








SUBCHAPTER “S” CORPORATION (also referred to as an “S Corp” or “Sub S”).

After formation, a corporation may elect "S-Corporation Status" by submitting a form to the IRS. The
corporation is then taxed like a sole proprietorship (if there is only one owner) or partnership. Income
"passes through" to the shareholder(s) to be added as earnings on their personal tax returns. The
Sub-S structure is popular with small businesses with one owner, because it avoids double taxation. A
S-Corp can always revert back to a C-Corp.

ADVANTAGES DISADVANTAGES

1. Protects personal assets, like a C Corp 1. Limited to 100 owners, who must all be U.S.

2. Business profit (or loss) reported on personal citizens or residents

tax returns of owners 2. Must hold annual meeting of shareholders
and keep minutes of shareholder and board
meetings

3. Cannot deduct some health insurance, travel
or entertainment expenses

NONPROFIT CORPORATION Also known as a 501(c)(3), a reference to the section of the
IRS tax code that defines eligibility.

ADVANTAGES DISADVANTAGES
1. Protects personal assets, as does a C Corp 1. Cannot issue shares of stock to raise
for-profit structure investment capital
2. Exempt from federal income tax 2. Founder(s) can extract earnings only as

salary or fees for contracted services. A non-
profit cannot distribute surpluses in the form of
dividends.

3. Eligible to receive government grants and
grants from private foundations

4. Contributions are tax-deductible by the

donors 3. The scope of activities a non-profit may

engage in is limited

5. Perpetual existence 4. Earnings cannot inure to any private

6. Exempt from property taxes in some locales shareholder or individual.

7. Lower postage costs 5. If entity is liquidated, assets must be turned
over to another non-profit
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Alternative Legal Structures — OWNERSHIP IMPLICATIONS

Sole

Limited

. Limited L Limited Non-Profit
Proprietor-] _ General | o, ynership |, L1aPIIty | Liability c S | Corporation
ship Partnership Partnership Company Corporation | Corporation 1
( (LLC)
Owned b An Partners General and Partners Its Shareholders | Shareholders na
Y | individual Limited “Members” | (stockholders) | (stockholders)
partners
Unlimited, One or One or more,
Number of |  One but at least 1 more (Out with an upper
: Two or more | g | and | Two or more| can get One or more | limit (Check none
owners maximum eneral an ield
i unwieldy current IRS
1 Limited with a large i
Partner g regulations)
number)
Partners, Partners, Partners, Board of Board of
Controlled | . The according to | according to | according to Directors Directors Board of
by individual the the the Members elected by elected by Directors
owner Partnership | Partnership | Partnership Shareholders | Shareholders
Agreement | Agreement | Agreement
Managing Managing Members President (or
Managed i The elepc:?gg(farr(’)m General elepc:?gg(farr(’)m (r)r:aiglrgs President or | President or %?:;g¥§
day to day | individual 9€r. | CEO, elected | CEO, elected ;
b owner among the Partner among the per appointed by
y “ . by Board by Board
partners partners Operating Board
Agreement”
Yes. All No, but No, but No, but No, but banks | No, but banks No, but
Owner(s) partners are | banks and banks and | banks and and credit and credit banks and
liable for liable, credit card credit card | credit card card card credit card
business Yes “jointly and | companies | companies | companies | companies companies companies
debts severally” require require require require require require
personal personal personal personal personal personal
guarantees | guarantees | guarantees | guarantees guarantees guarantees
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Alternative Legal Structures — TAX IMPLICATIONS

Sole

Limited

. Limited L Limited Non-Profit
Proprietor- | _ General Partnership Liability Liability c S Corporation
ship Partnership (LP) Partnership Company Corporation | Corporation (501c3)
(DBA) (LLP) (LLC)
Company
taxed on
profits;
owners
Federal Each Each Each May elect to taxed on
Income Taxed as partner’'s partner’'s partner’'s be taxed as dividends Taxed as
Tax on personal | share taxed | share taxed share taxed Corporation | and gain on personal na
company income as personal | as personal as personal or sale of income
profit income income income Partnership stock.
(However,
May elect to
be taxed as
an S Corp)
Company Yes, up to
losses Yes,upto | Yes, upto Yes, up to Yes, up to ~amount | Yes, if stock Yes, up to
deductible | "= " armount amount amount invested, if | s sold ata amount na
on invested invested invested by invested by company loss or invested
personal each partner | each partner | electstobe | written off
taxes taxed as a
partnership
Minimum
Federal None None None None None None None None
tax
. Yes, if you | Yes, if you Yes, if you Yes, use Yes, if you Yes, if you
Required expect to expect to expect to Yes, if you form 1040- | expect to expect to
to pay owe $1000 | owe $1000 | owe $1000 | expect to owe ES if owe $500 or | owe $1000
Estimated | o more. ormore. | or more. Due $1000 or company is | more. Due or more.
Federal | pye 15th of | Due 15thof | 15th of more. Due | taxed asa 15thof | Due 15th of
Tax each month month month 15th of month | partnership; month month na
quarter following following | following end | following end | form 1120- following following
to IRS end of each| end of each of each of each quarter| W iftaxed | end of each | end of each
(see www. quarter quarter quarter (See form asa quarter quarter
irs.gov) (See form | (See form (See form 1040-ES) corporation | (See form (See form
1040-ES) 1040-ES) 1040-ES) 1120-W) 1040-ES)
Minimum
State Tax
CcT none None $250 $250 $250 $250 $250 none
“business “business $75 if more “business
entity tax entity tax than 5000 entity tax
DE $250 $250 $200 per $200 per $250 shares Yes, based none
partner partner on number
of shares
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The
Business
Plan



Preparing the Business Plan

PURPOSE

1. To thoroughly assess a business concept prior to committing resources. The planning
process allows an entrepreneur to evaluate a business idea in a time-tested and
systematic process.

2. To make sure all potential eventualities and competitive scenarios are considered so that
the business has every opportunity to succeed.

3. To convince lenders and investors that the plan will succeed; that their investment will be
returned, and with the expected level of RO/ (Return on Investment).
WHERE TO BEGIN
A convincing business plan starts with research. The facts you will need to assemble include:
1. The market demand for your product or service
2. The resources you will need to produce, market and distribute your product or service
Capital

Space

a
b

c. Equipment
d. People

e. Product or Service Components

f. Licenses

4. The costs to produce, sell, and deliver your product or service

5. Strengths and weaknesses of the competition
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Standard Business Plan Outline

PART | - OVERVIEW

TITLE PAGE WITH CONTACT INFORMATION (1 page):
e Business Name
e Address
e Telephone
e E-Mail

TABLE OF CONTENTS (7 page). Number pages to make it easy to find information.

EXECUTIVE SUMMARY (2-5 pages). Investors are looking for clear, compelling and credible
information to have confidence in you and your idea. Write this section last. Be concise but cover
all the bases. (Lengthy explanations and examples should be left to the body of the full plan or the
appendices.) Cover the same information as you would in a three-to-eight-minute oral
presentation. Three-to-eight pages should suffice.

1. Business Description.

a. Indicate whether the plan is for a start-up, purchase of an existing business, or
expansion of a business. If the business is a franchise, so indicate and include a
copy of the Franchise Agreement in the appendices to your business plan.

Legal form of ownership: sole proprietor, partnership, corporation, etc.
Brief description of product or service.

Development status of new or improved product or service

How you will make money (The business model)

-0 ooy

If expanding an established business, also include the following:

1) years in business,

2) number of employees,
3) growth rate, and

4) current sales volume

2. Market opportunity. Define the potential customers in your market niche and the pain they
are experiencing without your product.

a. Your solution to this customer problem; and the amount of money, aggravation, and
time your product will save customer.

b. Market growth trend

c. Your sales potential within five years in your market niche (number of customers
and annual dollar volume)

d. Competitive advantage
e. Marketing and sales strategy
3. Management team highlights

4. Amount of funding requested and intended use of new capital
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PART Il - PRODUCT OR SERVICE (3-4 pages)

Describe your product or service and its important features. Include a photo or drawing if helpful to
understand product and its unique characteristics.

What are the benefits your product provides to the customers in your target market? And more to
the point...

1. Exactly what is it about your product that customers can’t do without?

2. What urgent need or desire does your product fulfill?

EHT= 150N W= 58 oo
o pa

Microelectromechanical Biopump.
Grain of table salt shown for size comparison.
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PART Ill - SALES AND MARKETING (4-8 pages)

MARKET NICHE

It is difficult to take on the whole world. In the words of Hall of Famer Willie Keeler, “Hit ‘em where
they ain’t.” When planning your company, look for a market niche to target, a portion of the market
in which you have a unique advantage; or a small corner largely overlooked or underexploited by
the competition. Some sub-markets are just too small for a Microsoft or General Electric to bother
with; but might provide adequate income for a young lean enterprise.

The book publishing industry, for example, has many niches. There is a worldwide market for
books; but sports books would be a niche, albeit a large niche, and still tough to break into. Books
on fishing would be a narrower niche and one in which it would be easier to establish a
beachhead; fly fishing narrower still.

Describe your market niche, your target customers, their characteristics and geography (their
demographics).

For consumer products or services, demographics often include:

o Age
e Gender
e Location

e Income level
e Occupation
e Education
e Other (specific to your industry)
For business customers, the demographic factors include:
e Industry
e Location
e Size of firm
e Technology platforms

e Other (specific to your industry)
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SIZE OF MARKET NICHE (The Sales Potential)

Define the size of your targeted market and provide evidence that the market is as large as you
contend. Your market research data will be the basis of the sales projection and therefore the
income projection of the company. Be specific: give numbers and sources. (Potential investors will
want to double check your information. This is called Due Diligence, the process of making sure
everything in your plan is accurate.)

Number of customers and the amount they spend annually.
Percentage of the market you have now and that you realistically expect to capture.

Obstacles you must surmount to achieve a) break even, and b) full potential. Examples
might include:

o Consumer acceptance and brand recognition. (There are hundreds of superior
mousetraps in the annals of the patent office, but no one is beating a path to the
doorways of the inventors. Humans are creatures of habit. They buy what is familiar,
not the new and untested, in spite of the marketing claims.)

o Unique technology and patents of competitors
o Union restrictions

o Shipping costs (The Internet pet supply company, Pets.com, failed because the cost of
shipping dog food made them more expensive than the local pet store. Glib sock
puppets will not compensate for defective strategy.)

o Tariffs and quotas

How you will overcome the barriers

SOURCES OF SUBSTANTIATING DATA:

Trade journals. Every industry has one or more periodicals. Check the business
reference department of your local library or the web. The trade publications will often
include information about market conditions in the industry. How many subscribers does
the magazine have?

