
Q In the second quarter of 2004, 
interest rates dropped by about

0.5%. How do these low interest rates
affect Mainstreet’s business?

AThey’re like a double-edged sword.
On the negative side, low interest

rates have caused tenants to exit the
rental market to become first-time home
buyers. But on the positive side, they’ve
also allowed companies such as ours to

refinance long-term debt on more
favourable terms, using long-term CMHC-
insured loans.

QMainstreet reported a 70%
decrease in funds from operation

from $0.4 million in the second quarter
of 2003 to $0.1 million during the same
period of this year. Given this decrease,
why is Mainstreet continuing to acquire
new properties?

ABecause it’s actually a good time to
invest. When there’s a softening in

rental market conditions, there are
always more opportunities to buy high
potential value properties at distressed
prices. We plan to continue to take
advantage of these conditions to expand
our portfolio in our core geographic 
platforms — lower Vancouver mainland,
Calgary, Edmonton and the Greater
Toronto Area.
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Management’s Discussion & Analysis (Second quarter results)
The following discussion and analysis reviews Mainstreet Equity’s operations and financial condition as of March 31, 2004.The results
from this quarter of fiscal year 2004 are directly comparable with those from the second quarter of fiscal year 2003.This section should
be read in conjunction with the Company’s audited financial statements and the accompanying notes included in this report.

FINANCIAL RESULTS Three months ended March 31 Six months ended March 31
2004 2003 Change% 2004 2003 Change%

Net (loss) income ($000s)
• after gains from property disposition1 $ (647) (283) (129%) (872) 2,531 (134%)
• before gains from property disposition $ (647) (283) (129%) (872) (538) (62%)

Funds from operations2 ($000s)
• after gains from property disposition $ 115 386 (70%) 819 4,103 (80%)
• before gains from property disposition $ 115 386 (70%) 819 1,034 (21%)

Net operating income3 ($000s) $ 2,642 2,242 18% 5,768 4,874 18%
Net operating margin (%) 54% 59% (8%) 58% 62% (6%)
EBITDA4 ($000s)

• after gains from property disposition $ 2,179 1,875 16% 4,961 7,922 (37%)
• before gains from property disposition $ 2,179 1,875 16% 4,961 4,853 2%

Net (loss) income per share – basic
• after gains from property disposition $ (0.07) (0.03) (133%) (0.09) 0.28 (132%)
• before gains from property disposition $ (0.07) (0.03) (133%) (0.09) (0.06) (50%)

Funds from operations per share – basic
• after gains from property disposition $ 0.01 0.04 (75%) 0.09 0.45 (80%)
• before gains from property disposition $ 0.01 0.04 (75%) 0.09 0.11 (18%)

1. Property disposition refers to sale of 188-unit complex in Calgary during the first quarter of 2003.
2. Funds from operations (FFO) is calculated as net earnings before depreciation of real estate properties and future income taxes. Readers are cautioned

that FFO may differ from similar calculations used by other comparable entities.
3. Net operating income is rental income minus property operating expenses including utility rebate. It does not include general and administrative

expenses, financing costs or depreciation and amortization expenses.
4. EBITDA is earnings before interest, depreciation and amortization.

Overview 
Mainstreet Equity Corp is a Canadian real estate Company

focused on acquiring and managing multi-family residential rental
properties. The Company buys undervalued residential units,
enhances the value through renovations and improved operating
efficiencies, and occasionally sells them to redirect capital into
new, higher potential properties. 

The Company’s goal is to create and capture value for share-
holders, regardless of capital and market conditions — a strategy
Mainstreet has successfully followed since its launch in 1997.

Mainstreet’s portfolio of 2,721 units is well diversified,
throughout Vancouver lower mainland, Calgary, Edmonton, 
Red Deer, Toronto and Mississauga, Ontario.  This portfolio 
consists of townhouses, garden-style apartments and mid-rise

and high-rise apartments. The Company owns, operates and
maintains these properties, which together represent about 2.1
million square feet. The head office is in Calgary, Alberta.

