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NASAA 
Small Company Offering Registration (SCOR) Issuer’s Manual

Part I

SCOR Requirements and General Instructions

Welcome to the Small Company Offering Registration (SCOR) Issuer’s Manual. Part I of this Manual informs you of the general requirements to use and file the Form U-7, called the “SCOR Form.”

Part II of the Manual provides specific directions on how to fill out the SCOR Form. Once completed, the SCOR Form may be filed as the main disclosure document for offerings being registered in all states accepting SCOR. Additionally, the SCOR Form may be used as the Model A disclosure document for offerings filed federally pursuant to Regulation A of the Securities Act of 1933.

Throughout this Manual we refer to the Form U-7 and Model A disclosure documents as just the “SCOR Form” or the “Disclosure Document.”

This Manual is intended to help small companies comply with state securities laws. You should also be aware of the need to comply with federal securities laws. Information on complying with these laws is available from the U.S. Securities and Exchange Commission.

1. Requirements for Small Company Offering Registrations

The following provisions summarize the Statement of Policy of the North American Securities Administrators Association (NASAA) regarding Small Company Offering Registrations. The Statement of Policy appears in Appendix C of Part II of this Manual and should be read in its entirety as these requirements must be met in order for a company to use the SCOR Form.

A. The Company issuing the securities shall:

1) be a corporation or limited liability company organized under the laws of the United States or Canada;

2) not be subject to the reporting requirements of the Securities Exchange Act of 1934;

3) not be an investment company under the Investment Company Act of 1940;

4) not be engaged in petroleum exploration and production, mining, or other extractive industries;

5) not be a development stage company with no specific business plan or purpose other than merger; and

6) not be disqualified under other requirements in the NASAA Statement of Policy Regarding Small Company Offering Registrations. The Company’s officers, directors, and promoters are not disqualified because of prior violations of the securities laws as more fully set forth in the Statement of Policy.

B. The offering price for common stock or common ownership interests must be greater or equal to US $1.00 per share or unit of interest. The issuer must agree with the state securities administrator that it will not split its common stock, or declare a stock dividend for two years after the effective date of the registration if such action has the effect of lowering the price below US $1.00.

C. Commissions, fees, or other remuneration for soliciting any prospective purchaser in connection with the offering are only paid to persons who, if required to be registered or licensed, are appropriately registered or licensed.

D. Financial statements shall be prepared in accordance with either U.S. or Canadian generally accepted accounting principles. Interim financial statements may be unaudited. All other financial statements shall be audited by independent certified public accountants. However, if certain conditions are met, such financial statements in lieu of being audited may be reviewed by independent certified public accountants in accordance with the Accounting and Review Service Standards promulgated by the  American Institute of Certified Public Accountants or the Canadian equivalent.

Historically, state legislatures have generally followed two approaches to the regulation of public offerings of securities such as those made under the SCOR Form. Some states deal solely with the disclosure made to investors. In addition to disclosure, other states also apply substantive fairness standards to public offerings in order to assure that the terms and structure of the offering are fair to investors. In particular, those standards are designed to require the promoters of the Company to share its potential risks and rewards fairly with the public investors. Those standards vary from state to state and as a general rule must be complied with by a Company in order to register its securities in those states.

You may anticipate receiving comments from securities examiners in states in which registration is sought. Depending upon the regulatory approach taken by the state, those comments may be limited to requests for disclosure of additional information or may also require that certain terms of the offering be modified to comply with the state’s substantive fairness criteria. Failure to resolve outstanding comments can lead to denial of an application for registration.

A Company, prior to using the SCOR Form, may wish to contact the staff of the securities administrator of each state in which the offering is to be filed to review applicable substantive fairness standards. It may be possible to arrange a prefiling conference with the securities administrator’s staff.

2. General Instructions to SCOR

A. The SCOR Form, when properly filled in, signed, and submitted, together with the exhibits scheduled below and a Form U-1 Uniform Application to Register Securities constitutes an application for registration for the states listed at the bottom of the cover page of the SCOR Form. There should be filed with each state listed a signed original of the SCOR Form, together with an executed Form U-1 and a signed original of the consent to service of process constituting Exhibit 7. Any references in the Form U-1 to SEC registration and effectiveness should be disregarded and Questions 6 and 8(a) of the Form U-1 are inapplicable. The Form U-1 should set forth the amount of securities being registered in that state and the method of calculating the filing fee, and there should be enclosed a check for the amount of the filing fee. Changes or revisions to the Disclosure Document must also be signed.

B. Each state must separately declare the registration effective by an order to that effect unless that state has some other procedure applicable to registration on the SCOR Form. Once registration is effective as to a given state, the effective date should be noted at the bottom of the cover page of the SCOR Form.

C. If the space provided is insufficient, additional space should be created by adding more lines to the SCOR Form. Care should be taken to assure the SCOR Form is accurately and completely reproduced. Smaller type size should not be used, script or italic type styles should be avoided.

D. There must be submitted to the state securities administrator an opinion of an attorney licensed to practice in a state, province, or territory of the United States or Canada that the securities to be sold in the offering have been duly authorized and when issued upon payment of the offering price will be legally and validly issued, fully paid and nonassessable and binding on the Company in accordance with their terms.

E. The SCOR Form constitutes the disclosure document, offering circular, or prospectus and the SCOR Form, once filled out, filed and declared effective, may be reproduced by the Company by copy machine or otherwise for dissemination to potential investors. (The Company is cautioned to control the copying and distribution to prevent inaccurate or unreadable copies from being used and to prevent other unauthorized uses for which the Company may nevertheless be deemed responsible.) Reproduced copies should be on white paper and should be stapled or secured in the left margin without a cover of any type.

F. The Company should expect that the office of the state securities administrator may have comments and questions concerning the answers set forth on the SCOR Form and that changes may be required to be made to the answers before the registration is declared effective. Comments and questions may either be included in a letter or made by telephone communication initiated by the office of the securities administrator in response to the filing.

G. No offers or sales may be made in a state until the registration has been declared effective by the state securities administrator. When the registration has been declared effective in a state, offers and sales may be made in that jurisdiction even though registration in other jurisdictions has not been declared effective. This Disclosure Document must be delivered to each investor before the sale is made, i.e., (a) before any order is entered; (b) any subscription agreement is signed; or (c) any part of the purchase price is received. The registration statement will be effective only for the same time period specified in the order of the securities administrator, which may be different for different jurisdictions; however, no registration statement shall remain effective in a particular jurisdiction for a period greater than one year.

H. After the registration has been declared effective, and while the offering is still in progress, if any portion of the SCOR Form should need to be changed or revised because of a material event concerning the Company or the offering to make it accurate and complete, it must be appropriately changed, revised, or supplemented. If changed, revised, or supplemented (including an addition on the cover page of another state in which the offering has been registered) the SCOR Form as so changed, revised, or supplemented, clearly marked to show changes from the previously filed version, should be filed and cleared with the securities administrator of the jurisdiction before use. If any of the changes or revisions are of such significance that they are material to the making of an investment decision by an investor, and if the minimum proceeds have not been raised, after filing with and clearance by the securities administrator, the Disclosure Document as so changed, revised, or supplemented should be recirculated to persons in the state or province that have previously subscribed, and they should be given the opportunity to rescind or reconfirm their investment.

I. Options, warrants, and similar rights to purchase securities constitute a continuous offering of the underlying securities during the exercise period and require the securities to be registered and the Disclosure Document to be kept continuously current throughout the exercise period through the use of the above amendment procedure or by means of a supplement, as appropriate. Upon any change, revision, or supplement  to the Disclosure Document, a copy must be promptly furnished to the holders of options, warrants, and similar rights.

J. Any and all supplemental selling literature or advertisements announcing the offering should be filed by the Company and cleared with the securities administrator of each state or province prior to publication or circulation.


K. Attach to the Disclosure Document for the Company and its consolidated subsidiaries, a balance sheet as of the end of the most recent fiscal year. If the Company has been in existence for less than one fiscal year, attach a balance sheet as of the date within 135 days of the date of filing the registration statement. If the first effective date of state registration, as set forth on the Cover Page of this Disclosure Document, is within 45 days after the end of the Company’s fiscal year and financial statements for the most recent fiscal year are not available, the balance sheet may be as of the end of the preceding fiscal year and there shall be included an additional balance sheet as of an interim date at least as current as the end of the Company’s third fiscal quarter of the most recently completed fiscal year. Also attach, for the Company and its consolidated subsidiaries and for its predecessors, statements of income and cash flows and statements of changes in stockholders’ equity for the last fiscal year preceding the date of the most recent balance sheet being attached, or such shorter period as the Company (including predecessors) has been in existence. In addition, for any interim period between the latest reviewed or audited balance sheet and the date of the most recent interim balance sheet being attached, provide statements of income and cash flows. 

If since the beginning of its last fiscal year the Company has acquired another business, provide a pro forma combined balance sheet as of the end of the fiscal year, and a pro forma combined statement of income as if the acquisition had occurred at the beginning of the Company’s last fiscal year, if any of the following exists: (a) the investments in and advances to the acquired business by the Company and its subsidiaries (other than the acquired business) exceed 20% of the Company’s assets on its consolidated balance sheet at the end of the Company’s last fiscal year; (b) the Company’s and its subsidiaries’ (other than the acquired business’) proportionate share of the total assets (after intercompany eliminations) of the acquired business exceed 20% of the assets on the consolidated balance sheet; or (c) the Company’s and its subsidiaries’ (other than the acquired business’) equity in income from continuing operations before income taxes, extraordinary items and cumulative effect of a change in accounting principle, of the acquired business exceed 20% of such income of the Company and its consolidated subsidiaries for the Company’s last fiscal year.


The financial statements should reflect all stock splits (including reverse stock splits), stock dividends and recapitalizations even if they have occurred since the date of the financial statements.

L. SCOR Filing Exhibits: There shall be filed with the state securities administrator, at the same time as the filing of the SCOR Form, copies of each of the following documents to the extent applicable as exhibits to which the securities administrator may refer in reviewing the SCOR Form and which will be available for public inspection by any person upon request.

1) Form of Selling Agency Agreement.

2) Company’s articles of incorporation or other charter or organizational documents and all amendments thereto.

3) Company’s by-laws or operating agreement as amended to date.

4) Copy of any resolutions by directors or managers setting forth terms and provisions of capital stock or ownership interests to be issued.

5) Any indenture, form of note, or other contractual provision containing terms of notes or other debt, or of options, warrants or rights to be offered.

6) Specimen of security to be offered (including any legend restricting resale).

7) Consent to service of process (Form U-2) accompanied by appropriate corporate or company resolution (Form U-2A).

8) Copy of all advertising or other materials directed to or to be furnished investors in the offering.

9) Form of escrow agreement for escrow of proceeds.

10) Consent to inclusion in Disclosure Document of Accountant’s report.

11) Consent to inclusion in Disclosure Document of tax advisor’s opinion or description of tax consequences.

12) Consent to inclusion in Disclosure Document of any evaluation of litigation or administrative action by counsel.

13) Form of any subscription agreement for the purchase of securities in this offering.

14) Opinion of counsel required in paragraph 4 of these General Instructions.

15) Schedule of residence street addresses of officers, directors, managers, and principal stockholders or owners.

16) Work sheets showing computations of responses to Questions 5, 6, 7(a), 8(a), 8(b), and 17(a), 37, 38, and 41(a) using forms attached to these General Instructions.

3. Regional Review
A company that intends to conduct a SCOR offering in two or more states should contact the states to determine if the offering can be filed for regional review. In filing for regional review, the Company will, in most cases, confer with a lead state that will coordinate the review and comments of all the states in which the offering is to be made. Upon completion, the offering will become effective in all these states.

Part II

Specific Directions to Help You Complete 

the SCOR Form

1. Tips From the Securities Examiners

Filling out the SCOR Form can present difficulty without some ideas about how to proceed.  Before diving into the SCOR Form, the state securities examiners suggest that you consider the following general guidelines:  

No. 1:

Familiarize yourself with the securities laws of the states in which the Company intends to offer.  If you have a specific question on a particular state’s law, call for the examiner handling SCOR filings in that state before you fill out the SCOR Form.

No. 2:

Read the General Instructions to the SCOR Form in Part I of this Manual. Understanding these General Instructions is helpful before you address the specific instructions and discussions under each question.

No. 3:

Review the entire SCOR Form before answering any question.  Think about what each question is asking.  This will help locate the appropriate place for the Company’s disclosures.

No. 4:

Determine whether the SCOR Form will be adequate for the types of disclosures the Company must make.  The SCOR Form does not have questions that cover certain types of businesses and business activities. Issuers with complex capital structures or subsidiaries, portfolio companies, such as real estate investment trusts, financial companies and mortgage pools and cooperatives, may not find the SCOR Form suitable.  If the questions in the SCOR Form do not cover all the important areas of disclosure, the SCOR Form should not be used.

No. 5:  
Focus the Company's disclosures on the use of the money to be raised and the period of time over which the money will be expended. Concentrate on the most important aspects of the Company's product and development. Discussions that project many years into the future are too speculative and divorced from the realities of small business.

No. 6:

Write about the risk factors of the offering only after you have completed all other sections of the SCOR Form.  Question 2 of the SCOR Form requires the Company to list in order of importance the major risks to the investor.  The Company can best determine the priority of the risk factors after the Company finishes the disclosures in the rest of the SCOR Form.

No. 7:

Be as brief as possible in answering the questions.  The challenge in filling out the SCOR Form is to disclose all material facts about the Company's offering in the shortest and most readable way.  Brevity, however, does not excuse failure to make full disclosure.  If further discussion is required on any question, the SCOR Form should be expanded to accommodate this.  Disclosures can always be made in Question 45 when no other place can be found for them.

No. 8:

Avoid hype, just stick to the facts.  Knowledgeable investors will always be looking for the essential features of the Company's business plan.  Avoid the use of technical jargon that will not be understood by investors or examiners.  If a technical term must be used, define or explain it in the context of the answer.  Plain and straight forward discussions will be well received.

No. 9:

Answer each question presented.  If the question is inapplicable, so indicate. The SCOR Form encourages cross-referencing disclosure sections.  The Company should not, however, refer to other sections or documents such as a business plan rather than answering the questions.