Professional Societies. Research the associations your customers might join. How many
members do they have? How many in your area? Is the organization growing?

Trade shows. Attending a trade show for your industry will provide useful information and
insights into trends. How many people were at the event. Were the aisles packed? With
buyers or just other vendors? Which booths were attracting the most attention? Why do
you think that was and what does this suggest for the potential for your chosen market
niche?

Census data will provide demographic profiles in your area.

Mail List Companies have the number of people with particular titles within any
geographic area or group of zip codes.

Traffic Monitoring. \Who will be your chief competitors and how many cars/pedestrians
flow past their establishments in an average day?
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COMPETITION

List the significant competitors in your niche, with their addresses.

Also indicate alternatives to your product. If there is a way customers can solve their problem or
satisfy their need without your type of product, this should be noted. For example, if you operate a
theatre chain, you would probably compare your operation to other theaters. However, video
stores, DVD mail-order subscriptions, HBO and movies downloadable from the Internet are also
competition. Even other entertainment venues will impact your sales.

What are the Market Drivers? Determine what product differentiators drive customer decisions.
Criteria might include some of the following variables.

Price

Quality

Range of choices
Service and Support
Reliability

Expertise and Reputation
Location

Credit Policies

Advertising budget

Analyze each competitor, summarizing its strengths and weaknesses, especially as regards these
critical customer decision-making factors.

Competitor Strengths Weaknesses

A
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BARRIERS TO ENTRY (Protecting your market niche)

How will you keep competitors from entering your market with similar products? Barriers can
include:

Patents
Exclusive contracts with sole suppliers of critical components
Long-term contracts with customers

A long product development cycle. For example, a complicated software program that
would take someone else at least two years to reverse-engineer, test and deploy.

Significant first-mover advantage. For example, anyone can offer to sell books on line, but
Amazon has had such a long head start that it would be difficult to entice many of its
customers to switch to a new online supplier.
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MARKETING AND SALES STRATEGY
How will you capture the market share necessary to meet sales projections?

Advertising and Promotion. How will customers find out about your product, its features and
benefits? This is especially critical if you are relying on an intermediary (retail store, wholesale
distributor, contractor, etc.) to sell your product. Advertising channels might include some or all of
the following:

e Print advertising (magazines and newspapers)
e Radio and TV advertising
e Web advertising

e Guerrilla marketing (spreading the word through the grapevine). This works in a tight-knit
community of buyers

e Direct mail (Indicate where you will obtain lists of prospects)
e Trade shows

Indicate how much you plan to spend on each marketing channel ...
e At startup to establish the brand
e Annually thereafter

Corporate Identity Program. Do you have graphic design standards to project the necessary
image consistently? Components of a design program that impact a company’s image include:

e Logogram,
e Web site,
e Print material (business cards, brochures, etc.)
e Signage,
Distribution Channels. (How will you sell your products or services?)
e Directly to consumers (mail order, Web, catalog)?
e Through retail stores?
e Through wholesalers?
e Through your own sales force?
e Through manufacturers’ reps?
e By bidding on contracts?
Credit Policies
e Will you need to extend credit to customers?
e |f so, what policies will you have of how much credit to extend and for how long?
¢ How will you check the creditworthiness of new applicants?

e How will you collect from slow-paying customers?
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SALES FORECAST

Now that you have described your products, services, customers, markets, and marketing plans in
detail, you're ready to attach some numbers to your plan.

Quarter 1 Quarter 2 Quarter 3 Quarter 4
Product A
Units sold 100 110 120 130 460
x Price $100 $100 $100 $100

= Amount $ 10,000 $ 11,000 $ 12,000 $ 13,000 $ 46,000

Product B
Units sold 100 100 100 100 400
x Price $200 $200 $200 $200

= Amount $ 20,000 $ 20,000 $ 20,000 $ 20,000 $ 80,000

TOTAL $ 126,000

You may want to do two forecasts:
1. Best guess — which is what you really expect, and
2. Worst case — low estimate that you are confident you can reach no matter what happens.

Keep notes on your research and your assumptions as you build this sales forecast. Investors will
definitely grill you on your assumptions.
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PART IV — RISK ANALYSIS (3-8 pages)

POTENTIAL RISKS (“What can go wrong will” — Murphy).

e Human resources risks. Is there an adequate supply of labor available with the skills you
require at a wage you can afford to pay?

Will new employees require training?
How long will the training take and what will it cost?

o Technology risks. What theoretical technologies could overtake you if they become
practical realities?

e Economic risks. What happens to your company in a recession or inflationary cycle?
o Political risks. What happens to your power plant in Bali if there is a coup?

o Competitive risks. What happens if you really are wildly successful and Bigco decides your
niche is valuable after all.

ADVERSITY PREPAREDNESS

Just as the weather bureau needs to monitor new developments that might turn into natural
disasters, you need to keep an eye out for the winds of change in your key technologies,
consumer behavior, and the economic climate in general. An effective early warning system can
help you minimize any negative impact.

Just as important are strategies to deal with adversity. Do you need to borrow money regularly
because your business is cyclical, like the fashion industry or toy sales? If so, what would happen
to your bottom line if interest rates doubled in a year? Imagine the worst thing that could happen
to your company or your customers or the country, then figure out what you could do to survive
that catastrophe. Is there a prudent change you might make to your business plan to reduce your
susceptibility to this contingency. Perhaps plan to raise more equity capital so that you are not
overly dependent upon the debt market to perpetuate your company. The lack of emergency
preparedness has sunk many a venture.

Include in your plan the steps you would take to respond to changes in ...
e Consumer preferences

e Technology (Do you have a license to record music on CDs? What if a new technology
replaces CDs, as they replaced records, as they replaced sheet music?)

e Government regulations

e The economy (How would you retrench if you only achieve half the sales you forecast for
year one?)
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PART V - PRODUCTION (OPERATIONS) (3-4 pages)

¢ How and by whom is your product or service be produced? What portions of the product or
service will be produced “in house” by your firm and what components will be produced by
subcontractors?

e How reliable is the supply chain?
o What is the source of each critical component and raw material?
o How reliable are the subcontractors?
o Are they in economically and politically stable countries?

e Are supply costs steady or fluctuating? If fluctuating, how would you deal with changing
costs?

e Production capacity of your space and equipment
o Planned production level
o Break-even production level
e Quality control
o What procedures will be followed to establish and monitor quality standards?
o Who will provide customer service?
¢ What R&D processes will need to be continued and for how long?

o What type and level of inventory will you need to maintain? (raw materials, supplies,
finished goods, etc.)

o Average value (your inventory investment)?
o Annual turnover rate and how this compares to the industry averages?
o Seasonal buildups?

o Lead-time for ordering?
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PART VI - MANAGEMENT (2-5 pages)

MANAGEMENT TEAM

New businesses are usually dependent upon the enthusiasm, dedication, special expertise and
contacts of its founders. List the key management positions and the qualifications and relevant
education and experiences of the individuals that are filling these critical roles (or who will fill the
positions once the company is funded.) Bases that need to be covered, at a minimum, are:

o CEO (Chief Executive Officer). As the top manager, the CEO is typically responsible for
the entire operations Indicate prior successful management experience in growing a similar
company.

e CMO (Chief Marketing Officer). Indicate prior sales experience with similar products and
key contacts with buyers in the industry.

e CTO (Chief Technology Officer). What evidence is there that this individual has the expert
knowledge of how to produce the product or deliver the service.

e CFO (Chief Financial Officer). the CFO is responsible for analyzing and reviewing financial
data, reporting financial performance, preparing budgets and monitoring expenditures and
costs. Business failure is often related to mismanaging cash flow, failing to monitor
accounts receivable adequately, inaccurate budgeting, poor purchasing practices, or failure
to meet government reporting and compliance regulations. Indicate education and relevant
experience of the CFO.

What measures will be taken to insure the survival of the business if it loses one of the key
managers? For example, will you have key man insurance to at least refund investment in the
company?
PROFESSIONAL AND ADVISORY SUPPORT
List any of the following that you have or plan to retain:

e Corporate Attorney (who advises you on contracts, investor deals, and incorporation)

o Intellectual Property Attorney (who is making sure that your important patents and
trademarks are bullet proof?)

e Accountant
e Insurance agent
e Banker

o Board of directors (Indicate members with relevant experience, expertise or valuable
contacts in your industry)

e Advisory board (Indicate members with relevant experience, expertise or valuable contacts
in your industry)

e Mentor

e Consultants
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PART VIl - HUMAN RESOURCES (7-3 pages)

At least half the operating cost of most businesses is personnel.

1. Ultimately, how many people will you need and what skills must they have for you to...

a. Get started?

b. Reach break-even?

c. Meet your five-year projection?
d

Meet ultimate sales potential?

o &~ b

a. What benefits will you provide?

i. Health Insurance?

ii. Dental?

iii. Paid vacations?

iv. Retirement plan?
b. What will this cost?

6. Will they need training?

a. Who will provide necessary training?
b. What will this cost?

Human Resources Requirements Worksheet

Where/how will you recruit the workers you need?

How do you know these human resources are available?

What is the cost per hour and per year of each type of worker?

Will you have to provide benefits in order to compete for these workers?

EMPLOYEE Number Annual Wage
CATEGORY Needed per Employee

Taxes and
benefits **

Total Annual Cost
per Employee

** As a rough rule of thumb, add 10% for taxes; 30% for taxes and health insurance
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Personal Budget. The most expensive line item for most new businesses is the personal
living expenses of the founder. Determine how much you will need to live on and assume
the business will not be able to pay you for at least one year. This amount will need to be
included in your start-up capital (unless you plan to keep your day job).