In comparing quarter-to-quarter results in this report, it is
important to consider changes in accounting practices. Effective
October 1, 2003, as a result of the implementation of Section 1100
of the Handbook of the Canadian Institute of Chartered
Accountants (CICA), the use of the sinking fund method for real
estate properties cannot be supported by a primary source of
Generally Accepted Accounting Principles (GAAP). As such, the
Company has adopted the straight line method of depreciation
for its real estate properties. 

Under the sinking fund method, the depreciation charge would
have been $410,000 less for the second quarter of fiscal 2004 and
$812,000 less for the first six months.  

Questions & Answers
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Funds from Operations
A key performance measure of real estate companies is funds

from operations. Mainstreet generates funds from operations
from two sources: rental income from properties and the periodic
sale of properties.

During the second quarter of 2004, funds from operations
decreased 70% from $0.4 million in the second quarter of 2003 to
$0.1 million. This reflected difficult market conditions, as lower
than expected interest rates and the Canada Mortgage and
Housing Corporation’s removal of its 5% down payment restric-
tions made the purchase of homes and condominiums more
attractive for first-time buyers, encouraging more renters to
leave the rental accommodation market. As a result, Mainstreet
experienced a higher average vacancy rate: 13.8% for the second
quarter of 2004, versus 12.5% for the same period last year. 

For the six months ended March 31, 2004, funds from opera-
tions (after gains from property disposition) decreased 80% from
4.1 million in 2003 to $0.8 million.  

Rental Income
Rental income continued to show steady growth, increasing

27% to $4.9 million, from $3.8 million in the second quarter of
2003. This mainly resulted from growth in Mainstreet’s portfolio
(2,721 units versus 2,369 units) and a 6% increase in the average
monthly rent per unit (from $582 to $618), as the Company con-
tinued to benefit from higher average rents in the Ontario
market. The impact of these rents helped to offset rental losses
due to higher vacancy rates and difficult market conditions
during the second quarter.

For the six months ended March 31, 2004, net rental income
increased 26% to $9.9 million from $7.9 million and the average
rental income per unit increased 7% to $634 from $589, compared
with the same period in 2003. 

Operating expenses
Operating costs (after utility rebate) in the second quarter of

2004 rose to $2.2 million, up 41% from $1.6 million for the same
period last year. When considered on a per unit per month basis,
these costs increased $241 to $282 over this period. 

High operating costs in Ontario, such as property taxes, utility
costs and wages for support staff, were the main causes of this
increase. During this period, our average monthly operating cost
for rental units in the Ontario market was $556, compared with
$244 for units in the Alberta and B.C. markets.

For the six months ended March 31, 2004, our operating
expenses (after utility rebate) rose 38% from $3 million (or 
$226 per unit) to $4.2 million (or $532 per unit). During this
period, however, operating costs in our traditional Alberta and
B.C. markets remained relatively constant, with the average
monthly operating cost for rental units in these markets increas-
ing marginally from $226 to $230. 

General and Administrative Expenses
General and administrative (G&A) expenses include the cost

of corporate activities. G&A costs for the second quarter of 2004
increased 23% to $478,000 from $389,000 in the second quarter of
2003. The main contributor to this increase was the overall
growth in our portfolio. Monthly G&A costs per unit for the
second quarter remained relatively constant: $61 per unit versus
$59 per unit during the same period last year.

For the six months ended March 31, 2004, G&A expenses increased
3% from $813,000 to $840,000. The increase was mainly because of
the overall growth in our portfolio, from 2,369 to 2,721 units.

Financing
Wherever possible, Mainstreet finances long-term debt on

more favourable terms, using long-term Canada Mortgage and
Housing Corporation (CMHC)-insured loans. The pace of this
financing activity always depends on the completion of the
Company’s renovation programs. 

During the second quarter, Mainstreet converted about $1 million
of 5.84% mortgages to CMHC-insured loans at an average rate of
4.34%. The Company was also granted approval to convert 
$5.3 million of 6.26% mortgages to CMHC-insured loans at an
average rate of 4.37%, with funding to occur in April 2004.

