rate, the better it is for the Buyer and the worse for the Seller. 

Another way to look at the Cap Rate is that it is a rough measure of your rate of return on the project—it measures the rate of return on the overall project not your equity (unless you finance 100% of the property with equity).

For a project with financing that is provided by both equity and first mortgage, we can determine the Cap Rate as shown below.

Cap Rate = ROR, where ROR is the Rate of Return for the entire project.

ROR = (NOI + CRF (i, A) x (Selling Price or Purchase Price– Equity))/Selling Price or Purchase Price, where NOI is the Net Operating Income, CRF is the Capital Recovery Factor, i is the cost of borrowing and A is the amortization period.

Thus, 

Cap Rate = (NOI + CRF (i, A) x (Selling Price – Equity))/Selling Price. Basically, the NOI + CRF (i, A) x (Selling Price – Equity) is the Gross Operating Income for the project.

If the Amortization period approaches infinity, the CRF = i. In this case, we can say that the Cap Rate can be calculated as follows:
Cap Rate = (NOI + i(S.P. – E))/ S.P., for A à infinity.

As the Equity in a project approaches zero (100% of financing is debt), we can calculate the Cap Rate as follows:
Cap Rate = (NOI + i x S.P.)/ S.P., for E à zero.

But NOI will be zero if E = 0 assuming that the selling price is jacked up to the point where all income is used to support debt. In that case, we have:

Cap Rate = (i x S.P.)/ S.P., for E approaching zero and NOI approaching zero or Cap Rate = i. Q.E.D.

What we have done in typical engineering fashion is to look at the boundary conditions for our formula and discovered that under certain circumstances, the Cap Rate is simple equal to the cost of borrowing. This gives you a first order of approximation for determining a Cap Rate for a project and explains, in part, why real estate is so sensitive to changes in interest rates.

The higher interest rates are, the higher the Cap Rate will be and, hence, the lower selling prices will be. The opposite is also true. Obviously, Buyers want to purchase property with the highest possible cap rates and Sellers want to sell at the lowest possible cap rates.

Real estate is highly cyclic and moves largely with interest rates. As we found out above, higher Cap Rates imply lower Selling Prices but, by definition, it also means lower Purchase Prices. 

Do you want to make money in the real estate business? 

Then buy when everybody else is selling (i.e., when Cap Rates are the highest and interest rates are the highest) and sell when everyone else is buying (i.e., when Cap Rates are the lowest and interest rates are the lowest). A simpler way to put it is: “Buy low, sell high.”

Now this is easier said than done. People are very sheep like. We like to buy what everyone else is buying. Ever bought a suit and had the sales person tell you: “This is really in this season—everyone who is anyone is buying this.” They tell you this because it works. 

It’s hard to buy real estate when no one else is and interest rates are high. Everyone will tell you not to—your CFO, your auditor, your bank, your spouse, your BOD (Board of Directors), your CAO, COO, even your CTO (Chief Techie) will not want you to—she or he will want more dough for their department instead—it’ll have a better ROR, or so they will tell you. But you are the CEO and, at the end of the day, the decision is yours.

The best deals I ever did (and if only I had stuck to Real Estate and not got into hockey and other distractions) were when the real estate markets were depressed. I bought some land in Ottawa near a major, east-end shopping centre in 1983 when interest rates were 19%. The land cost me $1 per square foot for ten acres. In 1984, I got an offer for the land at 50 cents a square foot—I thought I was in real trouble. But I went to my Dad and he reminded me about rule number 1—buy low/sell high and I declined the offer.

By 1985/86, interest rates were down by half and I sold four acres for $10 per square foot to an auto dealer and the other six acres to an industrial company for $12. We made about $4m in three years on an investment of $450k; you don’t need to do an IRR calculation or ROR or ROE on deals like this—they are good deals. (That money too later found its way into the Sens, ugh. Money in NHL hockey seems to go on a one way trip—in, but never out.)

In 1994, the real estate biz was again in a slump. (These down cycles seem to come about every seven years and real estate tends to lead the national economy into a recession and lag it coming out which means it usually lasts longer than the general recession. But when real estate bounces up, it bounces in a hurry and you have to start selling right away if you want to time the market). I bought 60 acres of industrial land in Kanata for just 15 cents a square foot. I couldn’t believe it—people were just giving the stuff away—prices were lower than at any time since the Depression of the 1930s for goodness sake. By 1999, in the tech boom, serviced industrial land in Kanata was selling for $6 to $8 per square foot, if you could find it.

A client of mine is looking at buying a building in Ottawa for his packing supplies business. He is following my advice—own your own real estate. The SodaPop Building is selling for $4.8m. His biz will occupy about half the premises and the other half he will rent out. The Cap rate for his acquisition is:

Cap Rate (SodaPop Building) = (NOI + CRF(I, A) x (S.P. – E))/ $4,800,000 = ($301,736 + $313,864)/ $4,800,000 = 12.825%.

From his point of view (as the Purchaser), this looks pretty good. Cap Rates for industrial property can easily climb to 9, 10, 11, 12 or even more which would mean a much lower cost of acquisition for Paul (not his real name).

As discussed above, another way to look at the inverse of the Cap rate is that it is a rough measure of how long it takes to get your money back. Another useful engineering approach to problems is to check your units, viz:

Inverse of Cap Rate units = $/($/yr. + $/yr.) = $/$/yr. = yr.

So Paul’s new project will take 7.8 years to return all of its capital back to Paul (his equity) and to his debt holders. That is pretty fast if you think about the average homeowner taking 20, 25 or 30 years to pay off their home mortgage which many actually never accomplish. 

But Paul should be much more interested in when he gets back his equity—this means he can turn around and do something else with his equity—buy more real estate, buy more equipment for his packing supplies biz, go on a nice holiday, buy a boat, whatever.

You get an approximate time for Paul to get his money back by simply dividing his Equity by the NOI. This works out to $1.2m divided by $301,736 or roughly 4 years. The IRR is a much more precise tool but it seems that the industry is just much more comfortable with a ‘rule of thumb’ cap rate approach.

Now let’s look at the cap rate for a small investment property. Let’s use as a n example, a multi-residential building, “Langlier Place” which has 12, 1-bedroom units and 36, 2-bedroom units. Note that it is important to know whether the cap rates you are using are effectively net or gross cap rates. The cap rates calculated above used gross operating income; for small investment properties it is typical to use net operating income where NOI is found by subtracting operating costs that the owner must pay from revenues received. The operating costs do not include either depreciation or mortgage interest. This is because cap rates remove from their calculation the debt structure of the owner. Obviously, a large well funded REIT, Pen Fund or Insurance Company will have a lower COF (Cost of Funds) than a typical private investor.

Therefore, for cap rates to be useful to compare one property with another similar one (similar in terms of quality, location, age, etc.) , you need to remove the impact of different capital structures.