No. 10:
Prepare a worksheet showing the computations used to arrive at the ratios, percentages, and numerical responses to Questions 5, 6, 7(a), 8(a), 8(b), 17(a), 37, 38, and 41(a). Some states may require that the worksheet be filed as an exhibit to the application to register securities. Check your work against the Company’s financial statements.
No. 11:
Obtain the assistance of an accountant and attorney familiar with financial accounting and securities or corporate law.  Although the Company’s management may feel comfortable in completing the SCOR Form, several of the questions in the SCOR Form relate to legal, accounting, or tax matters that require the review of a professional.

2.

A Cautionary Word Before Reading the Rest of This Manual

This manual has been prepared by state securities examiners with the goal of helping small companies filing a SCOR Form. The directions, discussions, definitions, and technical details in the manual are intended to help companies to meet their disclosure obligations under state and federal securities laws. Every company has its own story to tell and no manual can provide all the answers. The views set forth in the manual are not the last word and do not necessarily represent the official position of any state securities administrator.
3.

How to Complete the SCOR Form

Be very careful and precise in answering all questions. Give full and complete answers so that they are not misleading under the circumstances involved. Do not discuss any future performance or other anticipated event unless you have a reasonable basis to believe that it will actually occur within the foreseeable future. If any answer requiring significant information is materially inaccurate, incomplete, or misleading, the Company, its management and principal shareholders may have liability to investors. The selling agents should exercise appropriate diligence to determine that no such inaccuracy or incompleteness has occurred, or they also may be liable.

Cover page

The Cover Page summarizes and highlights some of the essential information of the offering. The first page of the disclosure document should be the Cover Page.

After completing the entire disclosure document, the Company should return to review the Cover Page and check the numbers.  Has the Company correctly characterized what phase it is in (i.e., “never conducted operations”, “development stage”, etc.)? Note that more than one box may need to be checked.

For the purposes of characterizing the company on the Cover Page, the term “developmental stage” has the same meaning as set forth in the Statement of Financial Accounting Standards 7 (June 1, 1975). A company is in the development stage if substantially all of its efforts are devoted to establishing the business. A development stage company may have commenced its principal operations, but it has not yet produced significant revenues.  Development stage activities include:  establishing a business plan; raising capital; engaging in research and development; establishing supply sources; acquiring property, plant,  and equipment; recruiting and training personnel; developing  markets; and starting up production.

Table of Contents
A Table Of Contents is one of the required features of the SCOR Form.

In reviewing the final Disclosure Document, the Company should check the pagination of the Table of Contents against the actual contents of the SCOR Form and should insert at the bottom of the Table of Contents the number of pages in the SCOR Form.  The inserted number of pages must correspond to the actual number of pages on file with the state Securities Administrator.  Amendments to the SCOR Form may change the number of pages from the original filing.

The Company

Question 1


Exact Company name:



State and date of organization:



Street address of principal office:



Company telephone number:



Fiscal year:  (Month) (Day)



Person(s) to contact at Company with respect to offering:



Telephone number (if different from above):
Contact Person.  In Question 1 the Company must disclose the person that potential investors should contact to ask questions or to purchase securities offered in the Disclosure Document.  Under state law, this person may be required to be a registered securities sales agent.

Description of Company.  The Company may add a brief description of the Company's business on the cover page or at the end of its answer to Question 1.  This should be no more than one or two sentences. Adding this information lets the reader know what kind of business the Company is in.  Alternatively, a Company might include similar information on the Cover Page.  If the Company inserts a description, it should be extremely short as the Company's business will be fully described in Questions 3(a),(b) and thereafter.

Risk factors
Question 2

List in the order of importance the factors that the Company considers to be the most substantial risks to an investor in this offering in view of all facts and circumstances or which otherwise make the offering one of high risk or speculative (i.e., those factors which constitute the greatest threat that the investment will be lost in whole or in part, or not provide an adequate return).
The purpose of risk factors is twofold:

1. To warn investors of the risks involved and;

2. To protect the Company from later claims that investors were not told all of the material risks.

The Company should avoid generalized statements and include only those factors which are unique to the Company. No specific number of risk factors is required to be identified. If more than 16 significant risk factors exist, add additional lines and number as appropriate. Risk factors may be due to such matters as cash flow and liquidity problems, inexperience of management in managing a business in the particular industry, dependence of the Company on an unproven product, absence of an existing market for the product (even though management may believe a need exists), absence of an operating history of the Company, absence of profitable operations in recent periods, an erratic financial history, the financial position of the Company, the nature of the business in which the Company is engaged or proposes to engage, conflicts of interest with management, arbitrary establishment of offering price, reliance on the efforts of a single individual, or absence of a trading market if a trading market is not expected to develop. Cross-references should be made to the Questions where details of the risks are described.

There are several risk factors that are common to small companies, especially those in the development stage.  These risk factors include:

· liquidity problems;

· inadequate capitalization;

· inexperience of management;

· absence of operating history;

· absence of a market for the company's products or services; and, of course,

· absence of a market for its stock or other securities.

Examples of important risk factors are set forth in Appendix B.

Business and properties

Question 3(a)

With respect to the business of the Company and its properties:

Describe in detail what business the Company does and proposes to do, including what products or goods are or will be produced or services that are or will be rendered.

Description of the business.  Question 3(a) asks the Company to describe what the Company does in detail but not too much detail. The description should be brief and plainly describe what the Company does or will do. Usually this description involves the Company's main product or service line. Good answers to Question 3(a) explain the context in which the Company provides the product or service.

In describing the business context, these questions ordinarily need answering:

· Who does the Company sell its products or services to?

· Why are the customers using the Company's products or services?

· Is the Company's business retail or wholesale?

· Are the products made to customer specifications or mass produced?

The answers should emphasize the operation of the business as well as its products or services.

Avoid technical description. The Company should make its description intelligible to members of the general public, not just to fellow specialists.
  If the nature of the company is technical, a definition or explanation of terms may be necessary in this subsection.

Present v. future operations.  Question 3(a) must be broken down into its parts:  What the Company does now and what the Company proposes to do.  What products or services the Company produces now and what products or services the Company proposes to produce. 

The Company should limit its answers to activities presently engaged in and activities in which it intends to engage in the immediate future. For most new small businesses predicting the near future is difficult, predicting the far future is impossible.  The Company  should also distinguish activities using money from sources other than the proceeds from this offering of securities.  This might be handled in separate paragraphs to produce clarity. 

Minimum v. maximum offering proceeds. The Company should distinguish between what the Company will do at the minimum and maximum offering amounts.  Remember that many small business offerings never raise the maximum amount so that the disclosure should emphasize what the Company will do if just the minimum is raised.

Multiple products or businesses. If the Company discloses that it will undertake a number of products or businesses, the disclosure must be directed to the first (or most important) product or business.  Ordinarily the first (or most important) product or business will be the one that is expected to bring immediate revenues to the Company.

Secondary intentions or more remote ideas of the Company should be de-emphasized and set out in a separate paragraph or dropped altogether. The disclosure should emphasize the product or business covered by the proceeds from the offering. Disclosure of intentions that go well beyond the use of proceeds which depend on the future operations of the Company are too speculative.  Generally, the time frame  for the development of a small company should correspond to the use of its available resources and the use of the offering proceeds.

Over eagerness.   Limit disclosures in Question 3(a) to those that answer the question: what is the Company's business? Focus on the products or services that the Company will be selling.  For instance, answers that discuss the process by which the Company intends to produce the products belong in Question 3(b), answers about the Company's competitive strategy belong in item 3(c),  or about the Company's marketing strategy in item 3(d). Some overlap in the answers is appropriate, though, in order to provide a smooth transition between the sections.

Question 3(b)

With respect to the business of the Company and its properties:

Describe how these products or services are to be produced or rendered and how and when the Company intends to carry out its activities.  If the Company plans to offer a new product, state the present stage of development, including whether or not a working prototype is in existence.  Indicate if completion of development of the product would require a material amount of resources of the Company, and the estimated amount.  If the Company is or is expected to be dependent upon a limited number of suppliers for essential raw materials, energy or other items, describe.  Describe any major existing supply contracts.

Production of the product.  Question 3(b) focuses on how the Company will produce the product or service.  It is helpful for the Company to describe simply how it will produce the product or service from start to finish.  For product oriented companies, focus on three areas: 

· manufacturing, 

· assembling, and 

· marketing.
It is important to disclose what the Company does itself and what others will do.  For example, the Company might manufacture the final product or manufacture components and sell them to others who will produce the final product.  The Company may only assemble its product from components it purchases.  Who markets and distributes the product?  The Company may be in the chain of distribution. In each case, the Company should be able to tell what it does, what it relies on others to do, and, roughly speaking, what resources (plant, inventory, employees, capital) the Company will need to start or continue its manufacturing, assembling or marketing.

If the Company is already producing a product or service, disclosure should concentrate on how the production of the product or service will change with the use of the offering proceeds. The Company should cross-check the disclosure with the Use of Proceeds Section. The disclosure of the production of products or services may vary depending on whether the Company sells the maximum or only the minimum offering.

Avoid technical production descriptions.  The Company should avoid technical descriptions of the production process.  Question 3(b) does not require the Company to write a technical manual which enables the reader to operate its machinery. Instead, the response to the question should describe in a general way the manufacturing or distribution process.  The Company should avoid using technical terms, but if it must use them, the Company should define them.

Supply contracts.  The last two parts of Question 3(b) deal with the sources and availability of supplies and raw materials. The questions ask the Company to disclose its dependency on suppliers and any major existing supply contracts it has.  What if the Company's supplier drastically raises prices, or interrupts or discontinues supplies?  The loss of a major supply contract to a small business could have a heavy impact on the Company. Are there other sources of supply? How long will it take to replace the supplies? At what cost? The consequences of the impact should be disclosed in Question 3(b) and the Company should further consider if a special risk factor should be included under Question 2.

The Company must briefly discuss the material terms of a major or sole source contract. Some contracts may require the Company to purchase a minimum amount of materials or to meet other performance requirements. 

Question 3(c)

With respect to the business of the Company and its properties:

Describe the industry in which the Company is selling or expects to sell its products or services and, where applicable, any recognized trends within the industry.  Describe that part of the industry and geographic area in which the business competes or will compete. Indicate whether competition is or is expected to be by price, service, or other basis.  Indicate (by attached table if appropriate) the current or anticipated prices or price ranges for the Company’s products or services, or the formula for determining prices, and how these prices compare with those of competitors’ products or services, including a description of any variations in product or service features.  Name the principal competitors that the company has or expects to have in its area of competition.  Indicate the relative size and financial and market strengths of the Company’s competitors in the area of competition in which the Company is or will be operating.  State why the Company believes it can effectively compete with these and other companies in its area of competition.

Description of the industry.  The Company must briefly describe the overall industry and then describe the part of the industry in which the Company will be operating.  The Company should try to distinguish between competitive conditions in the entire industry and competition in the particular markets in which the Company will operate.

Generally speaking, the more developed the Company's market or product (or service), the more narrowly it may define its industry for the purpose of answering this question.  This is particularly true if the Company's competitive strategy is based on factors other than price. For example, in the case of a winery, there is often disclosure of volume production by large enterprises, but the Company most often is functioning in a market niche and, therefore, its principal competitors will be “local wineries” or wineries that sell just premium wines.

Industry information.  In Question 3(c) the Company briefly describes the industry, the industry trends, and its segment of the industry.  General industry information orients the investor and sets the stage for the specific disclosures about the Company. General  information is useful in showing the broad trends in the industry, such as: more people are eating in restaurants or participating in recreation. Industry information is also useful where the Company already successfully operates in the industry and can quantify its share of the market. The Company should not use industry information to project how much the Company could sell if it achieves a certain market share unless there is a reasonable basis for its assumptions. The most valuable industry information pertains to the area of the market in which the Company will actually compete.  The Company should not use information from segments of the market that it does not operate in.

If the Company discloses facts and figures, the Company must cite  the source documents and file them with the Securities Administrator.

Price v. service competition.  Question 3(c) asks the Company to indicate whether competition is by price, service, or other basis and to explain how the Company expects to compete. Although price or service are the most prevalent, other methods of competition may be based on product warranties or product performance.  

Small companies are often too small to compete on price.  For example, large manufacturers with long production runs will typically produce the product for much less. More often small companies compete by offering better service to the customer, a higher quality product, or something new and different in the marketplace.

Sometimes new technology will allow a small company to compete on price.  New technology or new methods may produce the product more cheaply than competitors using conventional methods. However, this technological advantage may not last for long.  If the Company says it will compete on price, the disclosure should clearly explain how the competition will be undersold.

If competition is by price, the disclosure of the price or price range of the product or service may be broken down in a number of ways:  the cost of the product, the market price of the product, or, in some cases, the product's negotiated price.  If the concept of the product or service is not far along enough to price, this fact must be discussed. If the product has not been produced yet, how does the Company know it can compete on price?  Some formula or discussion of how the Company will go about pricing the product will be necessary.

Competitors.  Question 3(c) requires that the Company name its principal competitors. Applicants frequently answer this question as if it were “which companies are most like ours.”  In the typical mistake, the Company will disclose only those competitors using the same method as the Company, forgetting to disclose other obvious competitors who are fulfilling the customer's need by another method.  Ask the question:  Are there other ways or products that get the same thing done?  If so, then disclose them!

Competitive strategy.  The second part of Question 3(c) asks the Company to describe its competitive strategy.  How and why does the Company think it can compete?  Frequently, the answer to this portion of section 3(c) demonstrates that companies have not carefully thought out their competitive strategy. To achieve creditable disclosure the Company should analyze closely its competitive strategy.  The following discussion and structure may be helpful in this analysis.

The broad strategies for most companies involve one or more of the following:

· producing low priced products or services;

· producing unique or quality products or services; or

· selling products or services to narrow markets.

To formulate competitive strategy the Company should evaluate its strengths and weaknesses in four areas:

· the overall industry:  What are the opportunities and pitfalls?

· the competitors:  Who are they?  What have they been doing? How will they react to the Company's new product or service?

· the culture:  What are the important governmental,  social and political factors?

· the Company:  What are its resources and management?