Home (Rent or mortgage payment and property taxes)

Household Maintenance

Homeowner’'s/Renter’s Insurance

Heat

Electric

Water/Sewer

Trash Removal

Auto Lease (or savings set-aside for purchase of replacement)

Auto Insurance

Auto Maintenance

Gas and Oil

Health Insurance

Life Insurance

Food

Clothing

Entertainment/ Eating Out

Vacation

Incidental Personal Expenses

Gifts

Savings

TOTAL

R - - R N R - e - N - N R - - K - N - N -~ . - N R - - K - B~ S
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PART VIl - FINANCE (5-8 pages)

The financial plan consists of a 12-month profit and loss projection, a 3-year profit and loss
projection (optional), a cash-flow forecast, and a projected balance sheet. These documents will
help you and potential investors evaluate the reasonableness of your plan.

PROFIT AND LOSS PROJECTIONS should be accompanied by a narrative explaining the
major assumptions used to estimate company income and expenses. Keep careful notes on your
research and assumptions, so that you can explain them during interviews with skeptical investors.

THE CASH FLOW FORECAST will tell you how much capital you will need to start the
business. Explain your major assumptions, especially where the cash flow differs from the Profit
and Loss Projection. For example, if you make a sale in month one, when do you actually collect
the cash? Probably the same month if a retail cash-and-carry operation; but perhaps month two or
three if yours is a service business that extends credit. Similarly, when do you have to pay for raw
materials in relation to when you receive them?

Don’t forget to show draw (payments to yourself to live on).

Depreciation should not appear on a Cash Flow Forecast. (You will not write a check for
depreciation.) However, the full purchase price of capital equipment should appear on the Cash
Flow Forecast.

THE BREAK-EVEN ANALYSIS predicts the sales volume, at a given price, required to recover
total costs. In other words, it's the sales level that is the dividing line between operating at a loss
and at a profit:

Unit Sales = Fixed Overhead Costs
(Selling price - Cost per unit)

For example, if your product sells for $100 per unit, and the variable cost to produce each unit is
$40, and your overhead costs are $100,000, the BREAK-EVENT POINT is ...

$100,000 or...
$100-$40

$100,000
$60

Unit Sales to Break Even

Unit Sales to Break Even 1667 Units

A Budget Worksheet in the form of an Excel document is downloadable from
www.entrepreneurshipfoundation.orq

By plugging in the bold numbers on the “Budget Worksheet” (sample on following page), your
assumptions will riffle through to generate the necessary financial reports for your business plan.

The spreadsheet was developed and is updated annually by Professor Benoit N. Boyer, Ph.D.,
Chair of the Accounting Department, Sacred Heart University.
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BUDGET WORKSHEET
Selling price per unit

Total market per year

Market share

Annual Growth

Percentage of sales per quarter
Sales per quarter

Cash receipts same quarter
Ending inventory finished goods
Raw material per unit

Raw material inventory

Cost of raw materials

Cash payments same quarter
Direct labor per unit

Labor cost per hour

Variable overhead

Fixed overhead

Depreciation included above
Variable sales cost
Advertising

Executive salaries

Insurance

Property taxes

Depreciation - selling
Equipment purchases
Dividends

BEGINNING BALANCE SHEET
Current Assets

Cash

Accounts receivable

Raw materials

Finished products
Long-term assets

Land

Plant and equipment
Accumulated Depreciation
Total assets

Liabilities and Equity
Liabilities

Accounts payable
Bank Borrowing

Equity
Common Stock
Retained earnings

Minimum cash required
Borrowing by multiples of
Interest

Q1 Q2 Q3 Q4
$ 25.00
1,000,000
10%
5%
10% 30% 40% 20%
10,000 30,000 40,000 20,000
70%
25% next quarter sales
15 pounds per unit
20% next quarter purchases
$ 0.25 per pound
80%
0.80 hours
$ 7.50
$ 2.00 per hour of direct labor
$ 60,000 $ 60,000 $ 60,000 $ 60,000
$ 12,000 $ 12,000 $ 12,000 $ 12,000
$ 1.80
$ 20,000 $ 20,000
$ 50,000 $ 50,000 $ 50,000 $ 50,000
$ 20,000 $ 35,000
$ 17,500
$ 10,000 $ 10,000 $ 10,000 $ 10,000
$ 30,000 $ 45000 $ 22,500 $ 18,000
$ 8000 $ 8,000 $ 8,000 $ 8,000
$ 10,000
$ -
0 Pounds $0.25 $ -
0 Units $11.35 $ - $ 10,000
$ -
$ .
$ - 3 - $ -
$ 10,000
$ -
$ .
$ -
$ 10,000
s -
S 10,000
S 10,000
$ 40,000
$ 1,000.00
10%
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Quarters

Sales 1 2 3 4 Year
Budgeted sales in units 10,000 30,000 40,000 20,000 100,000
Selling price per unit 25.00 $ 2500 $ 2500 $ 2500 25.00
$250,000 $750,000 $1,000,000 $500,000 $2,500,000
Cash input
Accounts receivable - $ -
Same Quarter sales 175,000 $ 525,000 $ 700,000 $ 350,000 $ 1,750,000
Previous Quarter Sales $ 75,000 $ 225000 $ 300,000 $ 600,000
175,000 $ 600,000 $ 925,000 $ 650,000 $ 2,350,000
Accounts receivable at the end $ 150,000 $ 150,000
Production budget
Budgeted sales 10,000 30,000 40,000 20,000 100,000
Ending inventory 7,500 10,000 5,000 2,625 2,625
Total needs 17,500 40,000 45,000 22,625 102,625
Beginning Inventory - 7,500 10,000 5,000 -
Production 17,500 32,500 35,000 17,625 102,625
Direct Materials Budget
Required Production 17,500 32,500 35,000 17,625 102,625
Raw Materials per unit 15.00 15.00 15.00 15.00 15.00
Raw materials needed 262,500 487,500 525,000 264,375 1,539,375
Ending inventory 97,500 105,000 52,875 47,250
Total needs 360,000 592,500 577,875 311,625 1,539,375
Beginning Inventory - 97,500 105,000 52,875 -
Purchases 360,000 495,000 472,875 258,750 1,586,625
Cost per pound 025 $ 025 $ 025 $ 0.25 $ 0.25
Cost of raw materials 90,000 $ 123,750 $ 118,219 $ 64,688 $ 396,656
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Cash output
Accounts payable beginning
Same Quarter

Next Quarter

Account payable at the end

Direct Labor Budget
Required Production

Direct labor time per unit

Total hours needed
Labor cost per hour

Total Labor Cost

Pay as you go

Overhead Budget
Direct Labor Hours
Variable Overhead Rate
Variable Overhead
Fixed Overhead

Total Overhead

Less depreciation included
above

Total Overhead Disbursement

$ - $ -

$ 72,000 $§ 99,000 $ 94575 $ 51,750 $ 317,325

$ 18,000 $ 24,750 $ 23644 $ 66,394

$ 72,000 $ 117,000 $ 119,325 $ 75394 § 383,719

$ 12938 § 12,938

17,500 32,500 35,000 17,625 102,625

0.80 0.80 0.80 0.80 0.80

14,000 26,000 28,000 14,100 82,100

$ 750 § 750 § 750 % 7.50 $ 7.50
$105,000 $195,000 $210,000 $105,750 $615,750

14,000 26,000 28,000 14,100 82,100

$ 200 $ 200 $ 200 $ 2.00 $ 2.00

$ 28,000 $ 52,000 $ 56,000 $ 28200 $ 164,200

$ 60,000 $ 60,000 $ 60,000 $ 60000 $ 240,000

$ 88,000 $ 112,000 $ 116,000 $ 88,200 $ 404,200

12,000 12,000 $ 12,000 $ 12,000 48,000

$ 76,000 100,000 $ 104,000 76,200 356,200
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Selling and Administrative
Expenses

Budgeted sales
Variable costs per unit
Total Variable costs
Fixed costs
Advertising

Executive salaries
Insurance

Property taxes
Depreciation

Total fixed

Total selling and administrative

Less depreciation

Cash Disbursement

10,000 30,000 40,000 20,000 100,000
$ 180 $ 180 $ 180 $ 1.80 $ 1.80

$18,000 $54,000 $72,000 $36,000 $180,000
$ - $ 20,000 $ - $ 20,000 $ 40,000
$ 50,000 $ 50,000 $ 50,000 $ 50,000 $ 200,000
$ - $ 20,000 $ - $ 35000 $ 55,000
$ - $ - $ - $ 17500 $ 17,500
$ 10,000 $ 10,000 $ 10,000 $ 10,000 $ 40,000
$ 60,000 $ 100,000 $ 60,000 $ 132,500 $ 352,500
$ 78000 $ 154,000 $ 132,000 $ 168,500 $ 532,500
$ 10,000 $ 10,000 $ 10,000 $ 10,000 $ 40,000
$ 68000 $ 144,000 $ 122,000 $ 158,500 $ 492,500
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Cash Flow Budget

Quarters
1 2 3 4 Year
Cash Beginning $ 10,000 $ 40,000 $ 40,000 $ 139450 $ 10,000
Cash receipts $ 175,000 $ 600,000 $ 925,000 $ 650,000 $ 2,350,000
Total available $ 185,000 $ 640,000 $ 965,000 $ 789,450 $ 2,360,000
Cash disbursement
Purchases $ 72,000 $ 117,000 $ 119,325 $ 75394 $ 383,719
Direct labor $ 105,000 $ 195,000 $ 210,000 $ 105,750 $ 615,750
Overhead $ 76,000 $ 100,000 $ 104,000 $ 76,200 $ 356,200
Selling and Administrative $ 68,000 $ 144,000 $ 122,000 $ 158,500 $ 492,500
Equipment purchases $ 30,000 $ 45000 $ 22500 $ 18,000 $ 115,500
Dividends $ 8,000 $ 8,000 $ 8,000 $ 8,000 $ 32,000
Total disbursements $ 359,000 $ 609,000 $ 585825 $ 441,844 $ 1,995,669
Excess (Deficit) cash $ (174,000) $§ 31,000 $ 379,175 $ 347,606 $ 364,331
Financing
Borrowing $ 214,000 %5 9,000 $ - $ - $ 223,000
Repayments - $ (223,000) $ - $ (223,000)
Interest - $ (16,725) $ - $ (16,725)
Interest
Interest
Total financing $ /214000 $ 9,000 $ (239,725) $ - $ (16,725)
Cash at the end g 40,000 $ 40,000 $ 139,450 $ 347,606 $ 347,606
//
Peak borrowing and therefore, the amount of start-up capital required.
Manufacturing Costs
Direct Materials
Beginning Inventory $ -
Plus purchases $ 396,656
Less ending inventory $ (11,813) $ 384,844
Direct Labor $ 615,750
Overhead $ 404,200
$ 1,404,794
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Income Statement