Langlier Place—Owner’s Pro Forma Langlier Place—Appraiser’s Pro Forma
Revenues

YEAR 1 YEAR 2 YEAR 3

Rent $688,000 $694,000 $698,000
Parking and Laundry $ 24,000 $ 24,800 $ 26,400
Total $712,000 $718,800 $724,400

Expenses

Realty taxes…………………………………………………… $ 52,800
Water………………………………………………………….. $ 9,800
Hydro………………………………………………………….. nil*
Insurance………………………………………………………. $ 7,800
Maintenance and Repairs……………………………………… $ 5,500
Painting………………………………………………………… $12,000
Supplies………………………………………………………… $ 1,300
Elevator maintenance…………………………………………… $ 1,100
Accounting and Legal…………………………………………… $ 3,000
Superintendent…………………………………………………. $ 22,000
Mortgage Payments** (Principal and Interest)………….………$404,186
Total Operating Costs…………………………………………. $519,486
Potential Gross Income

12, 1-bedroom units @ market rent of $900 each……………. $129,600
36, 2-bedroom units @ market rent of $1,325 each………….. $572,400
Sub-total……………………………………………………… $702,000

Additional Income

Parking, 42 spaces @ $55 per month………………………… $ 27,720
Laundry, 5 w/d @ $30 per month…………………………….. $ 1,800

Total Potential Gross Income………………………………… $731,520
Less vacancy allowance of 6%………………………………………….-$ 43,912
Effective Gross Income………………………………………. $687,628

Operating Costs

Realty taxes…………………………………………………… $ 52,800
Water………………………………………………………….. $ 9,800
Hydro………………………………………………………….. nil*
Insurance………………………………………………………. $ 7,800
Maintenance and Repairs……………………………………… $ 5,500
Painting………………………………………………………… $12,000
Supplies………………………………………………………… $ 1,300
Elevator maintenance…………………………………………… $ 1,100
Accounting and Legal…………………………………………… $ 3,000
Superintendent…………………………………………………. $ 22,000
Property Management (3% of Effective Gross Income).…….… $ 20,629
Total Operating Costs…………………………………………. $135,929

Net Operating Income…………………………………………. $204,914 Semi-Net Annual Operating Income………..…………………. $551,699
Selling Price…………………………………………………. $6,500,000
Cap Rate…………………………………………………….……..8.49%

(* Paid by Tenants.)
(** Mortgage is a Canadian mortgage of $4.2 million with an interest rate of 7.25% and amortization period of 20 years.)

You will notice that the Cap Rate for Langlier Place is calculated using a ‘semi-net’ operating income. This shows how difficult and seat-of-the-pants Cap rates can be. As long as you know how the cap rate you are being quoted was used, this can be a useful way to compare one property with another. But what if someone is using NOI and someone else is using a semi-net number and someone else is using gross income? Use cap rates carefully.

The ROE

Another simple (and very approximate) way to measure returns is as follows:

Total ROE = ROE (Cash-on-Cash Portion) + ROE (General Real Property Inflation) + ROE (Average Principal Repaid) + ROE (Tax Advantage on Unearned Rents)

Here is an example taken from some work I did for a client of mine who bought an 80,000 square foot industrial building, in part for their own use and in part to lease out to third parties (most of whom are in their supply chain so that there were some operational synergies that don’t show up in these calculations). I have changed the numbers a bit to protect their identity.

Sample Calculation of Approximate ROE for Acquisition of Soda Pop HQ

Cost to Acquire Soda Pop HQ Building 80,000 s.f. $60.00 per s.f. $4,800,000
Equity 25% $1,200,000
First Mortgage 75% $3,600,000
Annual Payment 6% 20 year amortization ($313,864.41) per year
Total Rent 80,000 s.f. $9 per s.f. per year net $720,000 per year
less vacancy allowance 10% ($72,000) per year
less real estate commission on rents 5.00% ($32,400) per year
Total Net Rent $615,600 per year
less annual payment of mortgage ($313,864.41) per year
Total NOI $301,736 per year
Cash on cash ROE 25% per year
plus approximate Annual Inflation in Building Value 0.75% p.a. 3% per year
plus ‘wealth’ effect of AVERAGE annual principal repayments $180,000 per year 15% per year
Total approximate ROE 43% per year

Why Not Invest in Real Estate
I realize the title of this section can be read in two ways—why not invest in real estate or why not to invest in real estate. I wish to address the latter here.

What are the negatives of investing in real estate? There are many risks and real estate investing is not all rosy. Here are a few pitfalls to watch for:

a) Transaction costs are significant especially if you trade frequently. Transaction costs include: legal fees on completion, accounting fees, Land Transfer Taxes, adjustments on closing (e.g., for pre-paid realty taxes), GST (Goods and Services Taxes in Canada on certain types of real estate like residential rentals and almost all commercial property), withholding taxes for non-residents (income tax withholdings), realtors fees, etc.

b) Lack of liquidity—real estate sales and closings can take a long time. Widely-held stocks, for example, can be sold in a few hours or days.

c) Bad tenants.

d) Cost overruns on construction or renovation.

e) Storms and other natural disasters.

f) Vacancies.

g) Outdated design, floor plans, uses (e.g., a few years ago, everyone wanted to build server farms until they realized that servers are small and getting smaller and more powerful all the time and, hence, don’t take up a lot of floor space).

h) Delays in completion of new construction or renovation.

i) Long planning cycles made more difficult by NIMBY (Not In My Back Yard) behaviour.

j) Long delays in acquiring building permits.

k) Low appraisals.

l) Degradation of the neighborhood/bad neighbours.

m) Increased costs—hydro and insurance especially.

n) Surprise maintenance.

o) Dishonest property managers. (It is surprising how much residential rent is still collected in cash. A dishonest superintendent who runs off with one month’s rent from all your tenants can bankrupt you in a hurry.)

p) Down cycles in the market.

q) Being upside down on equity (see below).

r) Negative changes in tax regimes like increasing capital gains taxes, reductions in allowable Capital Cost Allowance deductions against income and other income, rapid increases in realty taxes and gross leases where the costs can not easily be passed on to tenants.

s) Real estate is an intensely local business; success by you in one market does not necessarily translate into success in another. 

t) RISING INTEREST RATES.

So there are a lot of risks in owning real estate and there is no way to avoid these risks entirely. One way to improve the odds is to buy low which we talked about above. A good friend of mine, Barry Lett, a real estate veteran and a survivor of many real estate down cycles, once told me: “You don’t make money when you sell real estate; you make it when you buy.” If you buy low enough, it makes up for many sins later on.

Now there area few other things you can do to somewhat de-risk the process—you can invest in more than one building, in more than one type of real estate, in more than one neighborhood and in more than one city as well as perhaps more than one country. To learn more about some real estate investing rules that I developed, you can refer to: If I were King (or Queen) of Exxon, I would….: http://www.dramatispersonae.org/EnterpriseOfTheCity/HomePage/KingOfExxon.htm. 

One last note. Former Chief Justice of the SCC (Supreme Court of Canada) Bora Laskin once said that insurance companies are larger firms that exist to take advantage of smaller companies and individuals. He obviously took a dim view of the industry. I have always wondered why more real estate investors don’t self-insure. This would only apply to large sophisticated investors, of course. But if you owned 50 or 100 separate buildings in say a couple of cities, perhaps it would make sense to only have liability insurance on them. I mean what is the chance that all 50 of them will burn down at the same time? You would need to do some careful analysis but you might well be better off paying your ‘property insurance’ to yourself—build your own sinking fund and self insure. After 30 or 40 years, I am guessing you would have quite a sizeable fund that when you sell your portfolio, guess what, it belongs to you.

Conclusion
Now in our calculation of ROE above, there were no tax consequences from unearned rents taken into account, so don’t look for them. This is typical for commercial situations (unearned rent is a concept largely confined to homeowner situations).

Nevertheless, our client’s financial position was immensely improved by this acquisition of real estate; firstly, his cash-on-cash annual return was 25% p.a., i.e., they were pocketing over $300,000 in cash every year from their real estate ownership. The term ‘cash-on-cash return’ refers to the cash portion of your return divided by the cash (AKA cash equity) you have invested in the project.