Question 3(d)

With respect to the business of the Company and its properties:

Describe specifically the marketing strategies the Company is employing or will employ in penetrating its market or in developing a new market.  Set forth in response to Question 4 below the timing and size of the results of this effort which will be necessary in order for the Company to be profitable.  Indicate how and by whom its products or services are or will be marketed (such as by advertising, personal contact by sales representatives, etc.), how its marketing structure operates or will operate and the basis of its marketing approach, including any market studies.  Name any customers that account for, or based upon existing orders will account for, a major portion (20% or more) of the Company’s sales.  Describe any major existing sales contracts.
Marketing strategy v. tactics.  This question requests the Company to describe its marketing strategy and to disclose any dependence it has on particular customers. Companies often confuse strategy with tactics. The Company should describe its marketing strategy (how it intends to make its products or services known to potential customers); but it need not (and generally should not) detail every tactic it intends to use in its marketing campaign.  For example, it is sufficient to say that the Company will market its product through advertising inserted in telephone bills.  It need not describe the details of how many households will receive the advertising in each mailing.  However, if the advertising is targeted to a certain demographic group, using zip code or some  other method, the Company should so indicate.  In general, it is the fact that the Company targets a particular group for advertising that is relevant, not the details of the targeting method.

Reference to milestones.  Question 3(d) directs the Company to answer in Question 4 the marketing milestones that the Company must meet and the consequences if it fails to meet them.  This reference to Question 4 tends to confuse companies and causes them to disclose the marketing milestones here. Question 3(d) focuses on how the Company will market its products rather than how successful its marketing efforts need to be for it to stay in business.  The critical marketing steps should be left to Question 4(a).

Marketing plan. Question 3(d) asks the Company to indicate the basis of its marketing approach. Typically the Company should disclose whether it will make direct sales at retail or wholesale, or through distributorships or franchises.

The question also asks for the inclusion of any marketing studies. The mention of marketing studies in Question 3(d) causes some companies to insert information that lacks a reasonable basis and is essentially an unsupported projection of future operating results.

The Company should not disclose marketing studies that are unfounded projections: the key assumptions, methods and findings must be set forth.  Unless the Company can show that there is a reasonable basis to believe the marketing study is reasonable and accurate, the study should not be mentioned at all, and the Company should state that it has not conducted any formal or scientific marketing studies.  If the Company has no marketing study or marketing plan, this should be disclosed as a risk factor.

Major customer.  Question 3(d) requires the Company to disclose any customer that accounts for 20% or more of the Company's sales. What is the present relationship with the customer?  Is the Company in a position to meet the probable future needs of the customer?  This disclosure should include any special legal or business relationship the Company has with the customer.  The Company should also state whether the loss of the customer would have a material adverse effect on the Company.  Consider if the impact of the loss warrants a special disclosure under Question 2, the Risk Factors Section.
As Question 3(d) demands, the name of the customer should be disclosed, unless in the particular case the effect of including the name would be misleading.  In applying the 20% test, a group of affiliated  customers should be regarded as a single customer.

Major contracts.  The last question in Question 3(d) requires the Company to describe any major existing sales contracts.  If a major sales contract appears to be especially important, the Company must describe the material terms of the contract, such as those dealing with the quantity or quality of the goods and services, or performance dates. If a major contract is oral or informal, the Company should disclose that fact and the difficulty of enforcing the contract.  The Company should consider  the need for a risk factor regarding the status of the Company's major contracts.

Question 3(e)

With respect to the business of the Company and its properties:

State the backlog of written firm orders for products and/or services as of a recent date (within the last 90 days) and compare it with the backlog of a year ago from that date.

As of: _________________
$ _____

(Current date)

As of: _________________
$ _____

(one year earlier)

Explain the reason for significant variations between the two figures, if any. Indicate what types and amounts of orders are included in the backlog figures. State the size of typical orders.  If the Company’s sales are seasonal or cyclical, explain.

Impact of backlog.  Question 3(e) asks the Company to disclose the “backlog” of firm, written customer orders within 90 days of filing.

A backlog may produce positive or negative operating results. Looking at the matter positively, a large backlog of orders might result in immediate sales to the Company.  Negatively, a backlog could also translate into cash flow problems because the Company may have to make large, immediate expenditures for raw materials and inventory to fill the orders. Backlog can also produce unprofitable results if the Company's expenditures for the orders exceed its sales revenues. Businesses providing rapid service, such as retailing or title insurance, cannot afford to have backlogs.

Definition of backlog. The Company should explain the exact status of any backlog. “Unfilled orders” could include:  orders covering finished, but undelivered goods; orders where the work is in progress; or orders where no work has commenced and, further, no raw materials have been acquired and no expenditures made to fill the orders.  The Company should disclose what is involved in the process of taking and filling orders.  In any case, the Company must disclose the dollar amount of backlog orders believed to be firm, together with an indication of the portion of the  backlog not reasonably expected to be filled within the Company's current fiscal year.

Reason for backlog.  The answer to Question 3(e) should explain why the backlog occurred and answer whether it will continue.  The same may be said for a variation: why did it occur and will the variation continue?

The Company should disclose if there are any bottlenecks in the Company's manufacturing or distribution process, and if so, what they are and what the Company plans to do about them.  In the case of a start-up or developmental company with a backlog, in addition to the questions above, an important question must be answered: Is the backlog just a phenomenon of initial start-up or will it occur again?  Depending on the circumstances, the Company may have to answer other backlog questions:

· Are backlogs characteristic of the industry the Company is in?

· Do the Company's competitors have backlogs?

· If backlogs are characteristic of the industry, the Company might have to explain why it has no backlog of orders.  If they are not characteristic, why does the Company have one?

Typical orders.  Question 3(e) asks for disclosure of the size of the Company's typical orders.  Whether or not there is a backlog, the Company must answer the question with regard to the size of typical orders.  (Any such disclosure should be careful to point out if it is an average rather than an actual order).

In addition to the typical sales order, the disclosure should highlight who the orders are coming from:  retail customers?  small or large retailers? or wholesale distributors?  For what purposes are the Company’s customers buying its products?

Seasonal or cyclical sales. The Company should  discuss the extent to which sales are seasonal or cyclical.  Assuming sufficient operating results, the Company should disclose what percentage of its annual sales revenues are received in each financial quarter.  If the pattern of sales is even more variable, the strong sales months should be disclosed.

Fill in the blanks.  Question 3(e) requires setting forth the backlog by filling in the blanks provided.  If the Company has no backlog, the blanks should be filled in with zeroes.  Responses such as “not applicable” and “no operations” are not appropriate.  A desirable narrative answer would be that “the company has no backlog.”

Question 3(f)
With respect to the business of the Company and its properties:

State the number of the Company’s present employees and the number of employees it anticipates it will have within the next 12 months.  Also, indicate the number by type of employee (i.e., clerical, operations, administrative, etc.) the Company will use, whether or not any of them are subject to collective bargaining agreements, and the expiration date(s) of any collective bargaining agreements(s).  If the Company’s employees are on strike, or have been in the past 3 years, or are threatening to strike, describe the dispute.  Indicate any supplemental benefits or incentive arrangements the Company has or will have with its employees.
Definition of employee.  Question 3(f) requires disclosure of the number of employees and employee relations. In the context of a small business offering, the definition of “employee” includes “independent contractors”. If the person is within the normal work group for the Company's type of business, the person should be treated as an employee for disclosure purposes regardless of what the Company calls the person.

Number of employees.  Question 3(f) requires the Company to state both the present and the anticipated number of employees the Company will have. Disclosures here often confuse the existing number of employees and those that will be hired. The Company’s disclosure of the number of employees it will hire should be reasonable.

The disclosure should also distinguish between the number of employees to be added during the next year that are based upon the success of the offering and those that might be added regardless of whether the offering is successful.
  The disclosure should distinguish between part time and full time employees.  In an offering with a minimum and maximum offering amount, the disclosure should also set out the number and type of employees in clerical, operations, and administrative positions to be added at the minimum as well as at the maximum.

Supplemental benefits.  The last question in Section 3(f) calls for disclosure of any supplemental benefits or incentive arrangements the Company has or will have with employees. The disclosure should first cover those benefits that the Company is presently giving its employees and then, those that it expects to give its employees. 

Supplemental benefits or incentive arrangements can vary widely. Employee fringe benefits usually cover medical, dental, life insurance, vacation leave, sick leave and pension. Incentive arrangements in small businesses more often benefit officers, directors and key employees.  Incentive arrangements include stock options, stock appreciation rights, low cost loans, bonuses, deferred compensation, profit sharing plans, employment agreements, and incentive arrangements such as commissions and royalties on product sales.

The answer to Question 3(f) should emphasize benefits to all employees or rank and file employees. Features of executive compensation should be disclosed under Management Remuneration.

Note that some types of benefits may require the approval of the board of directors or even shareholder approval.

Question 3(g)
With respect to the business of the Company and its properties:

Describe generally the principal properties (such as real estate, plant and equipment, patents, etc.) that the Company owns, indicating also what properties it leases and a summary of the terms under those leases, including the amount of payments, expiration dates and the terms of any renewal options. Indicate what properties the Company intends to acquire in the immediate future, the cost of such acquisitions and the sources of financing it expects to use in obtaining these properties, whether by purchase, lease or otherwise.

Description of properties.  Question 3(g) covers several basic questions:

· What does the Company have now?

· What does the Company intend to acquire in the immediate future?

· How will the Company use these properties to carry out its business?

Generally, the Company is describing the important types of property it owns or leases. Usually descriptions of the offices or warehouses will be on a square-footage basis, the way commercial real estate is often priced.  The location and character of the property should also be disclosed if this is important to the offering.  Although real estate, equipment, and hardware are usually the most important items of property, intangible forms of property should also be disclosed.  The Company should list and explain any patent, license, copyright, trademark, service mark, trade name, secret, or the like that the Company will use in the business.

Certain types of property may involve special disclosures.  Property subject to depreciation or obsolescence may require separate disclosure.  If, for example, computer systems constitute an essential part of the business plan, obsolescence and replacement may have to be discussed; and further, the method of financing replacements.  Lack of provisions for replacing plant and equipment may also need to be disclosed.

Focus on the principal properties owned (or leased). The disclosures should not become too detailed and lose the main purpose:  to inform investors as to the suitability, adequacy, productive capacity and extent of utilization of the properties and facilities owned or leased by the Company.

Ownership.  If any of the Company's properties are not owned outright, the Company should disclose the extent of the encumbrances or installment payments. If the terms of purchase constitute long term debt, this may be a material disclosure.  If most of the Company’s property is encumbered, a risk factor covering use of “leverage” may be required.

Leases.  If the leases are material and important to the Company, special treatment may be necessary. If the Company has made a decision to lease instead of to own property the reasons for the decision should be disclosed.  A short term or annual lease raises the question:  What if the Company cannot renew the lease?  What will the Company do next?  What can the Company afford to do next?

Property to be acquired.  Question 3(g) requires the Company to disclose properties the Company intends to acquire in the immediate future.  In addition to describing a proposed acquisition, the disclosure document should describe why it is being considered and how it will be accomplished.  Remember, the “immediate future” in which the Company intends to acquire property should be no longer than the next fiscal year or two.  The acquisition should be set out in the Milestones Section and Use of Proceeds Section, if it is to be acquired with the offering proceeds.

Disclosure regarding acquisitions of property should also distinguish between mere intentions, oral agreements, and written obligations. 

Financing the acquisition.  Question 3(g) asks for disclosure of the sources of financing for the Company's intended acquisitions. Will the Company have the cash, credit worthiness, or capital stock available to purchase or lease the property?  For most small businesses the methods of financing will usually be the use of the offering proceeds or bank financing. If there are other methods of financing these should be disclosed (if important).

If the offering involves a minimum and maximum amount, special care must be taken to assure that the disclosures cover what is being acquired at both the minimum and the maximum offering amounts.

Where the properties to be acquired have not been determined or involve a range of things, the Company should disclose the criteria or standards it will use to select and acquire the properties.

If no properties are going to be acquired the Company should make the negative disclosure that the Company does not plan to acquire any properties in the immediate future.

Conflicts of interest. In the event that the Company is purchasing or leasing, or intends to purchase or lease, properties from officers, directors, shareholders or other key personnel, this section should disclose the relationship and, if relevant, the conflict of interest.

Question 3(h)

With respect to the business of the Company and its properties:

Indicate the extent to which the Company’s operations depend or are expected to depend upon patents, copyrights, trade secrets, know-how, or other proprietary information and the steps undertaken to secure and protect this intellectual property, including any use of confidentiality agreements, covenants not-to-compete, and the like. Summarize the principal terms and expiration dates of any significant license agreements. Indicate the amounts expended by the Company for research and development during the last fiscal year, the amount expected to be spent this year, and what percentage of revenues research and development expenditures were for the last fiscal year.
Dependence on intellectual property.  In question 3(g) the Company has already described any significant intellectual property that the Company owns or has a license to use. Question 3(h), therefore, focuses on the Company's dependence on intellectual properties. How will the intellectual property, such as a patent, copyright or trade secret be used to make the Company profitable?

Method of protection.  How is the intellectual property to be protected?  Some of the rights contemplate federal and state filings and may also require extensive foreign filings. Common law rights may also be involved.  The Company should disclose what efforts have been taken to protect its rights under state and federal laws and elsewhere.  Perfection and protection of these rights can be costly and take significant time.  Foreign rights and patents, trade secrets, trademarks and copyrights can exist, but such protection does not always exist to the same extent as in the United States.  If important, each right must be separately considered and disclosed.

License agreements.  License agreements require special disclosures.  Summarize the terms of the license agreement.  The Company should be prepared to disclose the relationships with the licensor or licensee under the license agreement.  A license agreement may be exclusive or shared. The Company must be certain before it uses the term “exclusive” license agreement. License agreements often do not assign all of the rights and interests involved.

Know-how.  Although a small business may not have a patent, trademark or other perfectible intellectual property, know-how may be involved. “Know-how” usually means being able to perform successfully known processes which go to the heart of the production of the product or the operation of the enterprise. It may be known, for instance, only by a single employee.  An example is wine making.  What if the wine maker leaves? Does the Company have a plan to replace this person?  What is the cost of replacement? Disclose any agreements such as a confidentiality agreement, covenant not-to-compete, or an employment agreement intended to protect know-how or other proprietary information.