Sales $ 2,500,000

Beginning inventory $ -

Plus Manufacturing Costs $ 1,404,794

Less Ending Inventory $ (29,794)
COGS $ 1,375,000
Gross margin $ 1,125,000
Selling and Administrative $ 532,500
Net Income before interest $ 592,500
Interest Expense $ 16,725
Net Income before taxes $ 575,775
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Balance Sheet (At End of Year One)

Current Assets
Cash

Accounts receivable
Raw materials

Finished products

Long-term assets
Land
Plant and equipment

Accumulated Depreciation

Total assets

Liabilities and Equity
Liabilities
Accounts payable

Bank Borrowing

Equity

Common Stock
Retained earnings
Net income

Less Dividends

Total Liabilities and Equity

$
$

115,500
(88,000)

$ 347,606
$ 150,000
$ 11,813

$ 29,794

$ -

$ 27,500

$ 12,938

$ 10,000

$ -

$ 575,775
$ (32,000)

$

$

$

$

$

$

539,213

27,500

566,713

12,938

553,775

566,713
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PART IX - RESOURCES NEEDED TO LAUNCH BUSINESS (7-2 pages)

SPACE

Consumer Businesses. Location is particularly important for retail, restaurant or consumer
service enterprises since customers must come to you. The location must obviously be convenient
and project the proper image for your target clientele. Indicate for your intended place of business:

e Physical address. Include a map with the location marked.
e Access (Is it convenient to transportation arteries?)
e Size (square footage)
e Amenities
o Type of heat and air conditioning
o Does it conform to government requirements for your industry?
o Zoning laws
o Building codes
o Health department regulations
o Handicap access

o Fire codes

Interior design. (Does space need extensive remodeling?)

Business to Business Enterprises. A factory or warehouse might not need to meet high
standards for ambience, but there are efficiency and costs considerations. Is it all on one floor, or
will you have to move goods up and down elevators? Is it accessible to tractor-trailers? How close
is the turnpike entrance? Indicate the physical characteristics of the intended space:

o Amount of space (square footage)
e Type of construction and age

e Zoning restrictions

e Power supply

o Heating system

EQUIPMENT
o What equipment will you need?
e Will you lease or buy? Why?

e What will the equipment cost?
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INTANGIBLES
e Licenses
e Bonding, if required
e Insurance
e Trademarks and copyrights

e Patents
PERSONNEL (See “Human Resources” section.)
CAPITAL

The amount of cash you will need to cover start-up expenses and to cover operating expenses until
the company attains profitability. The Cash Flow Forecast should indicate the amount of capital
required each year. If you need an infusion of cash for more than the first year, break down the
capital requirement into periodic traunches. Investors prefer to mete out cash when (and if) interim
goals are met. The traunches may be annual, semi-annual, or based on important milestones, such
as receiving a patent, demonstrating a working prototype, or concluding the first sale.
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PART X — FUNDING PLAN (7-2 pages)

Now that you know how much capital you need, you will want to outline in your plan:
e The intended source(s) of the required capital
o A determination of the value of the business (if you plan to approach equity investors)
o Your Exit Strategy (to allow equity investors to harvest their money after 3 to 5 years)

1. SOURCE OF CAPITAL. decide whether to save the money yourself or to pursue debt capital
(a loan) or equity capital, an investment by an Angel or Venture Capitalist in exchange for
stock. (See section on “Sources of Capital for Start-Ups” for a thorough discussion of alternate
sources of capital.

2. VALUATION. If you decide on equity capital, or a mix that includes equity financing, you will
need to address the market value of your business. Valuation is the art and science of
estimating the worth of a business based on its potential future earnings. If only the physical
assets were considered (cash, inventory, furniture and fixtures, equipment, land and buildings)
this straightforward process would be termed an Appraisal. This is relatively simple as most
hard assets can be priced in the marketplace. A business valuation is much more difficult. For
an established business, the physical assets would also be taken into consideration as well as
liabilities, but for a start-up the assets may be intangible: the business concept, strategy, skills
and experience of the founders, and intellectual property (such as software coding and
patents).

Since a start-up has no track record, future earnings potential will have to be computed from
the sales forecast. And here’s where the numbers start to get mushy. You can’t prove a future
number. The entrepreneur will probably be very optimistic about sales and profit projections,
whereas the investor will be, understandably, more skeptical.

But let’s skip ahead a few rounds of negotiations and assume that you and an investor come to
an agreement that, if your product performs as predicted, and if 2% of the buyers in your
market niche beat a path to your doorway, and if you can produce and sell the product at a
50% margin, then your Earnings Before Interest, Taxes, Depreciation, and Amortization
(EBITDA) will be $1,000,000 per year. And we’ll assume for this example that you need
$1,000,000 to start a new company (or add a new division to an existing company).

There may be some discussion between you and the investors as to whether the valuation
should be based on sales forecast 5 years out, 3 years out, or 1 year out, but for the sake of
argument, let’s say you have agreed to look forward 5 years.

So what is the business worth? That depends on the Earnings Multiplier agreed to. Again, you
and the investor may begin the negotiations with markedly differing views. You will point to
average stock market P/E ratios of say 8 for your industry, giving your business a valuation of
$8,000,000. The investor will argue that those are proven businesses with real sales and profit
margins. Your profits are hypothetical. The investor will counter with 1 or 2 times earnings, or a
valuation of $1,000,000 to $2,000,000.

One of the mathematical variables to contend with is the opportunity loss to the investors. Let’s
pick a number in the middle and say you agree that the business is worth $4,000,000. The
investors still will not see their share of that money for five years, and then only on paper. They
cannot cash out unless a larger firm buys your company or you conclude a successful public
stock offering. The investors will want to be compensated for their money being tied up and at
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risk for five years. More negotiating. Economic conditions and other external factors will also
push the valuation up or down.

More give and take, but finally you all agree to value the company at $1,000,000 pre money
(that is, before the capital infusion). But after the company receives the $1,000,000 in cash
from the investors, its balance sheet would now show that it has $2,000,000 in assets (the
original value plus the new capital). This is called the post-money valuation.

So, mathematically, the investors would be entitled to half the stock and you would retain half
ownership. In this example you are bringing to the bargaining table a company worth
$1,000,000 (pre-val), and the investors are providing $1,000,000 in cash. The combined, or
post-investment value would be $2,000,000.

The preliminary written agreement between you and the investors is called a Term Sheet. The
document should also contain clauses to protect the interests of the investors and
entrepreneur and stipulate how the proceeds are to be distributed if the company is dissolved
or sold. Obviously, it would help for both the investors and you to each have experienced
attorneys guiding you through the process.

Contact your local bar association for a list of attorneys in your area active in venture financing.

For a free online questionnaire to valuate an established company, visit
caycon.com/valuation.php.

EXIT STRATEGY. If you are planning to keep the business as your job for life, then you
won’t have to think about an exit strategy for awhile. However, if you accept equity capital, the
investors will insist that you have a reasonable plan for them to exit the business. They will not
have your love for the business. They just want to get their cash out as soon as possible, with
a profit of 3 to 5 times the amount invested. You can still stay on as president, if you retain
enough shares to keep control; or, as serial entrepreneurs do, start another business. There
are several exit strategies in common use:

a. Buy-back by Founders through an LBO (Leveraged Buy-Out).

b. Acquisition. Sell the company to a larger firm that can leverage your technology,
patents, goodwill, or customer base. If this is your intended exit strategy, be
prepared to name logical buy-out candidates.

c. Private Equity. Private Equity Firms purchase companies to manage, typically
when they reach an annual profit level of around $10 million.

d. [Initial Public Offering (IPO). Issuing stock to the public creates a market for the
stock you and the investors own. It is difficult to sell new stocks in a recessionary
economy, so don’t lead with this exit strategy in a down market. Also, be advised
that neither you nor your investors will be able to sell your shares immediately.
(That would drive your stock value down precipitously.) You will have to cash out
over time. If this is your intended harvesting strategy, be prepared to give examples
of similar companies that have launched successful IPOs and the market value of
all the outstanding stock. (This Market Cap[italization] should be equal to or greater
than the Business Valuation as claimed by you in your business plan—or your
valuation won'’t be credible.)
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PART Xl - APPENDICES

e Brochures and advertising materials
o Industry studies or articles that support growth predications
o Letters of endorsement from potential customers

« Any other materials needed to support assertions in the plan
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Modifying The Standard Outline To Fit Your Business

To be sure, point out your strongest advantages; but also your company’s weak areas and then
explain the adroit steps you have taken to mitigate potential adversity. (Sophisticated investors will
find the chinks in your armor, so you might as well take credit for candor and point them out
yourself.)

In addition, you may need to modify the generic business plan outline due to unique factors
determining success or failure in your industry. Two online resources contain detailed information
specific to a wide variety of industries:

1. Sample Business Plans for Over 60 Small Businesses may be found at:
http.//www.bplans.com/sp/businessplans.cfm

2. Start-Up Guidelines from Entrepreneur Magazine for a variety of services, including:
Apparel, Bar, Bridal Consultant, Business Support Service, Child-Care, Cleaning Service,
Consulting, Freight Brokerage, Gift Basket Service, Import/Export Business, Information
Consultant, Internet Entrepreneur, Mail Order, Medical Claims Billing, Personal Concierge,
Restaurant, Retail Store, Staffing Service, and e-Business.
http.//www.entrepreneur.com/toolkit

As an example of industry-specific considerations, consider the following success factors in
the RETAIL industry:

1. Proposed Location. This is the time to think about what you want and need in a
location. Many startups run successfully from home for a while. If customers come to
your place of business:

a. lIsitzoned for retail?

Is it convenient?

Parking?

Is it consistent with your image?
Where is the competition located?

Pricing

@ = 0o oo T

Markup. Price should be competitive and in accordance with company image,
but still allow for a safe profit margin.