Additionally, general real estate inflation adds 3% and average principal repayments add another 15% to their ROE. As noted above, we have assumed general market inflation in these types of buildings is .75% p.a. which results in a 3% bump in ROE. That’s due to the fact that all of the increase in building value is going to ownership. Ownership in this example has 25% equity in the deal so we multiplied by a factor of 4. Obviously, as the mortgage is retired, the percentage of equity in the deal goes up, and the ROE derived from general market inflation goes down but we already qualified this approach as an approximate methodology anyway. (The key benefit to being an equity owner is that all increase in value comes to you. Of course, if anything goes wrong, you are first to be wiped out—your debt holders have prior claim on the assets. Right?)

I have also used a simple and approximate way of calculating the order of magnitude of the wealth effect from annual principal repayment in the above example. I divided the principal amount of the mortgage by the amortization period—this gives the average amount of principal paid off a year (obviously, less principal is paid off in the early years and more in the latter part of the mortgage period). Then divide this by the equity invested in the project and you get the ‘wealth effect’ part of the ROE from simply paying off the mortgage. Bottom line—pay off your mortgage as soon as you can. Reducing debt (all debt) is one of the fastest ways to securing your financial future and simplifying your life too.

This seems to be a bit of contradictory advice—I showed earlier on that having five homes is better than having one—your cash on cash return is greater but it comes from having more leverage (debt). But actually the two concepts are internally consistent—by using more leverage, you are producing more cash which if used to pay down debt (instead of buying toys, say), actually reduces debt faster. Comprehendo?

Another way of looking at leverage is that by allowing you to buy say five rental homes instead of one, if you have a vacancy in one, your occupancy rate falls from 100% to 80% not from 100% to zero. 

As long as you are not upside down on equity (i.e., your rate of return on your equity is less than the project’s overall rate of return), leverage is a positive thing. In high inflationary periods like the early to mid 1980s when interest rates were 19% to 21% and inflation was 12%, investors would buy real estate and accept the fact that their returns on equity were less than the overall project’s return and, indeed, were often negative. In simple terms, this means that they had to pump cash into their project’s every month. Say you purchased a $10 million office complex that was losing $15,000 a month. That means that somehow you have to come up with at least $180,000 per annum to keep from losing your project. However, if this type of real estate is increasing 1.5% above the inflation rate and the inflation rate is 12%, the selling price of the project is going up 13.5% p.a. or $1.35 million every year.

So investors would gamble that they could keep the property long enough to benefit from inflation. If our imaginary 1980s investor kept this building for two years and sold it for $10 million x (1.135) x (1.135) or $12,882,250, he or she would have made $2,882,250 less the cash he or she pumped in during that period ($360,000) or $2,522,250! We are of course ignoring transaction costs for the moment.

But this is intensely risky—1. you might run out of cash before you can sell it or 2. a person by the name of Paul Volcker might become Chairman of the US Federal Reserve and raise interest rates to 21% and crush inflation. So you are playing musical chairs and when the music stops, someone is always left without a chair. Make sure it isn’t you by buying smart—i.e., buy properties where cap rates are high enough that you don’t have to pump in cash every month to stay alive.

Prof Bruce

Postscript: Real Estate Insiders
It is interesting to look at the investing behaviour of SIOR (Society of Industrial and Office Realtors) members when they invest their own money. In Professional Report (Summer 2006), Maura M. Cochran and Peter L. Holland show that: “Almost 40 percent of the (SIOR) respondents require an initial capitalization rate in excess of 10 percent, a surprising number in this era of cap rates plunging into the range of four to five percent in certain markets for certain classes of assets.”


Only 6% of SIOR respondents were willing to invest with a cap rate of less than seven percent and more than a quarter of them in 2003 were looking for IRRs of 26 percent or more!
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What’s good for the goose is good for the gander—if Realtors are looking for these types of returns, so should you.

It is interesting to note that this type of behaviour does not only apply to commercial Realtors—residential Realtors tend to keep their own houses on the market a few weeks longer than they do for their clients and get higher prices as a result (typically about 3% more).

Expectations

A person’s expected IRR tends to fall as they get older. My students consistently score in the 20% to 30% range; that is they won’t lend a $1,000 to their Prof until they get to these types of returns. As they age, they end up lending money to their banks by the time they are 65 or so at less than 3%!

Typical expectations of IRRs on equity are:

Retiree: under 6%
Middle Age: 8% to 12%
Student: 20% to 30%
Major Corporation: 20% to 30%
SME (Small and Medium Sized Enterprise): 20% to 40%
VC (Venture Capital): 30% to 40%
Vulture Capital: 40%+
Real Estate Speculator/Land Speculator: 100%

These are per annum percentages.

Having said all this, there aren’t many alternative investments that can produce the types of returns year discussed above—year after year consistently and at a reasonable risk. In the commercial ROE example I gave above, their risk profile is especially low because they are sitting owners (i.e., owner occupiers) and most of their tenants are tied to them through their supply chain and so not likely to bolt on them.

Of course, nothing is risk free. By having some of their suppliers in their building if there is a downturn in their industry, they are all affected negatively at the same time.

Having said this, I like having some third parties in the building with the owner—they might be part of your supply chain and they can help to pay some of the freight; in effect, they are paying off some of the mortgage principal for you. Owner-occupied buildings with some extra third party space can form interesting and synergistic communities of like-minded enterprises—ones that support each other and buy and sell to each other too.

I also like to have the real estate held in a separate company with the operating company paying an arms-length, market rate for their space. This is good discipline for the operating company (they will price their products and services at levels that are appropriate to their true cost of inputs) and a worthwhile diversification of risks for the owners.

When buying real estate, it is good discipline to calculate your return on equity as well as look at other financial ratios but I have found that no matter how much analysis one does, at the end of the day, every investment is a matter of faith and confidence: faith that things will somehow work out and confidence that if they don’t, you can fix them. 

Postscript 2: More recently I wrote: “What You Need to Think about Before You Purchase a Home”. This blog entry (http://www.eqjournalblog.com/?p=984) has a number of useful links including a spreadsheet which helps demonstrate (and calculate) the different types of returns that arise from the purchase of residential real estate.

Prof Bruce @ 11:40 am 
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Why Large Companies Buy Cashflow Not Ideas 
Posted on Sunday 1 November 2009 

I often get asked by inventors: “I have a great idea, why can’t I just sell it to a big firm for a bundle and let them run with it?”

Large, established firms don’t buy ideas—they buy cashflow and, while this is often disappointing when inventors hear this, there are logical reasons behind this position.

First of all, ideas are in infinite supply which makes them cheap. Ideas by themselves are practically worthless—it is the ability to execute on an idea, to turn it into a business model, then a business plan, to put a product manager in charge, to produce it, find launch clients, to market it broadly, to improve it and to put money on the bottom line that companies and their stakeholders value.

Secondly, large companies reject almost all unsolicited proposals, especially in the United States. A toy and game company, for example, will return any unsolicited proposal in its original envelope with a legal form letter basically saying they did not look at it and that they don’t want to look at it. They live in fear of litigation—if the proposal is at all similar to one they are already working on, their litigation risk is very real. 

Thirdly, they know that most startups based on a gadget or gizmo will fail. The reason that major stores stock any item is that the suppliers they deal with will each have multiple products in the channel, will back those products up with major marketing muscle and will stand behind their products if there is a recall. They also integrate their supply chain into their inventory systems and they are much better off with a few big suppliers than many smaller ones. So one-product companies almost never catch on.

Fourthly, they know that even if a successful small competitor emerges they have two solid options—a) they can squeeze them out by lowering their prices or by buying more shelf space or b) they can buy them out.

In the latter case, they often squeeze them first and then buy them out relatively inexpensively.

Large firms know that small competitors can develop new goods and services far faster and far more cheaply than they can. So it is rational for them to simply wait and watch for the tall poppy to appear and then either squeeze it out, buy it or both.