Research and development.  The last part of Question 3(h) asks for information about the Company's historical and anticipated research and development expenditures.
 Research and development implies a future benefit. The Company should disclose how the knowledge gained through research and development will be valuable to the Company and how the Company is likely to be able to derive a commercial benefit from that knowledge. In discussing historical information on research and development expenditures, the Company must identify any expenditures that relate to products or processes that the Company no longer expects to pursue.

Question 3(h) asks for how much research and development has been conducted by the company during the last fiscal year. The Company should distinguish between cumulative research and development and research and development for the last fiscal year.

Negative disclosure.  If the Company has chosen not to protect intellectual property, the Company should disclose this fact and explain why the Company has chosen not to try to protect its property.

Risk factors. Many possible risk factors arise out of the treatment, valuation and protection of intangible rights.  For example, essential computer software or customer lists may become obsolete within a short period of time.  Loss of a key employee may be critical to the Company.  Patent or trademark infringement actions either by or against the Company may be very expensive and beyond the means of the Company.  A general or specific risk factor with regard to the inability of the Company to protect its intellectual property despite filings or other precautions may be necessary. If  the Company decides not to protect important intellectual property, a risk factor so stating may be appropriate.

Question 3(i)

With respect to the business of the Company and its properties:

If the Company’s business products or properties are subject to material regulation (including environmental regulation) by federal, state, or local governmental agencies, indicate the nature and extent of regulation and its effects or potential effects upon the Company.
Type of regulation.  Answering question 3(i) can be difficult because of the wide range of regulations placed on businesses today.  The Company should concentrate on disclosing regulation that goes to the core of the business.  First identify the type of regulation and then, if it is material, disclose the impact of the regulation.

Permits and licenses.  To operate, many businesses must have obtain a number of licenses or permits.  The question must be asked:  What permits or licenses or other authority must the Company have in order to conduct business? What if the Company does not obtain the license or permit?  What permit, license or authority does the Company already have?  What if the Company loses its permit or license?

Impact of regulation.  In determining the effect or the potential effect of regulation upon the Company, determine whether a capital expenditure may be necessary, earnings may be curtailed,  the competitive position of the Company may be changed, or the continuation of the business may be imperiled.

Anticipated expenditures.  If the Company anticipates significant regulatory related expenditures, the Company must discuss them in section 3(i) and disclose them in the Use of Proceeds Section, if proceeds of the offering are to be used for them.

Risk factors.  If the Company is highly dependent upon obtaining a permit or complying with a certain governmental regulation in order to do business,  this fact should be disclosed.  In addition, a 

special risk factor under Question 2, the Risk Factor Section, will be required stating the risk to the investor if the Company does not comply.

Milestones.  If obtaining the permit or license is a key to near term profitability, it should also be included as a step in the Milestone Section, Question 4(a).

Important considerations.  Question 3(i) has been particularly difficult for companies to answer. Avoid disclosing all sorts of regulations that are not material or important to the business.  The Company should answer this question: Does the regulation have a substantial impact on the Company at this phase of the Company’s business?  If the answer is yes, then a disclosure is in order.

The Company must look at indirect as well as direct regulatory impact upon the Company's business, products or properties.  An example of an indirect regulatory impact could be a company that makes wood pellets for wood pellet stoves whose market may quickly decline if the consumer of the pellets is subject to strict environmental regulation for emissions. 

Question 3(j)
With respect to the business of the Company and its properties:

State the names of any subsidiaries of the Company, their business purposes and ownership, and indicate which are included in the financial statements attached hereto.

Introduction. If the Company has or is a subsidiary, the Company must decide whether it can make adequate disclosure using the question and answer disclosure format. The question and answer disclosure format does not lend itself to complex corporate structures that entail multiple disclosures for distinct lines of business.  If the business of a subsidiary is the same as the parent company, then the question and answer disclosure may serve to cover both of them at the same time. However, if the subsidiary is operated as a separate and distinct company in a different line of business this may require many questions in the Disclosure Document to be answered twice:  first for the parent and again for the subsidiary.

Business purposes.  Question 3(j) asks that the business purposes of the subsidiary be given.  The business purpose alone will not give the investor adequate disclosure. The Company should address the following questions:  When was the subsidiary organized?  Who will manage the subsidiary?  How will it be run?  Will it be run independently or as a division or business segment?  What has the subsidiary done to date?  What does the subsidiary intend to do after this offering? 

Corporate structure.  Question 3(j) requires disclosure of the ownership of subsidiaries. The disclosure should be set out in a manner to make the corporate structure clear to the investor.  A chart showing the relationship between affiliates may be a valuable supplement to narrative disclosure.

Question 3(j) may also be used to describe affiliates and venture partners.

Definition of Subsidiary. A subsidiary is a corporation whose stock is 50% or more owned by the Company.  Stock ownership should not be the only or exclusive test. Actual control may also be used to determine whether another entity is a subsidiary. For example, an entity that owns between 20% and 50% of the stock of the Company, though not defined as a subsidiary or promoter under the securities laws, may exercise a substantial degree of control over the Company.  Also, the Company may not presently control another entity, but may, through options or other arrangements, have the potential to control another entity or, vice versa, another entity may have the potential to control the Company.

Method of operation. To understand the risks of the investment, the investor should know how the Company will actually be operated in relation to its subsidiaries.  Several questions must be asked:  Where are the proceeds of the offering to be used?  Where are the significant assets to be held or deployed?  Where will the revenues and earnings come from?  If from the subsidiary, how will earnings be dividended to or benefit the parent company?  Who benefits from the offering, the parent or the subsidiary?  If the parent owns less than 100% of the subsidiary, who owns the rest?

Financial statements.  The Company with a subsidiary should consider the effect of accounting standards.  According to the Statement of Financial Accounting Standards 94, and other accounting releases, a company that controls 50% or more of the stock of another generally must have consolidated financial statements.

Question 3(k)
With respect to the business of the Company and its properties:

Summarize the development of the Company (including any material mergers or other acquisitions) during the past 5 years, or for whatever lesser period the Company has been in existence. Discuss any pending or any anticipated mergers, acquisitions, spin-offs or recapitalization. If the Company has recently undergone a stock split, stock dividend or recapitalization in anticipation of this offering, describe (and adjust historical per share figures elsewhere in this Disclosure Document accordingly). 

Development of the Company.  In Question 3(k) the Company summarizes its development.
 The disclosures here focus on more than just mergers, acquisitions and matters of record.  The history of the Company should be covered.  Why was the Company started?  What was the initial strategy of the Company?  If the strategy of the Company changed, what did it change to?

Major transactional and financial milestones should be disclosed and significant stock sales included.  The Company should also state the purpose for each transaction.

The plans for the development of the Company should also  be given with those that are pending. For example, if the Company is looking for merger partners that should be disclosed.

Question 3(k) asks for a summary of the development for the past 5 years or such lesser period as the Company has been in existence. If the Company has been in business for some time, the materiality of the disclosure should be treated on a sliding scale.  Earlier events should only be disclosed if they are important and continue to be relevant.

Disclosure of company events.  Although Question 3(k) specifically names only mergers and acquisitions, spin-offs, and recapitalizations, other similar corporate or company transactions should be disclosed.

Growth chart.  For a seasoned Company with significant earnings, a growth chart may be an appropriate disclosure.

Milestones
Question 4(a)

If the Company was not profitable during its last fiscal year, list below in chronological order the events which in management’s opinion must or should occur or the milestones which in management’s opinion the Company must or should reach in order for the Company to become profitable, and indicate the expected manner of occurrence or the expected method by which the Company will achieve the milestones.

Purpose of milestones.  The preceding sections have covered what the Company will do; how the Company will do it; and some of the major properties and assets it will use.  The purpose of the Milestone Section is to show realistically how and when the Company will carry out its plan.  Incorporating the main elements of Question 3, the Milestone Section sets out the basic steps of the business plan that are necessary for the Company to become profitable.  The Milestone Section lists future events that management believes must occur in order for the Company to achieve profitability.  In this section, the Company must describe:

· what the events are,

· the means by which the events will be achieved, and

· the time frame in which they should be achieved. 

The Milestone Section is nothing more than a tabular summary of the important elements of the Company's business plan. The Company's response to Question 4 should allow an investor to assess the likelihood that the Company's resources will prove adequate to accomplish the Company's goals as disclosed in Question 3.  If the Company has already been operating for some time, the Company's disclosure should accurately reflect:

· the current stage of the Company's business plan, and

· how the achievement of a particular milestone will have a positive effect upon the Company's operations.

In the simplest terms, the Milestone Section  provides a condensed plan or road map pointing the investor to the things the Company must do, the way that the Company will do them, and the period in which the Company will do them to achieve profitability.

Who must fill out question 4(a)?  The Milestone Section applies not just to companies in the start-up or development stage, but to any company that is “not profitable.”

How is “profitability” defined and applied for the purposes of question 4(a)? To determine profitability, the Company must have significant positive earnings as supported by the financial statements.  The following factors should be considered in making a determination whether the Milestone Section disclosure is required.

· Audited financial statements.  The financial statements showing positive net income must either be audited or reviewed, as the State Securities Administrator requires, applying generally accepted accounting principles.

· Extraordinary events. To be considered profitable, the Company must be profitable from its operations.  Income derived from liquidation of assets or other extraordinary events cannot be considered in the determination of profitability for the purposes of Question 4(a).

· Change in business. The Company must not be changing the line of business in which it was profitable.  A company's  profitability in a former business does not necessarily carry over to the proposed business.
 Acquiring a profitable company does not necessarily mean it will be profitable in the hands of new management.

· Cash flow analysis.  If the Company has operated successfully on a cash flow basis for an extended period, the Company may address the issue of profitability to the Securities Administrator to determine if the milestone disclosure might be waived.

Examples of milestones.  Every business plan will have many events that are related to the specific company. In small business offerings there are typical milestone events.  The following are examples of typical milestones:

· raising minimum offering amount,

· achieving a specific level of net sales,

· reaching a specific number of new markets,

· generating a specific level of manufacturing output,

· reaching a specific level of inventory purchases,

· acquiring a specific contract for goods or services,

· acquiring a specific piece of equipment,

· registering a trademark,

· granting a license, or

· taking steps to implement the next stage of a business plan (e.g., hiring a marketing staff and creating a new marketing department or creating a new production line).

Sequence of events.  The Company should carefully describe the sequence of events set forth in the Milestone Section.  The Milestone Section is intended to read as a series of sound business steps. To the extent possible the Company should determine the “critical path” of the events.  What events are dependent upon others?  What is the last point in time when an event can take place or a condition can be fulfilled before the entire plan is derailed? For instance, should leasing the premises come before or after hiring staff and purchasing equipment?

Question 4(a) asks for the list in chronological order.  The Company must disclose the order in which things are to be done. To help the sequence of disclosure here, ask the following questions:

· What are the most important things the Company must do?

· What things must the Company do first?

· What things are dependent upon others?

Finally,  the Company should not include past events in the Milestone Section.

The sequence of events must also be consistent with the Use of Proceeds Section Question 9(a).  The Use of Proceeds Section sets out the categories and amounts of money for use by the Company.  The Milestone Section envisions the sequence of the use of those funds.

Specificity.  Answers to Question 4(a) commonly lack sufficient detail. For instance, companies often do not state a specific numerical amount or range in the milestone or  event description. Disclosure such as “Acquire installment contracts,” does not provide a meaningful gauge for the reader. The prospective investor will want to know how many contracts must be acquired to constitute a company milestone.  Examples of generally acceptable disclosure include:

· “Sales of $100,000,” for a manufacturing and merchandising company;
· “Acquire 40 large account customers,” for a service provider; and
· “Acquire 10,000 new subscriptions,” for a magazine publisher.
Responses to Question 4(a) must provide sufficient detail.  For example, where a company seeks to purchase and operate a race track listing only one milestone, “Opening of track,” is not sufficient.  The company should list events such as the grant of state license; acquisition of construction contracts; purchase of specific equipment; and hiring of a specific number of personnel.  This describes for the prospective investor an outline of the steps the company must take to reach its goal, through which it will ultimately achieve profitability.  This type of disclosure is particularly useful for development stage companies.

When an event will occur should be specifically disclosed. A response such as, “in the immediate future,” is too vague and is not responsive to the question.  While the SCOR Form states that a date may be given, it is preferable to state a range or number of months, for example, 4 to 6 months, in which the milestone will be accomplished.  In addition, the Company should indicate when milestones commence, such as upon completion of the minimum offering.  Generally, the period of disclosure should not exceed 24 months.

Milestones for profitable companies.  The Milestone Section will not ordinarily be completed by companies that have achieved profitability.  However, profitable companies may request permission to answer this question in order to provide basic information to potential investors. Certain circumstances justify the use of the Milestone Section by a profitable company.  An example would be a company that proposes to use the proceeds of the offering to begin a new endeavor whose economic viability can be separately measured from the Company’s current business.

Question 4(b)

State the probable consequences to the Company of delays in achieving each of the events or milestones within the above time schedule, and particularly the effect of any delays upon the Company’s liquidity in view of the Company’s then anticipated level of operating costs. (See Questions No. 11 and 12.)

Consequence of delays.  This question asks the Company to state the consequences to the Company in the event there are delays in achieving any of the milestones listed in Question 4(a).  Special emphasis should be given to the effect on the Company's liquidity. In addition, it is a good idea for the Company to state in response to this question, whether the milestones are based on receipt of the minimum or maximum offering proceeds.  If the milestones are based on receipt of the maximum proceeds, the Company should also disclose the effect on the Company of raising only the minimum offering amount.

Another important area of disclosure should be addressed in Question 4(b).  After the Company states the probable consequences of delay, how will the Company deal with the delays?  If the Company has a liquidity problem, how will the Company cut down on expenses?

Specificity.  As with responses to Question 4(a), companies often fail to provide sufficiently detailed disclosure.  Responses such as “If there were to be a delay in achieving the milestone above, the consequences to the Company would be a delay in generating revenue,” are not responsive, as they merely state the obvious. The Company must be specific.

Offering price factors

If the securities offered are common stock or are exercisable for or convertible into common stock, the following factors may be relevant to the price at which the securities are being offered.