2. Inventory Level: Look up average annual inventory turnover rate for your type of store
(this information is available in the Combined Financial, Merchandising & Operating
Results Of Retail Stores, published annually by the National Retail Merchants
Association. Multiply your initial inventory investment by the average turnover rate. The
result should be at least equal to your projected first year's cost of goods sold. If it is
not, you may not have enough budgeted for startup inventory.
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Tailoring The Financing Proposal To The Audience

FOR BANKERS. Lenders want assurance of orderly repayment. If you intend to pitch to
lenders, include:

e Amount of loan
e How the funds will be used
¢ What this will accomplish—how will it make the business stronger?

o Requested repayment terms (number of years to repay). You will probably not have much
negotiating room on interest rate but may be able to negotiate a longer repayment term,
which will help cash flow.

o Collateral offered, and a list of all existing liens against collateral

FOR INVESTORS. Equity investors have a different perspective. They are looking for
dramatic growth and a 3x to 5x return on investment. Highlight for investors:

e Funds needed short-term to take you to the next plateau of business development
e Funds needed over next 3 to 5 years

o How the company will use the funds, and how this will propel growth.

e Estimated return on investment at harvest time

o Exit strategy for investors (buyback, sale, or IPO)

o Percent of ownership that you will give up to investors

e Milestones

e Financial reporting to be provided to investors

¢ Involvement of investors on your board
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Scrutinizing Your Plan: Is It Bullet-Proof?

INVESTORS see thousands of business plans each year. With so many opportunities, most
investors simply focus on finding reasons to say no. Following are the most common errors found
in business plans. (This article was written by Akira Hirai, founder of Cayenne Consulting,
specialists in helping companies raise capital. www.caycon.com. © Cayenne Consulting.)

CONTENT MISTAKES

Failing to relate to a true pain. Pain comes in many flavors: my computer network keeps
crashing; my accounts receivable cycle is too long; existing treatments for a medical condition are
ineffective; my tax returns are too hard to prepare. Businesses and consumers pay good money to
make pain go away.

You are in business to get paid for making pain go away.

Pain, in this setting, is synonymous with market opportunity. The greater the pain, the more
widespread the pain, and the better your product is at alleviating the pain, the greater your market
potential.

A well written business plan places the solution firmly in the context of the problem being solved.
Value inflation. Phrases like "unparalleled in the industry;" "unique and limited opportunity;" or
"superb returns with limited capital investment" - taken from actual documents - are nothing but
assertions and hype.

Investors will judge these factors for themselves. Lay out the facts - the problem, your solution, the
market size, how you will sell it, and how you will stay ahead of competitors - and lay off the hype.

Trying to be all things to all people. Many early-stage companies believe that more is better.
They explain how their product can be applied to multiple, very different markets, or they devise a
complex suite of products to bring to a market.

Most investors prefer to see a more focused strategy, especially for very early stage companies: a
single, superior product that solves a troublesome problem in a single, large market that will be
sold through a single, proven distribution strategy.

That is not to say that additional products, applications, markets, and distribution channels should
be discarded - instead, they should be used to enrich and support the highly focused core
strategy.

You need to hold the story together with a strong, compelling core thread. Identify that, and let the
rest be supporting characters.

No go-to-market strategy. Business plans that fail to explain the sales, marketing, and
distribution strategy are doomed. The key questions that must be answered are: who will buy it,
why, and most importantly, how will you get it to them?

You must explain how you have already generated customer interest, obtained pre-orders, or
better yet, made actual sales - and describe how you will leverage this experience through a cost-
effective go-to-market strategy.
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"We have no competition”. No matter what you may think, you have competitors. Maybe not a
direct competitor - in the sense of a company offering an identical solution - but at least a
substitute. Fingers are a substitute for a spoon. First class mail is a substitute for e-mail. A
coronary bypass is a substitute for an angioplasty.

Competitors, simply stated, consist of everybody pursuing the same customer dollars.

To say that you have no competition is one of the fastest ways you can get your plan tossed -
investors will conclude that you do not have a full understanding of your market.

The "Competition" section of your business plan is your opportunity to showcase your relative
strengths against direct competitors, indirect competitors, and substitutes.

Besides, having competitors is a good thing. It shows investors that a real market exists.
Too long. Investors are very busy, and do not have the time to read long business plans. They

also favor entrepreneurs who demonstrate the ability to convey the most important elements of a
complex idea with an economy of words.

An ideal executive summary is no more than 1-3 pages. An ideal business plan is 20-30 pages
(and most investors prefer the lower end of this range).

Remember, the primary purpose of a fund-raising business plan is to motivate the investor to pick
up the phone and invite you to an in-person meeting. It is not intended to describe every last detail.

Document the details elsewhere: in your operating plan, R&D plan, marketing plan, white papers,
etc.

Too technical. Business plans - especially those authored by people with scientific backgrounds -
are often packed with too many technical details and scientific jargon.

Initially, investors are interested in your technology only in terms of how it:
e solves a really big problem that people will pay for;

e is significantly better than competing solutions;
e can be protected through patents or other means; and
e can be implemented on a reason-able budget.

All of these questions can be answered without a highly technical discussion of how your product
works. The details will be reviewed by experts during the due diligence process.

Keep the business plan simple. Document the technical details in separate white papers.

No risk analysis. Investors are in the business of balancing risks versus rewards. Some of the
first things they want to know are what are the risks inherent in your business, and what has been
done to mitigate these risks.

The key risks of entrepreneurial ventures include:

o Market risks: Will people actually buy what you have to sell? Will you need to create a
major change in consumer behavior?

o Technology risks: Can you actually deliver what you say you can? On budget and on time?
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e Operational risks: What can go wrong in the day-to-day operations of the company? What
can go wrong with manufacturing and customer support?

o Management risks: Can you attract and retain the right team? Can your team actually pull
this off? Are you prepared to step aside and let somebody else take over if necessary?

e Legal risks: Is your intellectual property truly protected? Are you infringing on another
company's patents? If your solution does not work, can you limit your liability?

This is, of course, just a partial list of risks.

Even though you may feel that the risks are negligible, potential investors will feel otherwise unless
you demonstrate that you have given a lot of thought to what can go wrong and have taken
prudent steps to mitigate these risks.

Poorly organized. Your idea should flow in a nice, organized fashion. Each section should build
logically on the previous section, without requiring the reader to know something that is presented
later in the plan.

Although there is no single "correct" business plan structure, one successful structure is as
follows:

o Executive Summary: This is a brief, 1 to 3 page summary of everything that follows in the
plan. It should be a stand-alone document, as many readers will make their initial decision
based on the executive summary alone. This should usually be written last; otherwise, you
have nothing to summarize!

e Background: If you are in a highly specialized field, you should provide some background
in layman terms since most investors will not have advanced degrees in your field.

o Market Opportunity: Describe how businesses and consumers are suffering, and how
much they are willing to pay for a solution.

e Products or Services: Describe what you do, and how your solution fits into the market
opportunity.

o Market Traction: Describe how you have succeeded in attracting customers, marketing and
distribution partnerships, and other alliances that demonstrate that experts in your market
are betting on your solution.

e Competitive Analysis: Identify your direct and indirect competitors, and describe how your
solution is better.

o Distribution and Marketing Strategy: Describe how you will go to market, how you will price
your products, etc.

¢ Risk Analysis: Identify major sources of risks, and describe how you are mitigating them.

o Milestones: Showcase a strong past track record, and describe key checkpoints for the
future.

o Company and Management: Provide the basic facts about your company - where and
when you incorporated, where you are located, and brief biographies of your core team.

e Financials: Provide summaries of your P&L and cash flows, and the assumptions used to
come up with these. Also describe your funding needs, how you will use the proceeds, and
possible exit strategies for investors.
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As stated earlier, there is no "right" structure - you will need to experiment to find the one that best
suits your business.

FINANCIAL MODEL MISTAKES.

Forgetting Cash. Revenues are not cash. Gross margins are not cash. Profits are not cash. Only
cash is cash.

For example, suppose you sell something this month for $100, and it cost you $60 to make it. But
you have to pay your suppliers within 30 days, while the buyer probably won't pay you for at least
60 days.

In this case, your revenue for the month was $100, your profit for the month was $40, and your
cash flow for the month was zero. Your cash flow for the transaction will be negative $60 next
month when you pay your suppliers.

Although this example may seem trivial, very slight changes in the timing difference between cash
receipt and disbursement - just a couple of weeks - can bankrupt your business.

When you build your financial model, make sure that your assumptions are realistic so that you
raise sufficient capital.

Lack of Detail. Your financials should be constructed from the bottom-up, and then validated from
the top-down.

A bottom-up model starts with details such as when you expect to make certain sales, or when you
expect to hire specific employees.

Top-down validation means that you examine your overall market potential and compare that to
the bottom-up revenue projections.

Round numbers - like one million in R&D expenses in Year 2, and two million in Year 3 - are a
sure sign that you do not have a bottom-up model.

Unrealistic financials. Only a very small handful of companies achieve $100 million or more in
sales only five years after founding.

Projecting much more than that will not be credible, and will get your business plan canned faster
than almost anything else.

On the other hand, a business with only $25 million in revenues after five years will be too small to
interest serious investors.

Financial forecasts are a litmus test of your understanding of how venture capitalists think.

If you have a realistic basis for projecting $50-100 million in Year 5, you are probably a good
candidate for venture financing. Otherwise, you should probably look elsewhere.
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Insufficient financial projections. Basic financial projections consist of three fundamental
elements: Income Statements, Balance Sheets, and Cash Flow Statements. All of these must
conform to Generally Accepted Accounting Principles, or GAAP.

Investors generally expect to see five years of projections. Of course, nobody can see five years
into the future. Investors primarily want to see the thought process you employ to create long-term
projections.

A good financial model will also include sensitivity analyses, showing how your projected results
will change if your assumptions turn out to be incorrect. This allows both you and the investor to
identify the assumptions that can have a material effect on your future performance, so that you
can focus your energies on validating those assumptions.

They should also include benchmark comparisons to other companies in your industry - things like
revenues per employee, gross margin per employee, gross margin as a percentage of revenues,
and various expense ratios (general and administrative, sales and marketing, research and
development, and operations as a percentage of total operating expenses).

Conservative assumptions. Nobody ever believes that assumptions are conservative, even if
they truly are.