Prof Bruce

Postscript: If an inventor does get a meeting with a large firm and a deal does result, it doesn’t necessarily result in any benefit for the inventor. Robert Kearns, the inventor of the intermittent wiper, had a terrible experience in his dealings with a large car company. 

There is a saying amongst intellectual property law lawyers: “A patent is only worth what you are prepared to pay to defend it.” Kearns lost his marriage and years of his life in an all consuming patent infringement battle. 

For most entrepreneurs, it is fast execution that counts a lot more than hiring expensive patent agents and spending years, first patenting the idea and, second, defending it. Remember that a patent application requires disclosure so your competitors can reverse engineer your product or service and then scheme to get around it.

In one case I am familiar with, a large firm paid $10,000 for access to an idea (LED Xmas light strings) and then did nothing with it for 20 years. The inventors got the first $10,000 but nothing else.

I tell most inventors of gadgets and gizmos to either simply publish their idea and allow it to enter the creative commons and be satisfied to simply take credit for being first with the idea or to put it into the marketplace themselves. In the latter case, I also tell them to treat it like a hobby—maybe an expensive hobby but not one that will wreck the financial state of their family. I tell them to use bootstrap capital (like finding launch clients who will foot some of the bill) and build an inexpensive website perhaps based on a Yahoo Small Business platform—a fully e-commerce enabled, customized site can be set up for about $40 per month plus a 1.5% transaction fee and a one-time set up fee of $50. This won’t break the bank…

If it takes off, great. If it doesn’t, so what? Most inventors tell me that they have the next Trivial Pursuit or Frisbee or Hula Hoop. But the chances of that are probably less than the odds of winning a major lottery like Lotto 6/49. Remember, you not only have to have a great idea, but be able to execute on it as well which the inventors of the above did do successfully. 

In the 6/49, the winner must pick all 6 numbers correctly from the set of numbers 1, 2, 3, … 49. Dr. Fred Hoppe, Professor of Mathematics and Statistics at McMaster University, has calculated the odds of doing that as 1 in 13,983,816 or about the same probability as flipping 24 heads or tails in a row. 

Estimates are that there were 12.2 million self-employed persons in the US in 2003 (U.S. Department of Labor, Bureau of Labor Statistics). To this number, you would have to add the number of persons employed by others who wish to become self employed and subtract the number of self employed who wish to be employed by others but can’t find a job. Let’s assume these cancel out and that each self-employed person has one serious new idea per year (experience tells me that the rate of idea generation by entrepreneurs is actually much higher than this—one of the problems that entrepreneurs tend to have is that they have too many ideas and a lack of focus is often a problem in terms of their eventual success or lack thereof).

In a generation of 25 years then you might see 305 million ideas generated by this group of which seven turn into Apple, Hula Hoop, Microsoft, Frisbee, Trivial Pursuit, Intermittent Wiper and Google. Your odds? 1 in 43,571,429. So make it a hobby until it proves otherwise. 

Prof Bruce @ 9:15 am 
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Negative Cost Selling 
Posted on Friday 30 October 2009 

Best Of Kanata
How to Explain to your Clients that by Buying your Product or Service, It will be a Negative Cost to Them
My friend, Richard Rutkowski, a former City of Kanata Councillor is an intriguing person—very sure of himself, a good marketer, a good promoter and a sure handed politician (now a successful REALTOR with his own Brokerage.)

I asked Richard a few years ago if he did something else beyond being a REALTOR and, sure enough, he hauls out this cute little magazine called The Best of Kanata. Now this is really low tech—essentially, local businesses advertise in it, so that is one revenue stream for Richard. 

It costs about $600 for a half page and there are lots of pages. Then, people buy these books for 20 bucks and in the back of the magazine, there is a ‘member’s card’ about the size of a credit card, which entitles them to 10% off at all stores and services featured in the book.

When I did a Google search at that time, there was no mention of it. So, Richard hadn’t even bothered with a web site.

Well, this is a pretty simple business and local businesses advertise in it like crazy because they like Richard and it works for them and it is relatively inexpensive.

Richard sold around 5,000 copies of the book each year, so you can figure out for yourself the economics pretty easily.

The business model has more depth to it than it might first appear. Revenues are generated from advertisers and book purchasers. But it turns out that Richard’s clients are also his suppliers and his suppliers are also his clients.

Advertisers supply ads, which form the content of the book. Plus they supply the 10% off cards that drive sales to the public. But interestingly, the advertisers also stock the books for sale to members of the public. If you place a half page ad in the book for, say, $350, and you sell the book for $20 of which you get to keep $10, you only need to sell 35 books before your ad costs you nothing.

Think about the compelling value proposition that Richard can present to a single customer—you can buy an ad for a negative cost if you can sell more than 35 books.

In this way, his clients form one of his top sales channels. Another sales channel consists of local charities and other good causes. The Kanata Food Cupboard, for example, sells each book for 20 bucks and they get to keep 15. Minor hockey teams use it too—to raise funds for hockey tournaments, for example.

The cost to start the Best of Kanata was negative—Richard was able to pre-sell enough advertising so that the cost of printing the first book was more than offset by deposits from advertisers. They gave Richard 50% of the cost of their ads upfront because they trust Richard and because they want Richard to succeed since it’s in their best interests that he does.

The value proposition to the retail customer may also involve negative costs. Let’s say you go into a sports store in Kanata to buy your daughter a $800 snow board. You go to the cash to pay up and the clerk tells you: “Why don’t you buy the BOK for $20?” “No thanks,” you say, “I am spending enough already on Brandi!” “What I meant to say is that if you buy the BOK, you get a 10% discount on whatever you buy here and in any other store in Kanata, starting right now.” “If I understand you correctly, if I give you 20 bucks for this Book, you’ll give me $80 off the snowboard?” “That’s right, you give me $20 and I give you $80 so the Book costs you a -$60 and the membership card will work for you until the end of the year…”

Selling a book for a negative cost should be pretty easy even for the most sales-technique challenged clerk.

These kinds of value propositions are not exploited nearly often enough because owners and managers don’t usually spend enough time really understanding their own businesses from their client’s point of view.

I have thought that there is a big, scalable business in this model—how about the Best of Dartmouth, Best of Mississauga, Best of Saskatoon, Best of Manhattan!

I think creating businesses via entrepreneurship should aim to provide an individual with more value than if he or she just had a J.O.B. but maybe there is a more subtle message here.

Perhaps, we should each have one micro business that we hang onto for life; that never gets shared with anyone, no partners, never is pledged to a Bank for a loan and, thus, something that we can fall back on in troubled times.

It would be pretty cool if every man, woman and child on the planet each had a Personal Business (PB) that stayed with us throughout our lives and, if things get messed up, well, we have (as my father would say): a fallback position or an iron reserve. My father lived through two World Wars and he really understood the need for both.

A PB4L does not include things like the guy who tells you: “I can show you how to make a million! Just send me ONE dollar, and I will tell you how.” And, of course, the answer is: “Get a million fools to each send you a dollar to tell them how…”

They have to be real businesses. One way to find inspiration I think would be to go get a copy (from your library) of the Encyclopedia Britannica and look for crafts from the 1930s. Say, for example, making high end paper for socialites and important persons who want acid-free paper to preserve their writings. Who knows what you might find there.

Prof Bruce
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Should Every Person on the Planet 
Posted on Saturday 24 October 2009 

Have a PB4L (Personal Business for Life)?
(Originally appeared in the Ottawa Business Journal, Oct. 2009)
For the last few years, I have become increasingly certain that people in the 21st Century may need what I can only call a Personal Business. There are so many changes going on in the local, national and global economy and so many things can and do go wrong, that it might not be a bad idea after all to have a fallback position.