Question 5

What were net, after-tax earnings for the last fiscal year?  (If losses, show in parenthesis.) Total $ _______

$ _______ 
Per share based upon number of shares outstanding after this offering if all securities sold.

Earnings per share. To evaluate the offering price the potential investor should know the earnings (or losses) of the Company.  Question 5 requires the disclosure of earnings (or losses) on a per share basis and as in total.
  

While investors seek to obtain a return based upon the dividend paying capacity of the Company, earnings often are the precursor of dividends.  Earnings therefore reflect the future capacity of the Company to pay dividends.

In disclosing the per share data, the Company must include all outstanding shares.  In determining what shares to include, the Company should look first at the shares outstanding prior to the offering.  For the purposes of Question 5 (and Question 6) assume that all outstanding options, warrants and other rights held (usually, but not always, held by promoters) are exercised.

Next, add in the shares to be offered in the SCOR offering.  Again assume that options, warrants or rights to be issued in connection with the SCOR offering have been exercised.  The Company must check to assure that adjustments for stock splits, stock dividends, recapitalizations or other reorganizations have been made.  As stated in Question 6, use the exercise price in the option or warrant agreement to determine the number of shares.

Fiscal year.  Question 5 asks for the after-tax earnings for the last year.  This means the last fiscal year.  The net after-tax earnings for the last fiscal year should be available from the Company's income statement.  If the Company has been in existence for less than a full fiscal year, the disclosure should reflect this fact, either by setting forth the dates in a parenthetical or by narrative.

Even though the Company has not operated for a full fiscal year, the Company must disclose, in Question 5, its gains or losses.

Interim activity.  If operations have substantially changed since the end of the last fiscal year, interim gains or losses should be shown in addition to the year end figures.  This information should be available from the interim income statement.

Changes in form of entity.  If, during the last fiscal year, the Company has reorganized or changed form, such as from a sole proprietorship or partnership, the Company should, in answering Question 5, disclose this fact.

Lack of operations.  Many start-up or development stage companies inappropriately answer Question 5 as “N/A” or “not applicable.”  If there have been no operations, the Company must so state.

Question 6

If the Company had profits, show offering price as a multiple of earnings.  Adjust to reflect for any stock splits or recapitalization, and use conversion or exercise price in lieu of offering price, if applicable.
Accounting review.  Net after tax earnings must be based on generally accepted accounting principles.  The gains or losses disclosed in Question 5 may not accurately reflect the progress of the Company if the financial statements are not correct or contain exaggerated items.
Price/earnings multiple.  Question 6 asks the Company to compute the price/earnings multiple
.  This multiple simply reflects the ratio of the price of the common stock (or other equity security) to the Company's historical earnings.  The price/earnings multiple provides the investor with a useful financial benchmark to compare the Company with other companies in its industry or field.

The answer to Question 6 relies on the earnings per share calculation in addition to some of the rules discussed above under Question 5.  The price/earnings multiple must be based on financial statements prepared according to generally accepted accounting principles for the Company's last fiscal year.  If the last fiscal year is not complete, the net after tax earnings must be annualized.  A footnote should advise that earnings have been annualized.

The price/earnings multiple is calculated by dividing the offering by the net, after tax earnings per share as calculated in Question 5 above. Of course, if the calculation of earnings per share in Question 5 is not correct, the price/earnings multiple might not be accurate.

If the Company has no earnings, it cannot calculate the price/earnings multiple. In this event, the Company should answer Question 6 by disclosing that the Company was not profitable.

The Company should cross-check the financial information in response to Question 6 so that it is consistent with Questions 5 and 7 and the Financial Statements.

Question 7(a)

What is the net tangible book value of the Company? (If deficit, show in parenthesis.) For this purpose, net tangible book value means total assets, (exclusive of copyrights, patents, goodwill, research and development costs and similar intangible items) minus total liabilities.


$ _____ (Per share based upon number of shares outstanding immediately prior to this offering:  $ ______)

If the net tangible book value per share is substantially less than this offering (or exercise or conversion) price per share, explain the reasons for the variation.

Net Tangible Book value. As is customary in financial analysis, Question 7(a) requires the computation of book value to eliminate all intangible assets. The answer to Question 7(a) allows the potential investor to compare the price of a share of common stock (or other equity security) with net tangible book value per common share. The net tangible book value of a company merely shows the accounting value of all assets on the books of the company after subtracting all liabilities and all intangible assets. Intangible assets that appear on the balance sheet usually include such items as patents, copyrights, franchises, trademarks, operating rights and goodwill. Various costs incurred in the formation of the Company are treated as intangible assets. Net tangible book value gauges to some extent the value available to shareholders.

GAAP. Net tangible book value must be based on a balance sheet prepared according to generally accepted accounting principles consistently applied.  Calculating the net tangible book value depends upon the integrity of the balance sheet.  If the assets or liabilities are improperly characterized, the net tangible book value may be materially inaccurate.

Computing net tangible book value.  For the purposes Question 7(a), to compute net tangible book value per share of common stock, divide the total number of common shares outstanding immediately prior to the SCOR offering, by the net tangible book value related to common shareholders.
  The net tangible book value shall be computed based on the latest balance sheet on file with the state securities administrator. Usually the latest balance sheet on file will be an interim unaudited financial statement.  The Company should check this statement against the balance sheet for the full fiscal year for any material distortions.

Note that calculating net tangible book value for SCOR may be somewhat different from the normal calculation of book value that would take the number of common shares outstanding at the date of the balance sheet rather than “immediately prior to the offering.”  Question 7(a) takes into consideration any further shares issued between the date of the last balance sheet and the time of review of the offering.

Preferred stock. If the Company has issued preferred stock, the computation of net tangible book value becomes more complex.  In checking the computation, the Company must determine the amount of preferred stock outstanding.  Then, determine the amount of the total net tangible assets (capital) attributable to preferred shareholders.  Next, subtract the net tangible assets attributable to preferred from the total net tangible assets.  The remainder is the net tangible assets available to common stockholders.

Variation between price and book value per share.  Question 7(a) asks the Company to explain the reasons for the variation between the offering price per share and the net tangible book value per share.  This question is intended to show how the Company determined the public offering price.  What were the various factors the Company considered in arriving at the offering price?  The Company may have considered the net tangible book value per share or earnings per share (if the Company had any earnings).  The Company may have looked to the stock prices of other similar companies, or what the public would pay or what price appealed to the public.  Often the amount of money required by the Company to fund the product or project may determine the offering price.

If the Company has not done any financial analysis to arrive at the price, the Company should state that the selection of the offering price was arbitrary.  Even if the Company has considered net tangible book value per share or earnings per share, the Company probably still should go with the disclosure that pricing is arbitrary to be on the safe side.

Risk factors.  When the answer to Question 7(a) discloses that the Company arbitrarily decided the offering price, the Company should include a corresponding disclosure in the Risk Factor Section.
  If the offering involves both a minimum and a maximum offering amount, the Company must state its net tangible book value per share for the minimum and maximum offerings.
Question 7(b)

State the dates on which the Company sold or otherwise issued securities during the last 12 months, the amount of such securities sold, the number of persons to whom they were sold, any relationship of such persons to the Company at the time of sale, the price at which they were sold and, if not sold for cash, a concise description of the consideration.
Past security sales. Question 7(b) requires disclosure to the potential investor of the prices at which others, including insiders, have purchased the Company's securities.  In the usual case, insiders have purchased shares at a lower price than the proposed public offering price. The Company must also show who purchased and the amounts purchased.

Tabular disclosure. Tabular disclosure is recommended.  A narrative explanation may either precede or follow the tabular disclosure.  Footnotes of specific items are encouraged.

Options on shares. If options, warrants or other rights have been issued in the last year, the number of shares obtainable under the options must be disclosed with a footnote describing the terms of the agreement. This allows the potential investor to see the exercise price of the option.

Date of sale.  The Company should disclose the date of sale, not the date of issuance of the securities.  The shares need not have been physically issued.  If shares have been sold, whether for cash or on contract, the sale price and other details should be presented.  Even if the promoter or others have made other “commitments” in trade for shares, these agreements or promises should be disclosed. It is important to know when the shares will be paid for and issued and at what price, the amount paid, and the persons involved. 

Question 7(b) asks for disclosure of all “securities,” not just common stock.  Preferred stock, notes and debentures must also be disclosed.  This may require changing the headings on the tabular disclosure.

Number and relationship of persons.  Question 7(b) requires the disclosure of the number of persons to whom securities were sold.  If the number is less then 10 the actual names of the persons should be listed.  If there are 10 or more persons, the class or group should be described as well as the number.

If any of the persons had a relationship with the Company at the time of sale of the security, Question 7(b) requires  disclosure of the relationship.  Relationships include being officers, such as president, secretary, treasurer, or vice president; being directors, promoters or employees.  Other related persons include key personnel, attorneys, consultants, advisors and securities sales agents.  The foregoing listings are not exhaustive.

Stock splits.  A question arises whether stock splits should be included in the disclosure in Question 7(b).  Technically, a stock split would involve the issuance of new shares.  However, stock splits really do not change a shareholder's percentage of ownership in the Company.  The number of shares and price disclosed in answer to this question should be restated to reflect any subsequent stock splits.  Question 3(k) should show the stock split.  However, stock splits may also be disclosed under Question 7(b).

Note that if the Company has not sold any securities in the last 12 months, there should be an affirmative disclosure so stating.

Question 8(a)

What percentage of the outstanding shares of the Company will the investors in this offering have? (Assume exercise of options, warrants or rights of conversion of convertible securities.)


If the maximum is sold: _____ %

If the minimum is sold: _____ %

Dilution  The Company must be accurate in its calculations here, using the information in the Capitalization Section (Question 13) and the Company's Financial Statements
. If the calculation shows substantial dilution, the Company  should include a risk factor disclosing the amount of dilution involved. If dilution will be higher, the Company may be required to place promoter stock in a stock escrow in some states.

Question 8(b)

What post-offering value is management implicitly attributing to the entire Company by establishing the price per security set forth on the cover page (or exercise or conversion price if common stock is not offered)? (Total outstanding shares after offering times offering price, or exercise or conversion price if common stock is not offered.)


If maximum is sold: $ _____ *
If minimum is sold: $ _____ *

(For above purposes, assume outstanding options are exercised in determining “shares” if the exercise prices are at or less than the offering price.  All convertible securities, including outstanding convertible securities, shall be assumed converted and any options, warrants or rights in this offering shall be assumed exercised.)

*These values assume that the Company’s capital structure would be changed to reflect any conversions of outstanding convertible securities and any use of outstanding securities as payment in the exercise of outstanding options, warrants or rights included in the calculation. The type and amount of convertible or other securities thus eliminated would be: _____. These values also assume an increase in cash in the Company by the amount of any cash payments that would be made upon cash exercise of options, warrants or rights included in the calculations.  The amount of such cash would be: $ ____.

Evaluation of the company. The Company must be accurate in its calculations.
 . The disclosure in Question 8 (b) is intended to provide public investors with the type of analysis that a venture capitalist would use to determine whether to invest in a company. A table comparing the average amount paid by existing shareholders for their shares with the amount paid by purchasers in the SCOR offering would be helpful.
Use of proceeds
	Question 9(a)

	
	If Minimum Sold
	
	If Maximum Sold
	

	
	Amount
	
	Percentage
	
	Amount
	
	Percentage
	

	Total Proceeds
	
	
	100%
	
	
	
	100%
	

	Less: Offering Expenses
	$ _____
	
	_______
	
	$ ______
	
	______
	

	
Commissions & Finders Fees
	$ _____
	
	_______
	
	$ ______
	
	______
	

	
Legal & Accounting
	$ _____
	
	_______
	
	$ ______
	
	______
	

	
Copying & Advertising
	$ _____
	
	_______
	
	$ ______
	
	______
	

	
Other (Specify): __________
	$ _____
	
	_______
	
	$ ______
	
	______
	

	Net Proceeds from Offering
	$ 
	
	
	
	$ 
	
	
	

	
	
	
	
	
	
	
	
	

	Use of Net Proceeds
	
	
	
	
	
	
	
	

	_____________________
	$ _____
	
	_______
	
	$ ______
	
	______
	

	_____________________
	$ _____
	
	_______
	
	$ ______
	
	______
	

	Total Use of Net Proceeds
	$          
	
	100%
	
	$         
	
	100%
	

	
	
	
	
	
	
	
	
	


Offering expenses.  The first part of the Table in Question 9(a) deals with the calculation of the direct costs associated with the offering.  These costs, as set forth, include: commissions, legal and accounting, printing and copying, and advertising.  In the miscellaneous category, costs such as filing fees, consulting, escrow, travel, postage, and sales meetings should be disclosed.

Carefully check the mathematics in the Table to avoid mistakes. The Company should be sure that the percentages listed for the offering expenses are based on a percentage of the Total Proceeds not the Net Proceeds of the offering.

Total net proceeds. The figures and percentages are based on the Net Proceeds of the offering. The total use of the net proceeds should not be confused with the total proceeds.

Allocation of net proceeds.  The Company should ensure that offering expenses are not incorrectly allocated to net proceeds.  For example, if the Company uses the same attorney to prepare the SCOR Form and to acquire a plant with the investor funds, only the attorney's SCOR fees should be allocated to offering expenses. The same inquiry would hold true for accountants, bankers, and other professionals who perform services for the Company's on-going business.

Promoter's payment of offering expenses.  When promoters choose to absorb certain costs (e.g., copying or advertising) these costs must still be disclosed.  The Company should enter zeros ($-0- -0-%) in the Table and enter in the footnote below the actual offering expense incurred by the promoter.  Even though the promoter may absorb such a cost, the offering proceeds may still be indirectly affected.

Specific line items.  In the Table under the heading Use of Net Proceeds, the Company should be specific.  In most cases the more specific the better.  The following categories are suggested:  leases, rent, utilities, payroll (by position or type), purchase or lease of specific items of equipment or inventory, payment of notes, accounts payable, etc., marketing or advertising costs, taxes, consulting fees, permits, professional fees, insurance and supplies.  Of course, the categories will vary depending upon the Company's plans.  If possible, replace fuzzy labels, such as marketing or research and development, with specific items, such as purchases or salaries.
  Use of footnotes or other explanation is recommended where appropriate. Footnotes should be used to indicate those items of offering expenses that are estimates. Set forth in separate categories all payments which will be made immediately to the Company’s executive officers, directors, and promoters, indicating by footnote that these payments will be so made to such persons. The Company should disclose exactly how it intends to spend the money.