As of March 31, 2004, 75% of Mainstreet’s mortgages are
CMHC-insured, providing the Company with interest rates lower
than those conventionally available. 

Property Portfolio
Consisting of townhouses, garden-style apartments and 

mid-rise and high-rise apartments, Mainstreet’s portfolio is well
diversified throughout Vancouver lower mainland, Calgary,
Edmonton, Red Deer, Toronto and Mississauga, Ontario. The
Company owns, operates and maintains these properties, which
together represent about 2.1 million square feet.

At March 31, 2004, Mainstreet’s portfolio totalled 2,721 units.
Of these, 85% were rented, 5% were being renovated and the
remainder were vacant because of market conditions. 

Renovating properties is a core part of Mainstreet’s Value
Chain business philosophy. These activities enable the Company
to improve the attractiveness of properties to tenants, reduce
operating costs and enhance long-term property values. 

The Company spent $0.5 million over three months and 
$1.1 million over six months on property improvements, specifi-
cally for exterior upgrades such as new siding and insulation and
interior upgrades such as carpet and paint, new appliances and
energy-efficiency measures. 

An additional $1.6 million in renovations is planned for the
year. These improvements will be financed through funds from
operations and refinancing of Mainstreet properties.

Acquisitions/Divestitures
As part of its business strategy, the Company buys underval-

ued residential units and increases their value through
renovations and improved operating efficiencies. Occasionally
the Company also sells mature real estate properties to redirect
capital into new, higher potential properties. 

Before deciding on a property acquisition, the Company
follows strict criteria to identify and acquire properties with
potential to add value. In the second quarter of 2004, Mainstreet
acquired two apartment complexes in Calgary, totalling 115
units, for $6.7 million. The average cost of these properties was
$58,000 per unit, well below market replacement costs.

No properties were sold during the second quarter.

Liquidity and Capital Resources
In the normal course of business, cash flow is required to

cover operating expenses, capital expenditures and future acqui-
sitions. The Company funds these requirements with funds from
operations and the refinancing of existing properties.

Funds from operations generated $0.1 million for the second
quarter of 2004 and $0.8 million for the first six months of fiscal
2004. The Company also has an operating line of credit of 
$0.5 million. Mainstreet believes these resources will be sufficient
to fund ongoing operational and capital requirements. 

At March 31, 2004, the Company had the following contractual
obligations. These will be met by funds from operations and the
renewal of mortgage loans on maturity. 
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PAYMENTS DUE BY PERIOD 
($000s) Less One to Four to After 

Than Three Five Five
Total One Year Years Years Years

Mortgage payable 133,952 25,241 18,412 38,541 51,758
Debenture 1,000 – 1,000 – –
Total contractual 
obligation 134,952 25,241 19,412 38,541 51,758

Internal Controls
Internal controls refer to a company’s procedures to provide

assurance that its financial statements are fairly presented in
accord with Generally Accepted Accounting Principles (GAAP). 

There were no significant changes in Mainstreet’s internal con-
trols during the second quarter of 2004. 

Changes in Accounting Policy
Effective October 1, 2003, as a result of the implementation of

Section 1100 of the Handbook of the Canadian Institute of
Chartered Accountants (CICA), the use of the sinking fund
method for real estate properties cannot be supported by a
primary source of Generally Accepted Accounting Principles
(GAAP). As such, the Company has adopted the straight line
method of depreciation for its real estate properties. 

The actual impact of this change in depreciation method,
from the sinking fund to the straight-line method, was an
increase in depreciation costs of $410,000 for the second
quarter of 2004 and $812,000 for the first six months.
Management estimates the full-year impact of this change at 
$1.6 million in depreciation costs. 

In 2004, the Company adopted the recommendations of:
• Emerging Issues Committee (EIC) 140 (accounting operat-

ing leases acquired in either an asset acquisition or a
business combination) 

• EIC 137 (recognition of customer relationship intangible
assets acquired in business combination with respect to the
purchase price allocation of income-producing properties). 