Maybe we should each have one micro business that we hang onto for life; that never gets shared with anyone, where we take no partners and never pledge it to a Bank for a loan and, thus, have something that is uniquely ours that we can fall back on in troubled times. As my late father, Professor O. J. Firestone would have said: “You need an iron reserve.”

A PB4L does not include things like the guy who tells you: “I can show you how to make a million dollars! Just send me ONE dollar, and I will tell you how.” And, of course, the answer is: “Get a million fools to each send you a dollar to tell them how to…”

They have to be real businesses. One way to find inspiration I think would be to go get a copy (from your library) of the Encyclopedia Britannica and look for ideas from the 1930s. Say, for example, making high end paper for socialites and demanding persons who want acid-free paper to preserve their writings. Who knows what you might find there.

Let me share with you an example. A few years ago, Ryan North, a former student of mine and an IT professional, started Qwantz.com in the learn-by-doing part of Entrepreneurialist Culture, one of the courses I teach. Qwantz.com is an online dinosaur comic strip. 

The only problem Ryan had was that he couldn’t draw. Like most entrepreneurs, he turned a weakness into a strength. His comic strip has six panels with three dino characters—all images are taken from free, publicly available clip art. The key is that the panels and characters NEVER change. They are the same, day-to-day.

What changes is the dialogue between the characters—T-Rex is a large, stumbling, know-nothing and chauvinistic loud mouth. The other two characters are: Dromiceiomimis (the tan coloured dino in the middle panel) and Utahraptor (the orange one), the latter two are loving, warm, smart and wise. From this somewhat inauspicious start, Ryan has become an internationally known writer who creates and self-publishes the only daily comic strip with images that never move or change. It is the subtlety of the dialogue that creates interest and a strangely compelling read that becomes more interesting the more you read it.

It doesn’t hurt that Ryan is brilliant and quirky. Here is T-Rex’s take on entrepreneurship: 
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Ryan’s daily routine is to get up and answer his fan mail for about an hour. Mixed in are requests for merchandise. That is one of Ryan’s revenue streams. He sells a ton of t-shirts and, wisely, he handles the money while outsourcing fulfillment.

[image: image3.jpg]FEELINGS ARE BORING
KISSING IS AWESOME





After an hour or so, he turns his mind to the comic of the day. By noon, he’s done and ready for the rest of his day. He travels widely, does appearances at comic conventions where he signs copies of his books (such as Your Whole Family is Made of Meat) and had time to fool around developing an advertising engine (Project Wonderful) that was profitable within ten days of its launch. He makes a ton of money and has a wonderful life.
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Ryan in a Tree
Ryan started Qwantz.com with less than $100. His marketing budget was around $20. He bought the domain name poo.ca and put up cardboard cutouts of T-Rex around the University with this domain name on it and nothing else. Students started checking out the mysterious site and got hooked on his comic.

(If you type in poo.ca it still resolves to the Qwantz.com URL. The comic has been continually published since Feb 1, 2003. Revenue streams include: merchandise, appearance fees, book sales, Project Wonderful ads.)

Now a PB4L is not just a fallback position. It can be a contributor to pulling people out of poverty in LDCs around the world. It was not government Five Year Plans that brought India and China out of poverty—it was the unleashing of the entrepreneur class in those countries that did it.

Prof Bruce

Professor Bruce M. Firestone, Entrepreneur-in-Residence, Telfer School of Management, University of Ottawa; Executive Director, Exploriem.org; Founder, Ottawa Senators; Real Estate Broker and Mortgage Broker Email: bfirestone@partnersadvantage.ca Blog: http://www.eqjournalblog.com/ Twitter: http://twitter.com/ProfBruce

Postscript: If you would like to read more about the concept of PB4L, you can download a Word Doc on the subject from our server at: http://dramatispersonae.org/PB4LPersonalBusinessForLifeCEEDSpeechOct2009.doc. It is available as a Word Doc so you can quote from the article or use it in a responsible fashion as required. The only thing we would ask is that you quote the source.

Prof Bruce @ 3:26 pm 

Filed under: Bootstrap Capital and Business Models and Guerrilla Marketing and Personal Business for Life, PB4L and Rules? There are no rules in entrepreneurship. 
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Calculate the Real Rate of Return 
Posted on Tuesday 20 October 2009 

For a New Retail Plaza
I get asked all the time, how do you measure the rate of return on real estate. A typical real estate project has three types of return: cash on cash (your monthly cashflow), real estate inflation (how much can you sell it for after a few years) and the wealth effect (from paying down the mortgage, often using OPM, Other People’s Money).

The best way to make this determination in my view, is to bring all three types of return into one number, the IRR or Internal Rate of Return. I was asked by a client of mine recently to produce a proforma spreadsheet that would show him how, if he bought a piece of land and developed a small retail plaza for his medical practice and a few tenants, he would do over a seven year period.

I posted the spreadsheet in .xls format so any of my readers can download it and use it for one of their projects. You can get it at: http://www.ottawarealestatenews.com/RetailPlazaCosting.xls. 

The spreadsheet is linked to basic parameters so you can change things like the cost of the land, the cost to construct, the interest rate on the mortgage, the percentage of equity, real estate inflation rate and the thing will automatically give you a new IRR.

In this example, he has to put down 25% in equity and he pays near market rent for his own space. If he does that, his IRR over a seven year period is a, not bad, 24.2% p.a. This is made up of his monthly free cashflow (more than $100k per year), real estate inflation (that I have assumed will add 2% per year to the selling price of the plaza over seven years) plus the paydown of his mortgage: he reduces the principal due on his mortgage by more than $250k over seven years.

This is an example of a development project but could just as easily be applied to an existing building.

Hope you find it useful.

Prof Bruce

ps. I am not suggesting that he sell the building after seven years. I just use that period to bound the analysis. 

Prof Bruce @ 5:46 pm 

Filed under: Development Economics and Entrepreneurship and IRR and Investing 

No Comments 

N > 22 
Posted on Sunday 18 October 2009 

This simple equation is something that Maple Leafs GM Brian Burke and Coach Ron Wilson may have to become familiar with. When we brought back the Sens in 1992 to play in the National League after a nearly 60 year absence, we set our goal from Day 1: the team had to get 22 or more points that year. Why? Because then we would not wear the label ‘Worst NHL Team… Ever’.

That unfortunate label is something that the expansion Capitals own; having scored just 21 points in their inaugural season (1971/72). Those players who were with the Caps that year have had to live with that designation ever since. Now middle aged, they still get asked: “Were you on THAT team?” everywhere they go and they are sick of it. They would certainly like some other team to have that dismal record.

Fortunately, both the Sens and the San Jose Sharks avoided this fate, each getting 24 points that year.

The Leafs are now tied for their worst start ever: just 1 point from their first 7 games. That record over an 82 game season would yield about 12 points, a true horror.

No one can really understand the pressure on Burke and Wilson but if anyone can, it’s the first year Sens players, coaches (Rick Bowness, Alain Vigneault), management and ownership. By putting the goal out there (N > 22) and getting buy-in from everyone, we were focused on achieving that and humans are uniquely capable of visualizing and achieving goals.

The Leafs will get better and the Washington Capitals record is safe I believe but if they need to reach into their bag of tricks, Wilson and Burke might have to resort to simple goal setting to stay out of the all-time basement.

Prof Bruce

Prof Bruce @ 10:30 am 

Filed under: Goal Setting and Sports 
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12 Things You Need to Know 
Posted on Sunday 11 October 2009 

When Your Wife Asks You for a Divorce
A young friend of mine and I had breakfast the other day—he was devastated. His wife had asked him for a divorce on the weekend and he was reeling. I asked him; “Did you know that the vast majority of all proposals are made by men and the reverse is true for divorces?” It made him feel a bit better to know that he has company.