Working capital. The Company should not allocate large amounts of the offering proceeds to “working capital.”  This may be symptomatic of a weak business plan. If a substantial amount of the proceeds is allocated to working capital, the Company must set forth separate sub-categories for use of the funds in the Company's business.  An offering with too much working capital becomes nothing more than a blind pool. As a general rule if more than 25% of the net proceeds is allocated to unspecified working capital, or not allocated for any particular purpose, the offering is ineligible to use the SCOR Form because it is a blind pool.

Since the SCOR program is intended as a vehicle to raise capital for a particular business purpose, there should be few, if any, situations in which there are large unallocated amounts from the offering proceeds.

Reserves.  Reserves are treated in the same manner as working capital.  If too much is left in the “reserve” category, the offering may involve a blind pool.  As a general rule, allocate no more than 5% to 10% of the proceeds to a reserve account. A large reserve indicates that further refinement of the business plan may be necessary before proceeding with the offering.

Acquisition of other businesses.  If the Company reserves a substantial amount of the proceeds for “acquisition of other businesses” the analysis is similar to that of working capital or reserves. If the amount allocated exceeds 25% of the net proceeds, the offering may be considered a blind pool. The Company may meet the definition of a “blank check blind pool” offering, because, with regard to funds set aside for the acquisition of other businesses, the issuer will have no stated plan of operation at the conclusion of the securities offering.

If the Company intends to use the funds raised for a merger or acquisition, further disclosures are necessary.  The Company should identify, if known, what the business to be acquired is, or, if not known, the nature of the business to be sought, the status of any negotiations with respect to an acquisition and a brief description of such business or type of business. The Company should disclose if the enterprise to be acquired has business operations similar to the Company's core business and the business plan for the expansion of the business.

If any part of the proceeds of the offering is to be applied to acquire a business, the financial statements of that business are usually required.

In the case where separate financial statements are required of the business to be acquired, the description of the business to be acquired must be more detailed.  The Company must not only add this description in the Use of Proceeds Section, but must also consider its disclosure and discussion in other sections of the SCOR Form.

Setting the minimum.  The Table in Question 9(a) is set up on the basis that there will be a minimum offering amount.  Most small business offerings should establish a minimum amount which, if not reached, will result in the cancellation of the offering.

In most cases the small business company has a specific product, project or objective.  If the Company does not have enough money to start or reach this objective, using part of the proceeds is very dangerous to the investor. Recognizing this problem, state law often gives the Securities Administrator the power to impound funds until the Company receives a specified amount.

Setting the minimum amount of the offering is important. How much is the “correct” minimum?  This is a matter of analysis and judgment.  If the Company needs the proceeds to purchase a specific piece of property, or to complete a project, the minimum obviously must be set at (or above) the cost of the property plus the costs of the offering.  In some cases the minimum amount will be 100% of the net proceeds.

In other circumstances the amount of the required minimum may be difficult to assess.  In these instances, the Company should assess its cash needs under a variety of assumptions.  It should provide for a minimum based on its cash needs for the next twelve months under the least favorable assumptions.  In some cases the 12 month period may be too long or too short; however, note that adjustments are necessary for the offering period.  In quite a few small business offerings the question is simply:  How much money will the Company need to stay alive over the next 12 months?  

To set the minimum the Company must carefully review item by item the Use of Proceeds Section and the Milestone Section.  What expenditures and purchases must the Company make to get the business plan off the ground, or keep it from totally failing?  With the help of the Milestone Section, recheck the “critical path” to determine the minimum amount of proceeds necessary.

If the difference between the minimum and maximum amounts is substantial, go over each of the uses to determine the priorities.  Many companies disclose all of their plans for the use of the maximum proceeds, without disclosing specifically for the minimum.  Experience shows that many small business offerings raise only the minimum or a modest amount above it.  In most cases, the SCOR disclosure should focus more on what the Company will do if it raises only the minimum.

Adherence to use of Proceeds.  The Company should not treat the responses to Question 9(a) as estimates.  The Company  must adhere to its business plan and the use of proceeds as closely as is reasonably possible.  However, if a specific item is an estimate, indicate this by footnote. The Company must not state that the entire Use of Proceeds Section is an estimate, or that the Company “reserves the right to change the use of proceeds.”

In the event the Company amends its Disclosure Document to show a material change in the Use of Proceeds Section, this may create a contingent liability (unless a rescission offer is made).  As a matter of course, material changes during the ongoing offering require post-effective amendments of the Disclosure Document on file.   

The Company may reserve the right to change the use of proceeds, if it is due only to certain contingencies that are specifically discussed and the alternatives to such use are indicated.  Each alternative should be covered fully by a separate Net Proceeds Section.

Related party transactions. The Company must specifically set forth in separate categories all payments that will be made immediately to the Company's executive officers, directors, promoters, or other key personnel, indicating, by footnote or otherwise, the amount of the payment. Transactions with related parties will be scrutinized to determine if they are made for adequate consideration and at fair market value.

Question 9(b)

If there are no minimum amount of proceeds that must be raised before the Company may use the proceeds of the offering, describe the order or priority in which the proceeds set forth above in the column “If Maximum Sold” will be used.

Exception to the minimum rule.  Question 9(b) applies when there is no minimum amount of the offering proceeds that must be raised by the Company. As mentioned in the discussion of Question 9(a), this is the exception not the rule for small company offerings.  Most SCOR offerings involve starting a business or launching a new product or service. In these circumstances there is a minimum amount of money that the business needs to accomplish the task. Therefore, there is almost always a minimum amount. Even the seasoned company must cover its offering expenses. Accordingly, even though a specific product or project is not involved, the Company should set a minimum to cover the expenses of the offering. If the offering expenses are not substantial, or are absorbed by the promoters, Question 9(b) requires the Company to set forth the priority of the use of the proceeds.

The most compelling expenses come first, such as sales commissions, legal and accounting expenses, with employee and officer salaries not too far behind.

Where there is no minimum offering amount set, a special risk factor should point out that if only a small amount is raised, all or substantially all of the offering proceeds will be applied to cover the offering expenses and the Company will not otherwise benefit from the offering.

Question 10(a)

If material amounts of funds from sources other than this offering are to be used in conjunction with the proceeds from this offering, state the amounts and sources of such other funds, and whether funds are firm or contingent.  If contingent, explain:
Other sources of funds.  Question 10(a) asks for a description of the material sources of other funds that will be employed in conjunction with the offering funds. A  company may combine investor funds with other funding sources.  Some of the typical outside sources of financing involve: bank loans and lines of credit; asset sales; lease financing; and consignment inventories.

Question 10(a) is broadly construed to require disclosure by the Company of  all its financing ideas.  In some cases the true capital needs of the Company are much larger than the maximum offering amount. This especially occurs when the Company is relying on Securities and Exchange Commission Rule 504 of Regulation D. The Company may limit the securities offering to one million dollars and attempt to raise additional amounts through other methods of financing, such as bank loans or private financing.  In this case the Company must disclose its entire business needs.  If the minimum amount necessary to accomplish the project or produce the product is much larger than the offering amount, and the other financing is concurrent with the securities offering, the Use of Proceeds Section should be enlarged to include the funds from the other source of financing in the Total Use of Net Proceeds. This will correctly reflect both the need for and the use of those funds. This will require adjusting Question 9(a).

Materiality.  Question 10(a) requires disclosure of “material” amounts of funds from other sources.  As a general rule any source of financing that is 10% of the net offering proceeds shall be deemed material.  Financing sources less than this may also be material if they are critical to the Company's operation or business objective.  For example, if bank financing is necessary to make a purchase in conjunction with funds from the use of proceeds, the amount (regardless of the percentage of the net offering proceeds) would be material, and be required to be disclosed in Question 10(a).  Also if the amount of outside financing is an item disclosed in the Company's Milestone Section, this would indicate that it should be considered to be material.

In any case, in disclosing the sources of financing, such as bank loans or lines of credit, the Company must disclose not only the amounts, but also the terms and conditions and timing of the receipt of the funds by the Company.

Firm or contingent funding.  Question 10(a) requires a disclosure as to whether the source of the other funds is firm or contingent.  Despite the fact that a bank loan or other source of financing may be under commitment to the Company, the Company should be prepared to disclose that the agreements, called firm or otherwise, have some conditions or contingencies in them.  For example, the bank may have promised its loan only on the completion of the securities offering or the hiring of a specific manager.  Or in the case of a bank line of credit, the Company must disclose that it may in reality be due on demand and not be available when the Company needs it. Likewise leases may be terminated, sales of assets may fall through, and private investment loans may never be made.

What will the Company do or what will happen if the Company does not receive the other funds? Where the other financing is found to be contingent, the Company should consider a back up plan.    

If the funds are critical to the objectives disclosed or the continued operation of the business, the Company will have to include the contingent nature of the financing as a risk factor.  The investors must be warned as to the risk that the Company will not receive the other funds and the Company will not be able to achieve its objective.

In order to overcome the contingency, one thing the Company might do is condition the offering upon obtaining the bank loan or other source of financing.  This can be done through the establishment of an impound account.  The Company would not obtain the funds from the impound account unless the bank made its loan or the lease or other arrangement was reached.

Reconciliation with other sections.  The Company should attempt to reconcile the disclosures about what the Company is going to do and how it is going to do it with the amounts of funds available to do the job.  First, the Company evaluates the existing resources of the Company based upon the financial statements.  Next, figure in the proceeds from the offering as set out in the Use of Proceeds Section.  Third, as Question 10(a) provides, include other sources of financing such as bank loans or lease arrangements.  These three sources of financing should be reconciled with the other disclosures in the  SCOR Form, especially, the events set forth in the Milestone Section, Question 4(a).

Internally generated funds.  Another source of financing consists of internally generated funds:  basically, the (future) cash flow of the business. If a company has been operating at a steady profit for many years, it may be realistic to rely on internally generated funds in combination with the offering proceeds to accomplish a further business objective.  However, companies may not disclose profits as a source of financing before the company has ever produced a profit. Disclosure about future profits that does not meet the rules for projections, (that is, have a reasonable basis and disclose the assumptions and limitations) is not acceptable.

Question 10(b)
If any material part of the proceeds is to be used to discharge indebtedness, describe the terms of such indebtedness, including interest rates. If the indebtedness to be discharged was incurred within the current or previous fiscal year, describe the use of the proceeds of such indebtedness.

Retirement of debt.  This question asks for a detailed description of the debt that will be retired through the use of the offering proceeds.  As well as describing the transactions involved, this question is also intended to provide accurate disclosure of the business purpose behind the offering. The Company must state the general purpose for retiring the indebtedness.  Why discharge the indebtedness?  Is the discharge of indebtedness favorable or unfavorable to the Company?  The Company should demonstrate that there are sufficient financial, business or tax reasons for the transaction.  For example, retirement of debt with a high interest rate may be beneficial to the Company.  Likewise, there may be an advantage to paying off a line of credit at one bank to establish a better banking relationship with another.  In other circumstances, however, paying off a loan may not be the best use of the funds. The discharge of indebtedness for the benefit of the promoter, as with the release of a personal guarantee of company indebtedness, should be clearly disclosed.

As Question 10(b) requires, the Company must describe the terms of the indebtedness. This should include the amount, the maturity date, the rate of interest, the general purpose, whether collateralized and any significant covenant or other such agreement.  If there are just a few lenders, disclose their names; if there are many, disclose the type of lender. 

Scope of indebtedness.  Question 10(b) calls for disclosure where the proceeds are to be used to retire notes, debentures, bank lines of credit and other such commercial debt agreements. “Indebtedness” is interpreted broadly to include any fixed liabilities in which there is a promise to pay money in the future, at an agreed interest rate, or an imputed interest rate.  Examples might include the corporation's pre-payment of long term agreements, leases, property or purchase contracts.  Indebtedness may also include, as it does many times in small companies, the payment of accrued salaries to employees, officers, directors, and other key personnel.  Other areas that might be included as indebtedness comprise fines and penalties against the corporation such as an environmental fine, or payments to a subsidiary to pay its debts. 

To the extent that payment of indebtedness of the Company also benefits an officer, director or promoter of the Company, this further effect must be disclosed.  This will happen typically when the promoter has been a co-maker or signer or guarantor on a company note.  The Company should discuss whether the payment of the indebtedness has a business purpose apart from letting the promoter off the hook.

Materiality. The Company should consider any amount of the proceeds that exceeds 5% of the total net proceeds of the offering to be material and require disclosure.  Also, any transaction is presumed to be material in which an officer, director, employee, principal shareholder, or promoter of the Company or their affiliates has a key interest, such as being a creditor, co-maker, or guarantor of the indebtedness, and should be disclosed.

Description of use of loan proceeds.  Question 10(b) states that if the indebtedness to be discharged was incurred within the current or previous fiscal year, the Company must describe the use of the proceeds from such indebtedness.  A label or simple narrative statement may cover the description of the use of proceeds in some cases.  However, where the Company has incurred substantial indebtedness, the Company must set out the use of the loan proceeds in a manner similar to the use of net proceeds in Question 9(a).  

The use of the loan proceeds should be set out in detail.  These suggested categories may be applicable:  leases, rent, utilities, payroll, purchase or lease of specific items of equipment or inventory, payment of notes, accounts payable, etc., marketing or advertising costs, taxes, consulting fees, permits, professional fees, insurance and supplies. This type of disclosure shows clearly whether the use of the loan proceeds was beneficial to the Company and whether the retirement of the indebtedness is beneficial to the Company and the prospective investors.

Question 10(c)
If any material amount of the proceeds is to be used to acquire assets, other than in the ordinary course of business, briefly describe and state the cost of the assets and other material terms of the acquisitions. If the assets are to be acquired from officers, directors, employees or principal stockholders of the Company or their associates, give the names of the persons from whom the assets are to be acquired and set forth the cost to the Company, the method followed in determining the cost, and any profit to such persons.