Under these recommendations, the purchase price must be
allocated to land, building and intangible assets (such as the
value of above and below market leases, the value of in-place
leases, origination costs associated with in-place leases and the
value of tenant relationships, if any). The value of above and
below market leases and origination costs associated with in-
place leases are recorded and amortized to rental income over
the remaining term of the associated lease. The value associated
with the tenant relationships is amortized over the expected
term of the relationship, which includes an estimate of the prob-
ability of the lease renewal and its estimated term.

The Company frequently purchases properties requiring a
considerable amount of capital improvement. This often involves
the replacement of tenants occupying buildings at the time of
acquisition. Upon review of the leases and the tenant relation-
ships relating to the acquired buildings, the Company has
established that there is little value associated with the above
and below value leases, origination costs associated with in-
place leases or the customer relationships. For these properties,
the Company has placed a nominal value on the intangible assets
acquired through acquisitions. 

During the second quarter of 2004, the company acquired two
such properties. 

Critical Accounting Estimates
The amortization period of capital assets is estimated based

on the useful life of the assets. 

Financial Instruments
A $1 million 10% debenture was issued in 2001 as a source of

funds for expansion and matures in May 2006. The company esti-

mates that the fair market value of the debenture, based on
market interest rates, equals its carrying value of $1 million. 

Transactions with Related Parties
A $1 million debenture was issued on May 29, 2000 to a company,

of which a Mainstreet director is a director and shareholder. This
transaction was completed under the same terms and conditions
as those issued to third parties for the existing debenture. 

Consulting fees totalling $12,850 were payable to three of the
Company’s directors for the second quarter of 2004. This is com-
pared with $10,350 for the same period in 2003.

The President and Chief Executive Officer receives no com-
pensation for his services; instead, he receives a commission at
commercial rates in his capacity as licensed broker for property
transactions conducted by the Company. During the three and
six month periods ended March 31, 2004, his commission totalled
$52,849, compared with $10,625 for the same periods in 2003.

Outlook 
Market Conditions

The demand for rental properties in the Company’s core
market areas continued to be weak in the second quarter of
2004, largely because of low interest rates and oversupply of 
new condominium apartments. These factors, together with 
high operating costs, have contributed to lower rental income
and funds from operations in all of Canada’s major cities. 

During the second quarter, our vacancy rate was affected by
renovation programs and market conditions. Of the Company’s
2,721 units, 5% were being renovated and 10% were vacant
because of market conditions.

The Company’s decision to invest in the renovation of a
significant proportion of its property holdings affected earnings
negatively, but management is of the view that this short-term
adverse impact will be more than offset by long-term gains for
shareholders. The current renovation initiatives are expected to
be completed substantially in the next 60 to 90 days. As a result,
the impact of renovation activities on the vacancy rate is expect-
ed to decline and to be accompanied by an increase in rental
income in the fourth quarter of this year.

Mainstreet remains cautiously optimistic about a modest but
important improvement in the multi-family rental market during the
remainder of 2004. A strong economy, continued immigration,
recent increases in housing costs and a projected rise in interest
rates are expected to attract new tenants to the Company’s market
niche — affordable mid-sized, mid-tiered rental accommodation. As
these favourable market conditions occur, they will gradually
improve vacancy rates and increase rents.

Geographic Diversification
The Company continues to believe that new opportunities in

the real estate business arise from turmoil in the marketplace.
With high vacancies and rising operating costs, which in turn
reduce cash flow in the market, there will emerge more opportu-
nities for Mainstreet to buy mismanaged rental properties at
lower values. The Company is committed to expanding in its
core geographic markets in ways that enhance revenue growth
opportunities and diversify our market risks. 

Mainstreet is well positioned to grow in the current business
environment, because of experience, access to capital and acquisi-
tion expertise. The Company’s business philosophy of providing
standardized, renovated, professionally managed suites will contin-
ue to provide a service to this segment that is typically neglected.

Long-Term Financing
As always, the Company will continue to seize every 

opportunity to control costs. Mainstreet plans to consolidate a
significant sum of mortgage financing into long-term, less 
expensive CMHC-insured debt in the third quarter. 

 