Here are 12 things you might want to consider if (unfortunately) your wife wants a divorce:

1. There are physiological factors that bind human pairs. There are endorphins produced in the brain every time you are near the person you love. This has a strong evolutionary biological function—to keep human pairs together long enough to raise their offspring which, for humans, takes an incredibly long time. When your wife tells you she wants out, you will feel exactly like someone who is trying to kick a drug habit, stop smoking cigarettes or stop drinking alcohol. It’s perfectly normal but incredibly painful. Disassociation from people and objects around you is also normal. The only good news here is that it will eventually go away.
2. It will go away much faster if either you or she moves out. If you see her every day, look at photos, day dream about her, talk on the phone, you are simply reinforcing the production of these chemicals in your brain—what you want to do is quit—cold turkey.
3. Focus on the short term financial plan. Don’t try to work out everything in a weekend. Focus on, say, the next 90 days. Where is she or you going to live, how much money does she need, do you need, what will happen to the kids? Leave the big things—your pension plan, her pension plan, the matrimonial home, the cottage, the long term living situation for the kids to the next go around of negotiations. Right now you have to get feeling better and so does she, but it will take you longer since, in all likelihood, she has been thinking about this for a lot longer than you have.
4. When you do get around to creating a long term plan, be generous. But remember, your income may have been going up since your first job as a teen but it can also go down when you enter middle age. Provide for that possibility.
5. You can not (in most jurisdictions today) get rid of your family obligations by declaring bankruptcy at some future date. These obligations generally survive a bankruptcy filing. So make sure your settlement is sustainable.
6. Decide whether support (paid by you or possibly by her) is tax deductible in your hands (or hers). If you pay support, she will want to receive it tax free and you will want to deduct it from your taxes so this is a big issue to be decided.
7. Don’t let your lawyer or hers run the negotiations—the negotiations will drag on for a long time and they may churn your account to maximize legal fees and turn the whole thing into an endless legal nightmare. Most settlements are reached by the principals not their lawyers.
8. You get to feel sorry for yourself for three days—the first day you can have a (few) drinks, the second day, you can mope around, the third day, you get some exercise plus get up, go to work and move on with your life.
9. Don’t turn to drugs—legal or illegal. If you find yourself suffering from depression, you should go to your family Doctor for help. But long term, drugs will not save you.
10. Believe it or not, there will be another lady for you some day. Have hope for better days ahead.
11. Don’t bad mouth your soon-to-be-ex-wife to your kids or anyone else.
12. When she shows up at your daughter’s soccer match with a new boyfriend, take it easy. Don’t do anything rash. Men can be very territorial. Just move on with your life.

Prof Bruce

Prof Bruce @ 8:58 am 
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Can You Hire an Entrepreneur to Work in Your Organization? 
Posted on Sunday 11 October 2009 

Or Are You Bringing a Wolf into the Tent?
An acquaintance who runs a large tech services business, asked me if he can hire one of the hot shot entrepreneur students I trained a few years ago. His worry? He is bringing a wolf into the tent. If you train an individual who is predisposed to becoming an entrepreneur, you could be training a future competitor. 

This is a possibility, I agreed, but there is also another way to look at it.

Do you want an employee who has the skill set of an entrepreneur? Do you want someone who can: take initiative, doesn’t need a lot of direction, is innovative, can do everything in parallel, will find launch clients, knows how to build cashflow, understands the value of a client and customer, will use bootstrap capital, can sell/sell/sell, knows how to use guerrilla marketing and social marketing to build the brand and capture market share, is not afraid to try new things, knows how to build a sustainable business model with a lot of ‘pixie dust’ in it, can set goals and achieve them, is dynamic and has high energy, can create a business plan and be ready to change it when the market moves in sudden and unexpected directions?

If you answer ‘yes’ to the above, then, by all means bring the entrepreneur into the fold… he or she is now your resident intrapreneur.

But use them wisely. My recommendation—find a specific project or product management job that you need done, that will take two (or at the most three) years to implement and then put them on it. If they leave after that time, at the worst, they will have created a dynamic new division for you that will produce sustainable profits for a long time. Then, after that, what do you care if they leave?

My acquaintance liked this approach since it fit in with his overall philosophy—that after you get past the startup phase when the founder or founders are the only people working on the enterprise, your most important decision is whom you hire. I agree—always try to hire up.

Prof Bruce

Ps. We also discussed his priorities—he puts employees first, customers second and suppliers third. His rationale—it’s not the assets that you own that produce revenues and profits—it’s your employees. He puts a lot of emphasis on training and retaining his employees. I told him that we used to call our receptionist our CIO—Chief Information Officer. She or he might be the first contact that a customer or supplier ever has with your firm so that person should not be the bottom of the totem pole when it comes to training and compensation. Nothing is worse than when your firm announces an exciting new product or service, and someone from the media, a potential client or new supplier calls in and in answer to their questions, gets a puzzled ‘Huh?’ from whomever answers the phone. Bring them into pre-planning for these types of launches…

Prof Bruce @ 8:23 am 

Filed under: Branding and Creativity and Value and Entrepreneur Skill Set and Intrapreneurs and Intrapreneurship and Productivity 
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Productivity in the Digital Age— 
Posted on Sunday 11 October 2009 

Learning the Human-PC Interface and Why Smart Phone Users May be Unproductive
I have learned a lot from watching my kids work, especially on their laptops or PCs. The human-machine interface is incredibly important to our national productivity and most people relate poorly to their PCs—other than write email, prepare a PowerPoint presentation, use a word processor program and (perhaps) a spreadsheet program, most folks can’t do much with their PCs. 

They can’t for instance: manage and edit images, build websites, load or edit video, add music or animation, copy what’s on their screen, use a desktop search program, organize and properly store their own info, make backups, digitize paper files and give them proper names so they can actually find them again, use some of the 10,000s of free software tools that are on the web, really harness the power of spreadsheets, use social media tools like Twitter, Yammer and Facebook to communicate with and learn from some really smart people, use a server, use a FTP (file transfer protocol) piece of software to load files to their own server for back up and also so they can have secure access to all their data from anywhere there is an Internet connection, do free calls and con calls on the net, use project management software to organize their work flow, reverse out the work on the Internet to their supply chain and clients or customers, create custom products or services from standard inputs using the web, store their data in the cloud, concept share, mind map, use free CRM tools, use online accounting tools—some of which are free, write a blog, set up a store, use pay pal, try hosted e-commerce, do an online auction, use free marketing sites like Kijiji or Craigslist, create an online poll, use a managed list to send out a newsletter, find stuff and do research using Google, Amazon and other free platforms, organize their desktops for maximum utility, customize their browser for rapid access to data and applications they need, create their own social network or news agglomeration site, add ads to their sites, improve their page rankings and optimize for search engines.

If I can do this in middle age, there is no reason why others can’t as well. All it takes is study and effort. The rewards are fantastic. First of all, you aren’t beholden to others to help you do things—you have disintermediated the techies for instance, the moment you start building your own websites, writing your own blog, using Facebook or Twitter. You can communicate with a mass audience in an effective way. Second of all, your personal productivity will rise considerably. There is no doubt that my personal productivity has risen fantastically since I got my first Mac in 1983. I can be the Entrepreneur-in-Residence at the University of Ottawa’s Telfer School of Management, the Executive Director of Exploriem.org, a consultant and real estate and mortgage broker at GMAC, the Founder of the Ottawa Senators, serve on a number of committees, support numerous charities, assist my colleagues and mentor my students because I have learned to interface and use my PC at a high level.