Develop realistic assumptions that you can support, refrain from using the words "conservative" or
"aggressive" in your plan, and leave it at that.

Offering a valuation. Many business plans err by stating that their company is worth a certain
amount. How do you know? The value of a company is determined by the market - by what others
are willing to pay - and unless you are in the business of buying, selling, or investing in companies,
you probably don't have an acute sense of what the market will bear.

If you name a price, one of two things can happen: (a) your price is too high, and investors will
toss your plan; or (b) your price is too low, and investors will take advantage of you. Both are bad.

The purpose of the business plan is to tell your story in the most compelling manner possible so
that investors will want to go to the next step. You can always negotiate the price later.

STYLISTIC MISTAKES

Poor spelling and grammatr. If you make silly mistakes in your business plan, what does that say
about how you run your business? Use your spelling and grammar checkers, get other people to
edit the plan, do whatever it takes to purge embarrassing errors.

Too repetitive. All too often, a plan covers the same points over and over. A well-written plan
should cover key points only twice: once, briefly, in the executive summary, and again, in greater
detail, in the body of the plan.
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Appearance matters. At any point in time, an investor has dozens if not hundreds of plans waiting
to be read. Get to the top of the pile by making sure that the cover is attractive, the binding is
professional, the pages are well laid out, and the fonts are large enough to be easily read. On the
other hand, don't go too far - you don't want to give the impression that you are all style and no
substance.

EXECUTION MISTAKES
Waiting until too late. The capital formation process takes a long time. In general, count on 6
months to a year from the time you start writing the plan until the time the money is in the bank.

Don't put it off. Your management team should be prepared to invest about 500 hours into the
plan. If you are too busy building your product, company, or customers (which is arguably a better
use of your time), consider outsourcing the development of the business plan.

Failing to seek outside review. Make sure that you have at least a few people review your plan
before you send it out - preferably people who understand your market, sales and distribution
strategies, the VC market, etc.

Your plan may look perfect to you and your team, but that's probably because you've been staring
at it for months. Good, objective reviews from outsiders with a fresh perspective can save you
from myopia.

Over-tweaking. You could spend countless hours tweaking your plan in the pursuit of perfection.
A lot of this time would be better spent working on your product, company, and customers.

At some point, you need to pull the trigger and get the plan out in front of a few investors.

If the reaction is positive, and they want to move forward, great.

If the reaction is negative (assuming that the investor was a good fit to begin with), then you may
have been heading down the wrong path. Get feedback from a couple of investors, and if a
general consensus emerges, go back and refine your plan.

Conclusion. It's a tough investment climate, but good ideas backed by good teams and good
business plans are still getting funded.

Give yourself the best possible chance by avoiding these simple mistakes.
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The Pitch

“The value of a killer technology is zero unless you can show how
it can be turned into a profitable business.”

— W. Daniel Mothersill
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Types of Presentations

There are several levels of oral presentations to investors:

1.

THE ELEVATOR PITCH. As its name implies, this is a brief statement about your
investment opportunity that you can get out in one breath. The sole purpose of the elevator
pitch is to pique the interest of the investor. Success is an exchange of business cards and
an offer for you to call and set up an appointment for an in-depth interview.

The elevator pitch should be memorized and rehearsed enough so that you can give it
without it sounding rehearsed. You never know where you might meet a potential investor:
at a cocktail reception, football game, even in an elevator. An elevator pitch might sound
like this:

“Newko has developed a low-cost and more reliable method for
preserving organs for transplant. We are currently raising $100,000
for patenting and testing.”

“Sugarcoate systems reduce the time to bring new drugs to market
by 20%.”

THE FORMAL PRESENTATION AT A VENTURE FAIR or BUSINESS PLAN
COMPETITION. You will probably be expected to have a PowerPoint presentation to
support your verbal commentary.

The time allotted for pitches varies from 3 to 10 minutes, with 5-8 minutes being the middle
of the bell curve. There may be Q&A during or after presentations. Obviously, you can
cover a lot more material in 3 to 10 minutes than in an elevator pitch, but generally there
will not be time to cover financial projections in detail or the resumes of the management
team. For finances, cover sales and profit projections and funding sought; for the
management team, mention only significant successful and related experiences of key
members.

THE PRIVATE INTERVIEW in the office of the investor. This is what you hope the elevator
pitch or formal presentation leads to.

If meeting with a VC firm, be prepared to present to an investment team of 3 to 5 people.
Plan to give a formal 10-20 minute introductory presentation. Expect to be interrupted with
questions.

Ask about logistics at the time you receive the invitation, or at least prior to the meeting, so
you know what to expect:

a. Number of people in room?

Who are the decision makers? (Look up their bios on investor’s web site.)

b
c. Can you (should you) deliver a PowerPoint presentation?
d. How many people will be in the audience?

e

What is the total amount of time allotted for the interview?
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f.  Anything you should particularly be prepared to cover? (The answer might reveal
their biggest concern.)

g. Research the firm. Who have they invested in (who are their portfolio companies?)

i. Would a relationship with your firm strengthen any of their portfolio
companies? Are there any potential synergies?

ii. Call some of the CEOs of the portfolio companies.
1. What advice do they have?

2. What is it like working with the investors? Do some due diligence
yourself

h. What is their sweet spot for investing? $1 million? $2 million? $5 million?

i. What is the process for securing capital from the firm? If this is not on the web site,
ask.

Bring to the private meeting:
a. Copies of executive summary for all attendees.

b. Copies of the full plan to leave behind. Exclude confidential information, trade
secrets, or content that might be useful to competitors until you obtain a signed
NDA (non disclosure agreement). Discuss the process and timing with your venture
finance or intellectual property attorney.

c. Purchase orders and contracts

If you are meeting with a lender, bring a list of assets that can be pledged as
collateral

e. Business cards (to create a brand identity and project an aura of being in business)

If you make it through this round you will probably be called back to answer more detailed
questions about the full plan and to begin negotiations over the term sheet (the contract
with investors.)

Stay loose.
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Substance: (Content of Oral Presentation to Investors)

The following is a comprehensive outline for an oral presentation. Adjust the amount of detail to
the time allotted. Investors are looking for clear, compelling and credible information. Be concise
but comprehensive.

1. PRODUCT

INTRODUCE SELF AND COMPANY

OPEN WITH A STRONG STATEMENT TO GRAB ATTENTION. Bait the hook.

“Eighty per cent of organ transplants are rejected within three years. Compatico
has developed immune therapeutics to reduce rejections to 50%. The annual
market for our new drug, once approved, is $200 million.”

PRODUCT/SERVICE DESCRIPTION and How it is New and Different
e Describe what creates the demand for your solution:
o “Pain” and/or
o High cost of alternatives
e Explain the “value-proposition”
o How much customers need or want your solution. Give dramatic examples.
o What's it worth to them, literally? Prove it.
PRODUCT/SERVICE DEVELOPMENT STAGE
e Current development status

o Patent status
o Work, timeline and expense remaining before the product achieves full functionality
¢ Major development risks or challenges

2. POTENTIAL
e What is you market niche?
o Define the characteristics of the companies or consumers that need a solution
o How many potential customers are there? Is number growing or declining? Why?
o How many customers do you have now?
¢ What is the potential dollar sales annually in your niche?
o if the market is growing explain why.

e Marketing and Sales Strategy. Briefly explain the expected selling cycle: how you propose
to reach your targeted customers

o Marketing — to raise awareness of product and stimulate buying
o Sales — to give decision-makers a convenient way to learn details and place order

o Support — to help customers understand your product during installation and in use
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If you rely on indirect channels, explain:
o Your approach to reaching distributors

o Whose responsibility it is to raise awareness and generate demand among end-
customers

o Who provides sales and customer support

o Describe special sales incentive programs (if any)

3. POSITIONING (Versus Alternatives)

Technology edge [do not delve into too much detail. Not everyone gets excited about dual
phase paradigm interferometer ether shifts like you do.] Just explain that it will allow jets to
save 50% on fuel costs. That they will understand.

Market competition and why your company is better.

How will the big dogs (well-known companies with established relationships with your
target customers) react to your initiatives?

Are there companies that might leapfrog your solution with better technology?

How will you overcome Market Inertia? (What will it take to get customers to change what
they are using today?)

Patents or other barriers to entry into your market niche by potential competitors.
o Patents — Received, pending. US and abroad.
o Black box technologies — Is your technology difficult to reverse engineer?

o Lead time advantage — Would it take a competitor years to reproduce your
technology?

o Major Customers locked in with exclusive long-term agreements

o Critical suppliers locked in

4. PEOPLE.

MANAGEMENT TEAM [Backgrounds should be varied and include individuals with
business backgrounds; not just technical people.] Has anyone on team led a similar
company to a successful IPO or buy-out?

o CEO (Chief Executive Officer) — Prior entrepreneurial experience in similar
business. You may know your technology, but how do investors know you can run a
business?

o CTO (Technology) — Proven know-how in your core technologies

o CMO (Marketing) — Proven knowledge of the target markets; strong relationships
with distributors or key customers

o CFO (Financial) — Prior IPO or acquisition experience
Identify who is full-time and who is part-time or on the sidelines awaiting funding.

BOARD OF DIRECTOR MEMBERS OR ADVISERS who add strategic value.
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5. PROFIT (This is not the place to go into detail.)

« FINANCIAL FORECAST

Units Shipped

Year 1 Year2 Year 3 Year 4 Year 5

Revenues

Gross Margin %

Gross Profit

EBITDA

e REQUESTED FUNDING AND INTENDED USE OF FUNDS

O

O

O

O

Funding already received
Involvement of owners in funding (skin in the game)

Amount of new funding needed. How long will it last? (To what milestone?)
Intended use of funds

e EXIT STRATEGY. Investors naturally want to know what's in it for them. Tell them how
much they can make in 3 to 5 years, and how they will cash out. If you are seeking equity

capital, how will the investor get his money back? When? If you anticipate being
acquired...

o

o

o

Identify the two or three most likely buyers
Explain why they would be interested

If possible, describe recent acquisitions of comparable companies and the deal
values

Describe any relationships you already have with potential acquirers and
investment banks or VCs that might facilitate your liquidity plans

SUMMARIZE MOST COMPELLING ARGUMENTS:

e Accomplishments. Milestones already reached. Show momentum.