Materiality.  In this question the Company must disclose acquisitions to be made with a material amount of the offering proceeds.  An initial question involves what is a “material” amount of the proceeds.  In approaching this question the Company should consider any amount of 5% or more of the net offering proceeds to be a material amount.  The 5% rule may be lowered in the case of affiliates.  Transactions with officers, directors, employees, principal shareholders, or promoters of the Company or their affiliates should be presumed to involve “material” amounts of the proceeds unless obviously immaterial in amount or significance.

Acquisitions other than in normal course.  Question 10(c) limits disclosure to acquisitions of assets other than in the ordinary course of business. To determine what is beyond the norm, the Company should look at both the nature and the occurrence of the particular acquisition transaction.  In looking at the nature of the transaction, the transaction is outside the ordinary course if it appears abnormal, only incidental to the business, or is not usually identified with ordinary operations.  The fact that the occurrence is infrequent may indicate that it is not in the ordinary course. However, that does not automatically mean that all ongoing transactions necessarily meet the norm of ordinary business operations, if they are particularly abnormal or divergent from the focus of normal business operations.

The application of the clause “other than in the ordinary course of business” should not be narrowly construed. When in doubt, it is better to have the particular acquisition transaction disclosed.

Acquisition of assets.  In addressing this section, the Company should respond fully to the question.  Do not reference that a particular acquisition of assets is already discussed in the Use of Proceeds Section, Question 9(a).  Question 10(c) emphasizes the particular acquisition of assets, especially capital assets, as opposed to the emphasis placed in Question 9(a) on the entire use of proceeds.  The acquisition of assets will usually be purchases by the Company. However, a long term lease might also be considered to be an acquisition of assets.  If so it should be described as if it were a purchase.  As the question requires, the Company must set out the cost and material terms of the acquisition transaction.

Acquisition of assets from affiliates.  In addition to disclosure of all assets being acquired, the second part of Question 10(c) specifically covers assets to be acquired from officers, directors, employees and others.

Employees.  The list includes officers, directors, employees and principal stockholders of the Company as well as their associates.  As covered in Question 3(f), the meaning of “employee” is given a broad reach, to cover not only common law employees but independent contractors who fall within the normal work group for the Company's type of business.

Principal stockholders.  Question 10(c) also covers principal stockholders of the company. This term is defined in Question 37 to include those who beneficially own, directly or indirectly, 10% or more of the common or preferred stock (or equity interests) presently outstanding. If the shares are held by family members, through corporations or partnerships or otherwise in a manner that would allow a person to direct or control the voting of shares, the Company must include these shares as beneficially owned.

Affiliates.  Question 10(c) deals even more broadly with affiliates including associates of any affiliated person.  An “affiliate” means a person who, directly or indirectly, controls, is controlled by, or is under common control with, the Company.

In the case of affiliates, Question 10(c) requires a number of further disclosures.  The name of the person selling to the Company must be given.  In addition to the cost to the Company, the method of determining the cost must be presented.  One method involves the fair market value as established by a market for the particular asset.  The cost to the seller might form the basis for the cost to the Company. Generally the Company should disclose the lower of the seller's cost or market value. The Company might also disclose the asset's chain-of-title back to an independent third party so as to demonstrate a starting point for fair market value or original cost.

Appraisal.  Has the Company obtained or will it obtain an appraisal of the value of the asset to be acquired?  If the asset makes up a very substantial part of the offering proceeds an appraisal is in order.

Disclosure of profit.  Question 10(c) also requires the Company to disclose any profit to an officer, director, employee or principal stockholder or an associate. Based upon their relationship with the Company, these persons should be required to disclose their profit. The seller acquired the property for a certain amount and sold it for a certain amount so that the profit may be estimated in that manner.  Also, the seller of the asset must report profits earned for income tax purposes, usually calculated as the sale price minus the cost basis in the asset.  If the seller cannot determine what his or her basis is, the Company should assume that the seller's tax basis is zero and insist that the entire amount received be disclosed as profit.

Risk factors.  At a minimum, the Company must disclose that any transaction with an officer or director or other affiliated person was not engaged in as an arms-length transaction.  Additionally, if the method of determining the value is not based on the lower of fair market value or the cost to the seller a special disclosure covering this must be made.  If the Company has not obtained an appraisal of the particular asset being acquired, an appropriate risk factor might also be warranted.

Question 10(d)
If any amount of the proceeds is to be used to reimburse any officer, director, employee or stockholder for services already rendered, assets previously transferred, monies loaned or advanced, or otherwise, explain:

Any amount of the proceeds.  Question 10(d) requires the Company to explain if any amount of the proceeds is to be used to reimburse an officer, director, employee or stockholder for certain activities.  As distinguished from other subsections in Question 10, Subsection (d)  requires disclosure of any amount of the proceeds. Therefore, if the Company decides to reimburse an officer or other such person, it must be disclosed even if the amount is very small.

Persons to be reimbursed.  The intent of the question is for the Company to disclose anyone who seeks reimbursement from the offering.  Although it would be unusual for other affiliates to seek reimbursement, the Company should include affiliates if an affiliate or other key personnel seek reimbursement.  Question 10(d) requires disclosure of reimbursement to any officer, director, employee or stockholder.  With regard to the scope of “employee,” this is broadly construed as discussed in Question 10(c) and Question 3(f).  Disclosure is required when there is reimbursement to any stockholder, regardless of the amount of stock the stockholder owns.

Transactions covered.  Question 10(d) covers reimbursement of persons who have spent their own money on behalf of the Company and for which the Company may not be directly indebted.  If the Company is directly indebted then the discharge of this indebtedness must also be disclosed in Question 10(b).  However, there is no harm in overlap between the two questions.

Some of the considerations encountered in Subsection (d) are similar to those in other subsections of Question 10.  The potential investor will want to know what the purpose, terms and conditions were of the particular transaction for which reimbursement is sought.  The basic questions include: What did the person seeking reimbursement do?  What benefit was it to the Company?

Question 10(d) asks for an explanation for proceeds used to reimburse for services already rendered, assets previously transferred, moneys loaned or advanced or otherwise.  Note that whereas assets yet to be transferred are covered by Question 10(c), with regard to officers, directors, employees and stockholders, assets already transferred are covered by Question 10(d). 

Reimbursement.  Reimbursement covers actual out of pocket payments.  A typical example of reimbursement arises on the formation of the Company.  The promoter advances funds for legal services for the formation of the Company and, next, for the initial accounting in preparation for the securities offering.

In order for the Company to prepare its disclosures, the analytic considerations in Subsection (d) are similar to those for other subsections in Question 10.  The Company should discuss the particular transaction and the benefit to the Company.  Next, evaluate the services rendered or assets transferred to the Company and finally the value to be reimbursed.  Additionally, the Company must disclose whether the promoter is making any profit on the particular transaction. A promoter may not seek reimbursement for activities which have not benefited the Company, such as for his or her purchase of the Company's stock.

Question 11
Indicate whether the Company is having or anticipates having within the next 12 months any cash flow or liquidity problems and whether or not it is in default or in breach of any note, loan, lease or other indebtedness or financing arrangement requiring the Company to make payments. Indicate if a significant amount of the Company’s trade payables have not been paid within the stated trade term.  State whether the Company is subject to any unsatisfied judgments, liens or settlement obligations and the amounts thereof. Indicate the Company’s plans to resolve any such problems.
Cash flow problems.  This question has three main parts.  The first part of the question asks if the Company is having current cash flow problems.  Second, the question asks how the Company intends to resolve any problems it has involving unsatisfied obligations.  Finally, the question asks the Company to project its future cash needs for the next twelve months and to state whether it believes those needs will be met.

In completing this Question, the Company must focus on the possibility that everything will not go according to plan. The Company should also consider whether the minimum offering amount is adequate to give the Company a reasonable chance of surviving the next twelve months.

Plans to resolve existing overdue obligations.  If the Company has existing overdue obligations to persons other than insiders which it will not pay before the completion of the offering, the Company should include in the amount of the offering the sum necessary to pay these obligations and the payment of the obligations should be shown in the use of proceeds for the offering.  As to the obligations to insiders, the Company should disclose any plan to defer payment on these obligations.

Predicting future cash flow.  To predict whether the Company will have future cash flow problems requires the Company to do a thorough cash flow analysis.  The Company should start by considering its stage of development and the extent to which it intends to change its operations in the near term.  The prediction of future cash flow is coordinated with the Milestone Section. The Milestone Section (Question 4(a)) focuses on the steps the Company intends to take to achieve profitability and when it anticipates completing each of those steps.  The purpose of the Milestone Section is to show the “burn rate” for the Company.  How fast will it burn up the money from the offering together with any funds available to it from other sources? When will the Company begin production of its product?  When will it begin to sell its product or its services to the public?  What level of sales must it achieve to reach its break even point?  

The Company should be prepared to discuss its fixed costs.  Rent is often a fixed cost as is depreciation of equipment.  Variable costs are much more difficult to estimate for a Company that has not begun production.  The Company should then come up with some estimate of variable costs.

Salaries.  Until the Company can pay its expenses from its own operations, it will need some other source of funds to pay those expenses.  Salaries are one of the main expenses the Company will have to pay.  The discussion of the Company's work force in answer to Question 3(f) should provide clues as to its cash needs. Question 40(b), dealing with anticipated changes in remuneration to officers, directors, and key personnel, is also relevant.  If officers and directors will be drawing salaries from the proceeds of the offering, how long will they be allowed to do so at their proposed rates of pay? 

As noted in the discussion of Question 9 above, the Company should discount the possibility of substantial contributions from operations to the offering proceeds unless the results of the Company's prior operations demonstrate its earning power.  Even if the Company is currently profitable in limited operations, the Company should consider the effect of any proposed expansion of the scope of those operations including the addition of new product lines and new processes on the Company's cash flow. 

Question 12
Indicate whether proceeds from this offering will satisfy the Company’s cash requirements for the next 12 months, and whether it will be necessary to raise additional funds.  State the source of additional funds, if known.

Raising additional funds.  This question continues the cash flow inquiry of Question 11.  If the Company cannot satisfy its cash needs for the next twelve months, the Company must warn potential investors of this dire prospect.  A special risk factor in the Risk Factor Section is most appropriate.  If the Company's answer involves raising further funds, the Company must disclose in detail the source or sources of these funds. If the Company will borrow money from a financial institution or other lender, the Company must produce documents showing that the financial institution has made a commitment to lend.  If the Company does not have such a commitment, the Company disclaims that there is any assurance that the financial institution will make a loan to the Company.  

If the Company claims it will use internally generated funds to provide additional necessary funds during the next twelve months, the Company's current operating results must support this claim.  See the discussion under Question 10(a) and Question 17(b) concerning projection of future earnings.

Any statements by the Company that additional funds will be raised through the sale of shares upon the exercise of outstanding warrants must be accompanied by a disclaimer that there is no assurance that the warrants will be exercised.  Similarly, if the Company says it will raise funds through a subsequent securities offering, it must state that there is no assurance that it will be able to successfully conduct such an offering.

Any claim that the Company will raise money through the sale of assets will also require a disclaimer, unless the Company presently has a binding contract for the sale of the assets.

Capitalization
	Question 13
Indicate the capitalization of the Company as of the most recent practicable date and as adjusted to reflect the sale of the minimum and maximum amount of securities in this offering and the use of the net proceeds therefrom.

	
	
	Amount Outstanding

	
	
	
	As Adjusted

	
	As of:    /    /
	Minimum
	Maximum
	

	Debt:
	
	
	
	

	
Short-term debt (average interest rate ___%)
	$ _______
	$ _______
	$ _______
	

	
Long-term debt (average interest rate ___%)
	$ _______
	$ _______
	$ _______
	

	

Total Debt
	$                 
	$                 
	$               
	

	Stockholders equity (deficit):
	
	
	
	

	
Preferred stock-par or stated value (by


class or preferred in order of preferences)
	
	
	
	

	
	$ ______
	$ ______
	$ ______
	

	
	$ ______
	$ ______
	$ ______
	

	
	$ ______
	$ ______
	$ ______
	

	
Common stock - par or stated value
	$ ______
	$ ______
	$ ______
	

	
Additional paid in capital
	$ ______
	$ ______
	$ ______
	

	
Retained earnings (deficit)
	$ ______
	$ ______
	$ ______
	

	

Total stockholders equity (deficit)
	$ ______
	$ ______
	$ ______
	

	Total Capitalization
	$            
	$              
	$              
	

	
	
	
	
	

	Number of preferred shares authorized to be outstanding:

	
	
	
	
	

	Class of Preferred
	Number of Shares Authorized
	Par Value Per Share

	______________________
	__________________________
	_____________________

	______________________
	__________________________
	_____________________

	______________________
	__________________________
	_____________________

	

	Number of common shares authorized: _______ shares.  Par value per share, if any: $ _______

	

	Number of common shares reserved to meet conversion requirements or for the issuance upon exercise of options, warrants or rights: _______ shares.


Comparison to financial statements.  In answering Question 13, the Company should make sure that the figures in the Capitalization Table are consistent with those in the Company's most recent Financial Statement and the financial statements of the Company for other recent periods if such statements are available. Capitalization should be shown as of a date no earlier than that of the most recent Financial Statements provided pursuant to Question 46. If the Company has mandatory redeemable preferred stock, include the amount thereof in “long term debt” and so indicate by footnote to that category in the capitalization.

Analysis of financial statements.  In addition to comparing the figures in the Capitalization Table to the Financial Statements, the Company should check whether the Company's balance sheet accurately reflects the Company's capitalization in accordance with generally accepted accounting principles.  Areas warranting scrutiny include whether debt is correctly classified as short-term or long-term, whether leases should be capitalized, and whether a corporate combination should be treated as a pooling of interest or as a purchase.  See discussion Question 46, Financial Statements and Appendix A to this manual.

Review of corporate documents.  In reviewing the answer to the portion of Question 13 concerning number of shares authorized, the Company should check the articles of incorporation or organization of the Company, and any amendments to the articles, to make sure the answer to the question is consistent with the articles.  The Company may need help from an accountant and an attorney on this Question.