But while I learn from watching how my kids and my students relate to their various electronic devices, I have also noticed that they are not, overall, very productive. I conjecture that the reason for that is the tortoise v. hare analogy. My youngest son, Matthew, can do things on his laptop about 50% faster than I can. So his peak productivity is obviously greater than mine. In the graph below, I show his notional productivity curve—labeled ‘Youth’. This curve shows three peaks, each followed by long ‘rests’ in low valleys. 
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My productivity curve (labeled MA, Middle Age) also goes up and down but is less peaky. My productivity is the area under the MA curve (A[MA]) and Matt’s productivity is A[Y]. It doesn’t take a rocket scientist to know that A[MA] > > A[Y]. 

Now wouldn’t it be fantastic if we could combine Y’s ability to achieve much higher speeds with greater consistency so that one day A[Y] > > A[MA]? Of course, that is why they say, youth is wasted on the young.

Prof Bruce

Ps. Another thing I have noticed is that the accuracy of people using smart phones to answer their emails or organize their calendars is quite poor. I don’t know whether it is the small screens or the speed they are trying to achieve but there is a false economy in all of this. If you think you are being productive just because your inbox is empty and because you have answered all your email within 5 minutes, you could be wrong.

In one tech company I advised, they had to fire a person who thought her job was to be a post office box. We tried desperately to break her of the habit of cc’ing (or worse, bcc’ing) everyone in the company. She was the source of about 60 to 70 emails a day and she would cc or bcc about 15 people in the company on each of her responses. She was creating nearly a 1,000 emails a day just inside the company that employees had to review. Of course, over time (measured in a couple of months), people would realize that many people were cc’d on each of her emails and they would assume someone else would look after the problem. It was as if she had never sent any emails. She just could not stop.

The firm implemented a successful policy that you could NOT use cc or bcc on any emails. If you wanted to send a cc, you had to go into your sent file and forward that to a colleague explaining why they needed to read and act on this. It was a very effective policy.

I think smart phones have made this problem worse. People are tempted to think that their work is done because they have emptied their inbox. This is not a substitute for action and resolution.

And if responses are inaccurate and meetings and deadlines are missed because they have been entered into their digital calendars incorrectly, their personal productivity is going to suffer and those who depend on them will suffer too.

It’s corny but still true—“The Hurrier I Go, The Behinder I Get.”

Prof Bruce @ 8:10 am 
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Sponsorship Can be a Useful Form of Bootstrap Capital 
Posted on Saturday 10 October 2009 

Even for SMEEs
When we were trying to Bring Back the Ottawa Senators in 1990, a team that hadn’t played a game in the NHL in nearly 60 years, we had a lot of help. We signed up 500 Corporate Sponsors at $500 each plus 32 Original Corporate Sponsors at $15,000 each for the Ottawa Senators before the franchise was even awarded. Perhaps more impressively, we sold 15,000 PRNs (Priority Registration Numbers—reservations for season tickets for a team that did not yet exist) to the public for $25 per PRN, non-refundable.

Of course, no one buys one season ticket, so these were sold in groups of two. For their $25, potential season ticket holders got a nice form signed by Cyril Leeder (now President of the Ottawa Senators and Scotiabank Place) and a bumper sticker. PRNs were sold in twos and fours, mostly to individuals and SMEEs. 

Jim Steele (now head of Sens broadcasting) told me he got into an argument with a guy on the phone late one night in November 1990 (the team was awarded by the NHL on Dec. 6, 1990), got dressed, went down to the bar where the guy was, convinced him of the merits of supporting the cause and came away with 50 bucks for 2 x PRNs.

What that should tell you is that sales is not about somehow pushing a button and all of sudden, hundreds or thousands of clients line up to give you their money. This is about down-in-the-trenches street fighting for each sale, one by one. That’s just as true for IBM as it is for the most modest business person like the very successful middle-aged guy who sells Polish sausages on Laurier Avenue in Ottawa outside the University building where I work.

When Kevin Rose and his co-founder wanted to populate their news agglomeration site (the hugely successful and delightful Digg.com), they didn’t try to send out a mass email or advertise on TV, they called 1,000s of people themselves, one at a time, and asked them to participate in the launch.

There is still no substitute for ‘shoe leather’.

In the case of the Sens, we raised more than $1.1 million from sponsors and another $5.4 million from land owners in the form of Seller Take Back Mortgages. STBs are another form of bootstrap capital—essentially, the landowners who sold us about 600 acres for what would become Scotiabank Place and associated development, provide some of the financing for us to acquire their holdings.

The total campaign including the cost of visiting with all the Members of the NHL’s Board of Governors, preparing the bid, participating in meetings, buying the site for a MCF (Major Community Facility) and so forth was about $9.7 million but sponsorships and STBs significantly reduced that to about $3.2 million in cash. 

Oct. 10, 2009 Sens Sponsors: Bring Back the Ottawa Senators Campaign

Corporate Sponsors $ 250,000.00 500 $500 each
Original Corporate Sponsors $ 480,000.00 32 $15,000 each
PRNs $ 375,000.00 15,000 $25 each 

Total Sponsorship Raised $ 1,105,000.00 

Campaign Costs 

Scotiabank Place Site and Lands ($7,200,000.00) 600 acres $12,000 per acre
Campaign Costs ($2,500,000.00)
Sub-Total Campaign Cost ($9,700,000.00)
Seller Take Back Mortgages $ 5,400,000.00 75% 

Net Cost of Campaign $ (3,195,000.00) 

Now I hear all the time that this is fine for larger businesses like a NHL hockey team but that it doesn’t apply to a small startup. But I find that if you think about it for a minute, you can apply this practically anywhere.

A couple of guys I know were in my office last week—they have a series of products they are trying to get off the ground—a curved golf club, a curved hockey stick, a curved walking stick and a curved ski pole. Their company (pleasantly called WOW) believes that, for example, their curved driver helps duffers hit the ball straighter while their curved hockey stick they say helps make a player’s shot ‘heavier’. (I wrote a piece of the science behind a hard versus heavy shot in hockey: http://www.dramatispersonae.org/HeavyHardShotsVersusFastSlapshot7December2006.htm).

I cautioned them against a GO-BIG-OR-GO-HOME strategy; it almost never works for these types of gadgets. I told them to use a go slow approach. Build a 10 cent website using a platform like Yahoo! Small Business (http://smallbusiness.yahoo.com/ecommerce/), go to a few trade shows, ask a few high profile folks to try their wares and endorse them if they like them (but don’t offer them any money because they don’t have any to give away), trade links with some friends on the web to boost their Google page ranking, basically, do stuff that is inexpensive.

Their goal (which I set for them) is to build a sustainable PB4L (Personal Business for Life) that within a few years will earn $120,000 per year PROFIT, spilt between the two of them. If one of their gadgets takes off terrific. If not, a PB4L that produces some income will be better than nothing and they will take great satisfaction from it.

Their idea when they walked in the door was to raise $10,000 to $20,000 from, say, 30 people and then blow it all on big product orders from China, an advertising campaign, a presence in major retail chains, investment in celebrity endorsements, getting major distribution players to back them and so forth.

This approach usually spells disaster. If you have a game you have invented or a gadget of some kind, the established players in those industries don’t want to hear from you. Parker Brothers, Milton Bradley, Nike, what have you, don’t want unsolicited proposals—they will simply return them to you unopened with a form letter saying ‘we didn’t look at them and don’t send us any more’. The reason? They are deathly afraid you might claim later that your product is similar to one they were already developing. They have found juries only too willing to believe (often justifiably) that a large corporation has essentially stolen an idea from a small scale inventor and damages (especially in the US) can be huge.