¢ Why is this an exciting investment opportunity? Allow for pitch decay. A week later your

audience will probably only remember about 10% of your presentation. So make sure what
they recall are your strongest points:

o Reason to invest in us #1 (e.g. - Strategic alliances.)

o Reason to invest in us #2
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Questions You Should Be Prepared to Answer

You should expect questions. The first one will probably be the one you were hoping you
wouldn’t be asked. However, you can ensure that you will appear professional and
competent if you spend some time trying to anticipate questions and prepare clear,
concise answers. Don’t try to memorize responses word-for-word, but do commit to
memory important statistics. Finally, be open to advice from your audience. Investors
want to partner with someone who is easy to get along with and who will consider their
ideas for the company.

MARKET OPPORTUNITY

Why is the customer's problem important?
For whom? That is, who, specifically is the customer?

How do we know the market exists? What evidence can you cite, such as independent
market research?

For industrial products...
o What 2-3 industries comprise the most important prospects in Year-1? In Year-3?
o What are the job titles of the buyers (decision-makers) in these prospects?

For consumer products...

o What are the demographics of the two or three most important customer segments?

SOLUTION: PRODUCT/SERVICE

What, specifically, is the product?

What does the product do?

Why would the customer buy this product?
What makes the product unique or special?

How is the product better than other products or alternative methods of solving the
problem?

How much better is it than other solutions?
Can you demonstrate that the product is cost effective?

What special issues relate to manufacturing the product? Any special materials or
processes needed?

What special equipment or facilities are required?
What investment is required to set up manufacturing? For what capacity?

How do you know you can manufacture the product at a cost that will yield acceptable
gross margins?
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COMPETITIVE POSITIONING

o How else can the customer solve the problem?

How do you compare to each alternative solution?
o How are you better?
o Inwhat ways are you worse?

¢ Who are the vendors of these other solutions?
o How do they compete with each other?
e Where will you fit into the industry?

o Why will you be able to compete effectively against them long term?

BARRIERS TO ENTRY INTO THE MARKET BY COMPETITORS

e Why are you confident that no new entrant will come along with a better solution and blow
you away?

o Why do you think you can dominate your market niche?
o What, if any, proprietary technologies are used to make the product?

o Are there patents? If so, what, specifically, do they protect?

PRODUCT/SERVICE DEVELOPMENT

What needs to be done to finish your first product? What's your next act?

How much of the development process does your company perform?
o How much do you rely on outside contractors for development?
o How much do you license from others?

What expertise do you have at developing this kind of product?

What development challenges are most important or difficult to overcome? How do you
intend to do so?

MARKETING AND SALES
o What channels of distribution will you use to deliver your products to your customers?
e How will these channels be established? By whom? When?
o What expertise does your company have to execute the marketing and sales program?
e How are you going to stand out among all the established competitors?

¢ How can you boil down the advantages of your sophisticated technology so prospects will
understand it, quickly and easily?

78



MANAGEMENT TEAM
o What is your background and previous experience?
o Where did the idea for the company come from?
¢ How did you get involved with the company?
o Who is presently involved in managing the company? What are their credentials?
o Why will the management team be able to build a successful company?
¢ If not all management spots are filled, what is the plan for filling them?
e What kind of people are you seeking?

e If you do not expect to be the CEO that builds the business to $10 or 20 million, what kind
of person would you bring in? When?

e How does the board function?

FINANCIALS
o Be prepared to explain “dramatic” numbers, such as:

o “Hockey stick” growth
o Unprecedented margins

o Long periods of negative cash flow. (“Goodness” is positive cash flow in 6 to 12
months)

¢ What investment is required to carry the company to the next major level of valuation?
o When do you expect the next rounds of financing to take place?
o What specific tasks need to be accomplished to do that?

o How long will it take? (Try to identify a “next level” that can be
achieved in less than 18 months.)

o What investment will be required beyond that?

o To the extent possible, explain key assumptions behind your forecast. And make sure the
forecast relates in a logical way to the market forecasts you described previously.

REQUESTED FUNDING AND INTENDED USE OF FUNDS
¢ How much hard-money (cash) have the founders put in?
e How much cash have directors and advisory board members invested?
¢ What equity is available to recruit key executives?

e How did you arrive at your pre-money valuation for this round?

EXIT STRATEGY

o What comparables are you using for your proposed IPO/exit round?
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SUMMARY AND GENERAL

When did the company begin operations?

What exactly does the company do? (This is different than the question: “What does the
product do?”)

What is your long-term vision for the company?

How has it been funded to date?

Where does it stand today?

What are the important strategies for building the business?

What kind of business will it be? (manufacturing, service, distribution, software,
combination?)

What is the business model? (i.e. what will produce the company’s revenue?)
What kind of gross margins will the company have?

What expense levels are required to run the business?

Do you have any corporate partnerships in place?

Do you plan to put any in place?

What are the significant risks your business faces?

80



Style: Creating Understandable and Convincing Presentations

THE DELIVERY

1.

arowDbd

o

11.
12.
13.

14.

The CEO should present so investors can size you up as well as your plan. This is your
chance to show your erudition, command presence, and knowledge of your industry. You
are the brand, the company.

Take bulging items out of your pockets.
Stand up, face the audience, not the screen.
Speak confidently.

Grab their attention. Lead with your strongest suit or a shocking statistic or a 15-second
story that shows how much your product or service is needed.

Pause occasionally so your listeners can catch up.
Vary your voice, especially when you want to emphasize a point.

Avoid salesman’s talk: “This is going to be the hottest selling product,” “We’re going to
replace Google ,” etc. Stick to what you can prove or you will lose credibility.

Avoid tech talk. Keep your language simple and accessible. Remember your audience.

. Don’t fall into the common trap of droning on about how wonderful your technology is and

details of how it works. The investors don’t care—at least not at this stage—how the watch
works, just how they can make money by helping you make watches.

What is the pain customers have; what is your solution; and how much can the investors
make by exploiting this opportunity?

Practice — practice — practice. It does make a difference.

Videotape your rehearsal.

Be PASSIONATE!!! Show that you believe in your concept and that you are bound and
determined for it to succeed, come hell or Katrina.

Make them believe in you and your vision, that you know where the land mines are, and
that you will succeed.

Keith Camhi, CEO of FitLinxx, presenting at a venture fair.
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THE SLIDES

So no one forgets who you are, put company name and logo on every slide. (This is especially
important in a competitive environment with other presenters, as at a venture fair or business plan
competition.)

1.

2.

List 5 or Fewer Points Per Slide.

Don’t waste real estate. Use selling slide titles, like “Why 90% of our customers come
back for more” instead of “Repeat cusomer data.”

Use Large Type (24 points or larger).
Limit slides to 7 lines and 7 words per line.

Audience friendly font like Arial or Helvetica.
Substitute symbols [=, %, >] for words.

If the audience cannot read your material, you will lose their attention.

© 2 60 T 9o

Use phases instead of sentences.
Use A High-Contrast Color Scheme.

Keep The Show Moving. One slide every 30 to 60 seconds is about right . Obviously,
you will require more slides if you use a PowerPoint presentation and "uncover" points on
your slides one at a time.

Use text on slides only to supplement, reinforce or offer examples of claims made in
your talk. (Don’t put your speech on the slides. Nothing is more annoying and boring than
having to listen to someone read a speech.)

Clarity. Don't get clever. This is not a design competition. Which of the following charts
is easier to read? Make sure labels are large and legible. Message of slide should be
grasped in two seconds.
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If you cannot read your PowerPoint or overhead slides from 15 feet away - without
straining - your audience will not be able to read them when projected onto a screen.
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Loan Applications

DEVELOPING YOUR LOAN PROPOSAL

Your loan proposal must answer the following questions:

e Who are you?

¢ How much do you need?

¢ How are you going to pay it back?

o What happens if you can't pay it back?

ELEMENTS OF YOUR LOAN PROPOSAL
Generally, the loan proposal is comprised of the following elements:

Summary: Comes first; written last.

This should be clear, concise, accurate and inviting. You want to summarize how the proposed
loan will be used, how it will be repaid and how it will benefit your business. Remember, that you
are competing with many others, so you'll also want to point out some of the distinguishing
features of your business.

Top management profiles:

The key issue here is who are you? Be prepared to come under close scrutiny. You will need
resumes as well as a summary of experience, qualifications and credentials for all owners and
key members of your management team.

Business description:

You don't need to repeat all of the information contained in your business plan, but you do need
to present a solid description of your business. Include a brief overview of the history of your
business, plus a summary of current activities. Make sure you clearly demonstrate that you
understand your markets and industry (current trends and risks). Include literature showing your
products or services. It is also helpful to include letters from suppliers, customers and other
business references.

Projections:

Include projected income statements and cash flow statements for two to three years. Your
assumptions should be clearly stated and realistic. Generally, you don't need to show "best case'
and "worst case" unless the banker asks you to do so. But do be prepared to answer questions
(in quantifiable terms) about what happens if some of your assumptions don't come true. For
example, if you anticipate obtaining a major new contract or customer as a result of newly
expanded capacity, can you estimate the impact on your income statement if that customer
decides to take her business elsewhere?

Financial Statements:

The loan package must include both business and personal financial statements. Make sure that
you fully understand the "story" that your financial statements tell. Be assured that your banker
will fully analyze your historical financial statements and calculate all the ratios. So, prepare in
advance and point out any significant trends in an introductory paragraph.
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Purpose of the loan:

Present a detailed statement of how you will use the loan proceeds.. Don't forget to include the
proceeds of the loan in your cash flow projections (and the interest in your projected income
statement).

Amount:

Remember, that you are offering the bank a deal that will make them money -- you are not asking
for an "allowance". The attitude you should take is to ask, "how much money do you need, and
how much will they lend?" and not, "will they lend it?"

Repayment plans:

You will have to make some assumptions about the terms of the loan in your proposal.
(Obviously, this is necessary to prepare the initial financial projections.) In the first package, you
will propose the terms that you want, but ultimately this will be a point that will be negotiated with
the bank. The bank will consider a number of factors as they assess the overall risk of the loan
and this will impact the repayment terms they are willing to give you.