Plus these established players hog all the shelf space and don’t want to share it with you. 

For every Air Hog or Trivial Pursuit there are millions of ideas, concepts and patents that never amount to anything and often cost their inventor everything. For every Robert Kearns, the inventor of intermittent windshield wipers who won a multimillion-dollar lawsuit against Ford, there are hundreds of thousands who gave up. 

I believe you have better odds of making a fortune by buying a Lotto 6/49 ticket than you do with most gadgets or gizmos.

So aim low, go slow, don’t risk too much money and you may get a pleasant surprise on the upside.

The guys also asked me if they could sell their ideas to one of the established players. To those of you who follow my writings, you already know the answer to that—no. Ideas are abundant and cheap. Large players buy cashflow and market share; in my experience, they won’t pay a farthing for just an idea. 

Another thing that can really assist these guys is for them to get some sponsors. This was a new idea for them and we discussed how it might work:

1. They believe, and I agreed, that the curved driver was probably the best gadget to start with.
2. I told them that the golf audience is a highly desired one by advertisers but hard to reach.
3. What if they put the logos of a few sponsors on the shaft of each driver?
4. Law firms and accounting firms want to reach this audience and they have (at least in Canada) restrictions on how they advertise. Adding their logos and website URLs on the shafts of these drivers would suit them perfectly.
5. Other potential sponsors might include high end autos, a beer company and purveyors of luxury goods, maybe even resorts and hotels.
6. Every time a golfer drags that driver out of his or her golf bag, they see these logos—they aren’t zappable like TV ads.
7. They continue to work for the life of the club—maybe five or more years.
8. The clubs might retail for $200 and cost about $60 each. Perhaps they could put five logos on their drivers for, say, $6 per club so half their costs are covered by sponsors!
9. If the average golfer plays 12 rounds per season and brings his or her driver out 18 times, then the cost to the sponsor for 1,000 clubs is $4.63 per thousand views. This is the fundamental measure of advertising efficiency, known as CPM (Cost per Thousand, the ‘M’ in the Roman numeral for thousand).
10. That is a very reasonable CPM; CPMs can vary from $5 for newspapers to $15 or more for glossy magazines to as much as $60 for highly targeted web ads. Mail drops in Canada can cost 15 cents each when delivered by CPC (Canada Post Corporation) which obviously works out to $150 per thousand. So $4.63 to deliver a highly valued audience is a pretty good value proposition.
11. Co-op advertising is the way of the future—more brands will be sharing the same space. If you are selling a high end car why not have an attractive person modeling top end clothes and jewelry to help defray some of the costs. That is, sponsors can have sponsors! Firms will pay to have their products placed in other ads!

Here is how you calculate CPMs:

Oct. 10, 2009 CPMs for Golf Driver

Average 12 rounds per year
No. of Holes 18
Use of Driver 18 100%
Views of Driver 216 per year
Life of Club 6 years
Views of Driver 1296 during life of club
Cost of sponsorship $6
Cost of sponsorship $6,000 1,000 clubs
CPM $4.63 

Sponsors dollars help defray your costs but sponsors can become delivery channels too. When the guys from WOW sign up a sponsor, the agreement might look like this:

A. They sponsor 1,000 clubs at $6.00 each.
B. They agree to sponsor another 1,000 clubs after the first 1,000 are sold.
C. They agree to buy (at a reduced price, say, $175 instead of a retail price of $200), 20 clubs per year for the next three years.
D. They have to pay 50% of their sponsorship on signing and the balance within 6 months.
E. They pay for their first 20 clubs—50% on signing the Sponsorship Agreement and the balance within 30 days of receipt of their order.
F. They agree to feature WOW on their Partners Page of their website and all of the co-sponsors too. They link to all of them and WOW and their co-sponsors link back to them—they cross promote and raise everyone’s page rankings in Google.

If you look carefully at the above, you will see that there is an emphasis on cashflow. Under this model, if they sign up five sponsors, they will end up with $23,750 right up front—enough to pay for their first order of clubs, go to a few trade shows, set up a simple website and have some money left over. They will also be expecting another $23,750 after they deliver the clubs to their sponsor and collect the balance of their sponsorship.

Here is their simple cashflow model:

Cashflow Model 

No. of Sponsors 5
No. of Clubs 1,000
Cost per club $6
Cost of Sponsorship $6,000
Deposit $3,000 50%
Purchase of Clubs 20
Purchase Price $175 per club
Purchase Price $3,500 for all clubs
Deposit $1,750 50%
Cash on hand $4,750 per sponsor
Cash on hand $23,750 total 

Just as important, their sponsors will do something with the 20 clubs they have been ‘forced’ to buy—they will give them away at golf tournaments that they host, they will give them to favored clients and, guess what, they have now become powerful distribution channels for WOW.

I find sponsorship opportunities everywhere. A couple of young fellows came to see me recently and I sketched out a plan for them to do some ZERO COST GOODWILL MARKETING for their new business, Acme Enterprises in Nashville (the names and places and numbers have been changed).

They wanted to do a food drive for the Nashville Food Cupboard and they wanted to offer as an incentive to get people on board a draw for tickets to a Titans game. They had arranged to get a private suite from the Titans for $2,000 (a reduced rate from what the normal commercial value would be) subject to their being able to find the money. They had 30 days to come up with the dough.

Here is the program we set out for them:

1. They decided to support the Nashville Food Cupboard, a worthwhile cause.
2. It would not only help the Food Cupboard which was experiencing a shortage of food and a simultaneous increase in demand as the economy worsened but it would also help build their brand and that would help Acme earn the trust in the community and that would mean that Acme could better compete in a tough marketplace and sell more of their services.
3. They got a favourable rate from the Titans for a suite ($2,000) but still had to find the money to cover it—they just didn’t have it in their budget for this year but knew they needed to do something to help the community and to help themselves.
4. Everybody who brought in food donations would get one ballot for every item—you bring in ten cans and you get ten ballots.
5. They would hold a draw and the winners (there would be four of them) each get a pair of tickets to the suite.
6. Then they would go out and sign up four other local businesses to co-sponsor the food drive.
7. Each sponsor would throw in $500—for that, they each got the right to accept food donations in their place of business (driving more traffic to their stores and offices). Plus they each got two tickets to the suite.
8. The suite holds 20 people—four winners of the draw would use 8 seats, the four co-sponsors would use 8 seats and the two owners of Acme would each get one. Plus they held back two seats for the Nashville Food Cupboard—one for the Executive Director and one for a guest of the ED—presumably a key sponsor of the Food Cupboard would also like to attend.
9. Donations would be accepted at Acme and the other four locations for three weeks prior to the game.
10. Every Friday would be dress down day and every employee would wear a Nashville Food Cupboard t-shirt. On the back would be the names of the four sponsors and Acme.
11. The employees would receive these really well designed t-shirts for free.
12. Each co-sponsor would pay 125% of the cost of the shirts—Acme would pay nothing—since they are putting in their share in the form of SE, sweat equity. After all, they are organizing the whole thing, putting in lots of hours including helping the Food Cupboard’s truck make the rounds and pick up the donated items. Plus they are driving a lot of new customers to the four co-sponsor locations.
13. It would be a fun afternoon at a Titans game, hoping they can win a game this season (the Titans are off to an 0-4 start in 2009).
14. They would also put out media releases—announcing the food drive and later the winners with happy smiling faces everywhere.

This is the model we sketched out on a piece of paper for the guys:
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So sponsorship applies not only to large businesses like pro sports teams but to startups and SMEEs as well.

Prof Bruce