Selecting the bank:

You may already have a relationship with a bank, and this is generally the logical first choice for
borrowing money. But whether this is your first loan, or you are borrowing additional money, you
should consider several points before selecting the bank.

Although you may need money, you should be in the driver's seat when it comes to choosing the
bankers or partners you want to deal with. Make sure the bank is sincerely interested in your
business and will provide you with the services you need. You should also look for a banker with
whom you feel you can develop a good ongoing relationship and that has experience with similar
businesses. Keep in mind the value of your business to the community and what its future deposits
could mean for the bank.

Key questions to ask bankers include the following:

e Do they specialize in your industry?

o What is the average size of their borrowers?

o Does the banker make commercial loans or only consumer loans?

¢ Does the bank make loans in the same range as your capital requirements?

Whether you patronize a large commercial bank or a small community bank will depend on your
needs. Major banks tend to offer a wider range of services and locations, which may be important
if have the need for a variety of financial products and services. Community banks, on the other
hand, are smaller, meaning that the banker you deal with daily might be able to make your
financing decision personally or get it through the bank hierarchy quicker.

Presenting your loan proposal

Okay, now your loan package is prepared and its time to get ready to present your proposal.
Before you go to the bank it is a good idea to role play with someone you trust. This is not the sort
of presentation that you make every day, and this can help ensure that you are comfortable
discussing all the material in your loan package, and have considered all the questions your
banker might ask in the initial interview. If you have a question about how to present your loan,
now might be a good time to visit the Info Exchange - discussion forum on lending and seek the
advice of an expert or another business owner that has been through this before.
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Before you approach a bank you should:

o Have comprehensive written documentation ready.

e Know your numbers inside and out.

« Know what collateral you can offer.

o Be prepared to sell yourself.
Handle the meeting professionally -- make an appointment, show up on time and have a business
demeanor throughout the meeting. You should tell a prospective banker what benefit your
business brings to the bank in terms of average balances in checking accounts, savings accounts,

and present and future financial needs. You should also ask them questions to see if you think
they are the right people to handle your account.

After you present your loan proposal, ask the banker what can be expected in terms of a response
time, or when they will request additional information. Obviously, the request won't be approved in
the initial meeting. But if you've done your homework, you will already have a good idea of
whether or not your loan is likely to be approved.

If your loan is approved: (besides celebrate) make sure that you:
Thoroughly review all loan documents and understand before signing. Consult with your lawyer or
accountant if you have any questions.

o Get documents in on time -- frequently there are a number of documents that cannot be
finalized until after the loan is approved and closed. Keep up that good impression the bank has
of you by promptly responding to requests for additional information, documents, signatures, etc.

¢ Maintain close contact with your loan officer. It is a good idea to give your banker progress
reports -- the bank now has a vested interest in your success and will want to be kept current on
your progress.

o Communicate problems. Bankers, don't like surprises, particularly if the news is bad. So,
make sure they are one of the first contacted if you encounter any problems.

Once your banker makes a loan to you, he or she has a vested interest in your business success.
If you prosper, the bank prospers. If you fail, the loan they approved is not going to be paid.

If your loan is not approved:

e Don't despair.

¢ A "no" today doesn't necessarily mean no forever.

o Don't take it personally.

¢ Be gracious.

o Ask the banker to explain "why" your loan was not approved.

o Don't get defensive, seek information so that your next proposal addresses and corrects
any deficiencies in the current application

Where to turn for help:

There are a number of resources available to help you prepare your loan proposal, including SBA-
affiliated Women's Business Development Centers, Small Business Development Corporations,
and Service Corps of Retired Executives (SCORE).
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Glossary

ACCREDITED INVESTOR. Potential investors who meet certain minimum net worth or income
tests (as determined by the SEC) as they relate to certain exempt offerings. See also
Sophisticated Investor, and consult with your legal counsel for further clarification.

ANGEL INVESTOR (ANGEL). Individuals who invest in businesses looking for a higher return than
they would see from more traditional investments. In return for their investment they often are
highly involved in the business. Usually they are the bridge from the self-funded stage of the
business to the point that the business needs the level of funding that a venture capitalist would
offer. Funding estimates vary, but usually range from $50,000 to $1.5 million.

BLUE SKY LAWS. The name applied to the securities laws of various states enacted to protect
investors. While the SEC regulations are national in application, various states have securities
laws that affect private and/or public offerings.

BROKER. A commonly used term applied to individuals or firms that trade securities. Brokers
execute trades of securities between buyers and sellers in return for a fee or commission. Brokers
do not own the securities in which they trade and, accordingly, do not share in the risks or rewards
of ownership.

BUSINESS VALUATION. An estimate of the worth of a business entity and its assets.

CLOSELY HELD COMPANY. A company where the equity interests are held by a few
shareholders.

DUE DILIGENCE. An investigation conducted by investors or others on their behalf that the
assumptions are reasonable and that sales data, profit projections, listed assets, liabilities and
other factors of a business plan contain no significant untrue or misleading information and that no
material information has been omitted. For high-tech ventures, due diligence will include a
feasibility review of critical technologies (will the gadget really do what the inventor claims and is
the product or process superior to alternatives?) and whether the owner of the intellectual property
hold an iron-clad patent protecting the companies exclusive rights to the technology.

EARLY STAGE. Seed Financing, Start-up Financing and First-Stage Financing

GOING PUBLIC. The process of a privately owned company selling its ownership shares to the
investing public. See Initial Public Offering.

INITIAL PUBLIC OFFERING (IPO). The offering or sale of a company's securities to the investing
public for the first time (i.e., converting a company from private to public ownership).

INSTITUTIONAL INVESTORS. Non-individual shareholders that invest on a regular basis.
Institutional investors include pension funds, mutual funds, and trusts.

INTRASTATE OFFERING. A securities offering limited to investors residing in the state in which
the issuer is doing a significant portion of its business. Such offerings are usually exempt from
registration with the SEC.
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INVESTMENT BANKER. A person or (usually) a firm that, among other things, underwrites
securities, functions as a broker/dealer, and performs corporate finance and merger and
acquisition advisory services. Investment bankers are usually full-service firms that perform a
range of services, as opposed to an underwriter or broker/dealer, which only provides one specific
service. Investment bankers typically are not direct investors but find investors for a fee. Usually a
percentage of the amount raised. There may also be a fixed fee or minimum charge for their
services.

JOINT VENTURE. An arrangement whereby two or more parties (the venturers) jointly control a
specific business undertaking and contribute resources towards its accomplishment.

LEVERAGED BUYOUT. An acquisition of a company financed largely by debt.

LIMITED OFFERING. An offering of securities exempt from registration due to exemptions for the
limited size of the offering and the limited number of purchasers.

MERGERS. A business combination where one entity becomes a part of another entity.

OFFERING CIRCULAR. Sometimes referred to as a private offering memorandum. A document
used in certain securities offerings that are exempt from SEC
registration requirements.

OPTIONS. A security giving its owner the right to purchase or sell a company's shares at a fixed
date and agreed-upon price. (See also Warrant.)

PRIVATE PLACEMENT. An offering that is exempt from the requirements of registration and is
limited in distribution.

PRO FORMA. Financial statements or financial tables prepared as though certain transactions
had already occurred. For example, a registration statement might include a pro forma balance
sheet that reflects the anticipated results of the offering.

PROSPECTUS. The primary selling document in an offering distributed to potential investors. The
prospectus provides information about the company and the offering. See also Preliminary
Prospectus and Final Prospectus.

ROAD SHOW. A presentation to potential investors, brokers, and dealers by the company's
management and underwriters in order to facilitate a securities offering.

RULE 144A. An SEC exemption permitting the sale of certain restricted stock without registration.

RULE 504. A rule under Regulation D that permits an issuer to raise up to $1,000,000 within a 12-
month period. Under Rule 504, a company may offer securities to an unlimited number of investors
and need not provide an offering circular to them.

RULE 505. A rule under Regulation D that exempts from registration offers and sales of securities
of up to $5,000,000 during any 12-month period. Rule 505 limits the number of non-accredited
investors to 35; however, there can be an unlimited amount of accredited investors.

RULE 506. A rule under Regulation D that allows for the private placement of securities with an
unlimited number of accredited investors and up to 35 "sophisticated" non-accredited investors
regardless of the dollar amount of the offering.

S CORPORATIONS. Corporations that have 35 or fewer shareholders and meet certain other
requirements of the Internal Revenue Code. An S corporation is taxed by the federal government
and some states in a manner similar, but not identical, to a partnership.
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SAFE HARBOR RULE. SEC provisions that protect issuers from legal action if specified
requirements have been satisfied or, in certain cases, if a good-faith effort has been made to
comply with specified requirements.

SECOND-STAGE FINANCING. Growth financing for market penetration following the initial
financing round.

SECONDARY OFFERING. An offering by the company's shareholders to sell some or all of their
stock to the public. The proceeds of a secondary offering are received by the selling shareholders,
not by the company.

SECURITIES ACT OF 1933 (1933 ACT). Under the 1933 Act, a registration statement containing
required disclosures must be filed with the SEC before securities can be offered for sale in
interstate commerce or through the mail. The 1933 Act also contains antifraud provisions that
apply to offerings of securities.

SECURITIES AND EXCHANGE COMMISSION (SEC). The SEC is the federal agency responsible
for regulating sales and trading of securities through its administration of the federal securities
laws, including the 1933 and 1934 Acts.

SECURITIES EXCHANGE ACT OF 1934 (1934 ACT). The 1934 Act requires companies
registered under the 1933 Act to file periodic reports (e.g., Forms 10-K and 10-Q) with the SEC
and to disclose certain information to shareholders. Companies traded over the counter with 500
or more shareholders and total assets of more than $10 million and companies that elect to be
listed on a national stock exchange must file a registration statement to register under the Act.

SEED FINANCING. Second Stage Financing, Third Stage Financing and Going Public.

SOPHISTICATED INVESTOR. Potential investors who are capable of evaluating the merits of the
investment venture as related to certain exempt offerings. See also Accredited Investor, and
consult with your legal counsel for further clarification.

START-UP FINANCING. The product is prepared for opening up the market. The company is
being built up or is newly in business and its product is not yet on the market.

VALUATION. An estimate of the worth of a business entity and its assets.

WARRANT. A security entitling its owner to purchase shares in a company under specified terms.
An option is a form of warrant.
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