Description of securities
Question 14

The securities being offered hereby are:

[ ] Common Stock

[ ] Preferred or Preference Stock

[ ] Notes or Debentures 
[ ] Units of two or more types of securities, composed of:

[ ] Other:

Equity securities.  This question appears simple and may be so for the offering of shares of a company with only one class of shares.  However, the answer to this question can be more difficult to complete if the securities offering involves more than one type of security or the security has unusual features that make it hard to classify.  In such cases, the Company must not be content with the name of the security, but must look behind the name the Company chooses to see how the security will function.  For example, what if the shares offered are called preferred stock, but the shares are actually inferior to the Company's common stock in dividend or liquidation preferences?  The Company will need to disclose the specific preferences that the security has (and doesn’t have).

Normally, a company should call stock “preferred stock” only if it has an unqualified preference over all outstanding classes of stock of the issuer as to both liquidation and dividends.  The Company must also disclose if the dividends on preferred stock are cumulative.  (See discussion of Question 18.)   Stock with some preference over some but not all outstanding classes of stock as to liquidation or dividends may be referred to as preference stock but the exact nature of the preference and any limitations of the preference granted must be prominently disclosed.

Debt securities.  For debt offerings, the Company should check the box “notes or debentures” regardless of what the Company calls the debt instrument. Question 17 gives the Company a place to discuss all the special characteristics of the debt being offered.  Nevertheless, the Company cannot call a security something that does not truly reflect the characteristics of the security offered.  The Company should also carefully disclose the accuracy of any claims that a debt security is insured or guaranteed.

Units of more than one type of security.  If the securities offered consist of two or more types of securities, the answer to this question should include an explanation of whether, and if so, when and under what conditions, the constituent parts of the unit can be transferred independent of each other.  

Other types of securities. If the Company is offering a security other than stock or debt special disclosures will be required.

Question 15
These securities have:


Yes

No


[ ]


[ ]
Cumulative voting rights


[ ]


[ ]
Other special voting rights


[ ]


[ ]
Preemptive rights to purchase in new issues of shares


[ ]


[ ]
Preference as to dividends or interest


[ ]


[ ]
Preference upon liquidation


[ ]


[ ]
Other special rights or preferences (specify):






Explain:
Rights of securities.  To properly present the Company's answer to this question, the Company or its attorney should review the statute under which the Company has organized as well as the Company's corporate or governance documents.  Such statutes typically set default provisions for voting rights and preemptive rights.  If the Company has failed to specify the rights of the shares issued, the rights are specified by statute.

Although this question is worded to emphasize rights the securities offered have, the Company should also state in the answer to this question if the securities offered lack any rights typically granted to securities of the type offered by the Company.  For example, if the securities offered are denominated common shares but lack equal voting rights, the Company should disclose that fact. Some regulatory authorities do not permit non-voting common shares and have requirements that preferred shares be granted certain voting rights if their dividends are in arrears.

Question 16
Are the securities convertible:
[ ]  Yes

[ ]  No


If so, state conversion price or formula. ____________________________


Date when conversion becomes effective:
____/____/____


Date when conversion expires:

____/____/____

Convertible securities.  Question 16 is applicable to any security convertible into common stock of the Company at the option of the investor.  The security might be debt or preferred stock.  Securities convertible at the option of the Company should be described in the answer to Question 17 (for debt securities) or Question 18 (for preferred stock).

For the purpose of this question, warrants issued as part of a unit with other securities should be considered convertible securities even if the warrants are or will become separable from the other securities to be issued.  (Note that, for accounting purposes, issuance of separable and inseparable conversion options are treated somewhat differently. This may be relevant to the completion of the Capitalization Table in Question 13.)  
The “date when conversion becomes effective” for the purpose of this question is the first date when the purchaser may exercise the conversion.  Similarly, the “date when conversion expires” means the last date on which the purchaser may exercise the conversion option.  If the conversion option becomes effective or expires on the occurrence of some event rather than on a date certain, the conditions for effectiveness or expiration should be described in the answer to the question.

Continuous offering. Options, warrants, and similar rights to purchase securities constitute a continuous offering of the underlying securities during the exercise period and require the securities to be registered and the Disclosure Document to be kept continuously current throughout the exercise period through the use of the above amendment procedure or by means of a supplement, as appropriate. Upon any change, revision, or supplement to the Disclosure Document, a copy must be promptly furnished to the holders of options, warrants, and similar rights.

Question 17(a)(1)

If securities are notes or other types of debt securities:


What is the interest rate?  ____%


If interest rate is variable or multiple rates, describe:
Interest rate.  If the Company is offering securities with a variable rate, and the rate is based on the rate of some other institution, the institution and the name of the rate should be clearly identified.  If the rate is to be adjusted at intervals, the Company should explain in the answer to this question when and how the adjustment will be made.  Even after disclosing that the rate is based on a specific institution or index, the Company should choose a fall-back rate or method of adjustment in the event that the rate base is discontinued.  This is also the place for a description of when interest will be paid to investors (for example, monthly, quarterly, annually, or on the maturity of the debt security.) A company might want to offer different rates based on the different maturities of the debt securities offered.  If the Company wants to offer securities with a relatively short maturity, see the discussion in Question 17(a)(2) on short maturity schedules.

Question 17(a)(2)
If securities are notes or other types of debt securities:



What is the maturity date?
____/____/____



If serial maturity dates, describe:

Serial maturity dates. Serial maturity dates for debt securities issues can be beneficial to investors.  The gradual reduction of the size of a debt issue provides greater safety for the holders of the remaining debt securities of the issue and makes it easier for the Company to repay the balance remaining at maturity.  However, the administrative burden of providing for serial redemptions is probably too great to interest most SCOR applicants in providing for serial maturities.

Short maturity schedules.  Debt offerings with short maturity schedules are generally not appropriate for relatively new, undercapitalized ventures.  (For the purpose of this discussion, a short maturity schedule means that the securities to be issued will mature in less than five years.)  The earnings of such ventures are often inadequate to pay the interest on debt, let alone repay the principal amount of the debt at the end of a short period.  Where will the Company find the money to pay the debt?  Unless the Company is a portfolio company holding assets that can be readily liquidated, it will probably be difficult for the Company to come up with significant amounts of cash for debt repayment. As a general rule, portfolio companies are generally not good candidates for SCOR because it is difficult for them to make adequate disclosure within the SCOR format.  

The Company might set a short maturity schedule for debt it offers based on the Company's belief that some event will occur that will provide substantial cash to the Company.  For example, the Company may anticipate licensing technology it has developed, selling a major asset of the Company, or conducting a further offering of securities.  If the Company intends to repay debt with proceeds of such an event, it is much better for the Company to provide for early redemption upon the occurrence of the event than to set an early maturity date based on a hope that the event will occur by a particular date and thereby risk default if the event does not occur on schedule.

Question 17(a)(3)
If securities are notes or other types of debt securities:


Is there a mandatory sinking fund?  
[ ]  Yes 
[ ]  No
Sinking funds. Sinking funds are established to receive periodic contributions from the Company for the purpose of accumulating funds to retire the debt issue.  The funds are used (as specified in the indenture or contract establishing the fund) for periodic partial redemption of debt, for periodic retirement of serial bonds, or for the repayment of the debt at maturity.  If the Company will have a mandatory sinking fund, the answer to this question should describe the payment schedule, the uses for which the fund may be used, and whether the fund will be administered by the Company or by an independent trustee.

Mandatory sinking funds are beneficial to security holders, increasing the safety of their investments, but, practically speaking, most small companies are generally not in a position to establish sinking funds.

If the Company answers “yes” to this question, the Company should disclose the essential terms of the sinking fund.  The Company should claim it is establishing a sinking fund only if the required payments to the fund are of sufficient size and regularity for the Company to pay the debt as agreed. Even if the required payments would be adequate, the Company still must disclose whether the Company's financial position will be likely to permit it to make such payments.

If the Company answers “no” to this question, the lack of a sinking fund should be disclosed here and in the Risk Factor Section. 

Question 17(a)(4)
If securities are notes or other types of debt securities:


Is there a trust indenture?
[ ]  Yes

[ ]  No


Name, address and telephone number of Trustee

Trust indentures.  A trust indenture establishes a trust relationship in which a trustee is appointed to represent the interests of the debtholders.  Trust indentures meeting certain standards are required under the federal Trust Indenture Act of 1939 for many debt offerings.  However, SCOR debt offerings, because of their small size, are not required to comply with that Act.  Because of the costs involved, it is unlikely that a small company would voluntarily enter into a trust indenture for the benefit of its debtholders.

If the Company answers yes to this question, claiming a trust will be established for the benefit of investors, the Company should disclose the material terms of the trust indenture and should discuss what protections the purported trust will really provide to investors.  At a minimum, the trust should have an independent trustee who will have adequate powers and on whom adequate duties will be imposed to provide some protection to investors.

If there will be no trust indenture in connection with the issuance of debt, the lack of a trust indenture and an independent trustee representing the interests of the debtholders should be disclosed in a risk factor.

Question 17(a)(5)
If securities are notes or other types of debt securities:


Are the securities callable or subject to redemption?
[ ]  Yes

[ ]  No


Describe, including redemption prices:

Callable securities.  A security is callable if it may be redeemed prior to maturity at the option of the Company.  If the securities offered are callable, the Company should specify the date at which the securities become callable and any other material terms.  The redemption price or prices should be specified in dollars.

Question 17(a)(6)

If securities are notes or other types of debt securities:


Are the securities collateralized by real or personal property? [ ] Yes  [ ]  No


Describe:

Collateralized securities.  If the securities are collateralized, both the collateral and the security arrangement must be fully described including the value of the collateral. The Company may be required to submit an appraisal of the collateral, an assessment for tax purposes, or the purchase price of the collateral. The Company will also be required to disclose if the collateral was recently purchased or is to be purchased with the proceeds of the offering, and whether the purchase was made from officers, directors, or affiliates of the Company.  

The Company disclosures should emphasize the degree to which any secured interest in property protects the debtholders.  Are there other creditors with secured interests in the collateral superior to or equal to the interest of the debtholders?  If so, details of the prior claim should be disclosed.  Does the collateralization arrangement allow the Company to further encumber the collateral?  If so, how and to what degree?  Has the secured interest of the debtholders in the collateral been perfected (through recordation or the filing of a financing statement under the Uniform Commercial Code) or will it be perfected prior to the release of the offering proceeds from escrow?  If not, this fact, and the Company's explanation of the purpose for it, must be disclosed both in the answer to this question and in the Risk Factor Section.

The purpose of this discussion is not to discourage collateralization of the securities offered, but to ensure that potential purchasers receive full disclosure allowing them to accurately assess the degree to which they will be protected by the collateralization arrangement. The Company’s disclosure should assure that the name the Company has given to the securities offered accurately reflects the degree of protection the arrangement affords debtholders.

Question 17(a)(7)

If securities are notes or other types of debt securities:


If these securities are subordinated in right of payment of interest or principal, explain the terms of such subordination.


How much currently outstanding indebtedness of the Company is senior to the securities in right of payment of interest or principal? $ _____.  How  much indebtedness shares in right of payment on an equivalent (pari passu) basis? 


$ _____


How much indebtedness is junior (subordinated to the securities)? $ ______

Subordinated securities.  Securities are subordinated for the purpose of this question if the right of the holders to receive payment is subordinated (or may be subordinated) to prior payment of other indebtedness of the Company.  The terms of any subordination agreement or subordination clause in an indenture or agreement should be fully disclosed.  The Company must provide risk factor disclosure of the fact that the debt offered is subordinated.  

In addition, the Company should discuss the protections, if any, afforded the purchasers in the present offering with regard to future debt incurred by the Company.  Such protections might include limitations on borrowing or a pledge that if the Company incurs any secured debt it will afford ratable security to these debtholders.  If the Company will not afford significant protection against subsequently incurred debt, the Company must so state in the risk factors.

Current indebtedness outstanding.  The Company should check the figures here against the Company's most recent Financial Statements and the notes to those statements.

Question 17(b)
If notes or other types of debt securities are being offered and the Company had earnings during its last fiscal year, show the ratio of earnings to fixed charges on an actual and pro forma basis for that fiscal year. “Earnings” means pre-tax income from continuing operations plus fixed charges and capitalized interest. “Fixed charges” means interest (including capitalized interest), amortization of debt, discount, premium and expense, preferred stock dividend requirements of majority owned subsidiary, and such portion of rental expenses as can be demonstrated to be representative of the interest factor in the particular case. The pro forma ratio of earnings to fixed charges should include incremental interest expense as a result of the offering of the notes or other debt securities.








_______________ Last Fiscal Year ________________









Actual



​​​​________ Pro Forma ______







   
     




  Minimum

  Maximum
“Earnings”
=
                 ____________              ________        
  _________

“Fixed Charges”

 If no earnings, show

“Fixed Charges” only


Debt service coverage: earnings to fixed charges.
  The Company’s most important task in answering Question 17 is to determine and disclose whether the Company is likely to be in a position to pay its obligations to the purchasers of securities in its offering. Debt in an unseasoned company is generally a very risky proposition.  Most SCOR candidates, if they were creditworthy, would have obtained debt financing from conventional sources.

Many investors who purchase securities in SCOR offerings are not sophisticated investors. These investors often find debt securities (or preferred shares) with fixed returns more attractive then equity securities with no current market.  However, the fixed return is only valuable to the extent that the Company will be able to pay its obligations according to their terms.

If the Company cannot show a ratio of earnings to fixed charges, on a pro forma basis, of at least 1:1, the Company may not be able to fulfill its obligations to debtholders under these circumstances.  In order to proceed with a debt offering, the Company may have to obtain a waiver from the state securities administrator. The Company may consider other means to protect investors.  Such means include suitability requirements for purchasers, collateralization of the offering, a letter of credit, or a guarantee of payment by a creditworthy third party. Risk factor disclosure of the Company's limited ability to repay its obligations is essential no matter what other protections are in place.

Applicability of earnings to fixed charges analysis to preferred stock offerings. Although Question 17 deals only with debt securities, the Company will want to analyze the earnings to fixed charges for offerings of preferred stock where the preferred stock dividends are stated in percentage terms or are otherwise fixed.  Has the Company demonstrated the ability to pay the stated dividends on the preferred stock?  If not, the Company should afford shareholders reasonable representation on the board of directors if the Company is in arrears on their obligations. In any case, prominent disclosure in the Risk Factor Section is necessary.

If a shareholder may require the Company to repurchase his or her shares at the shareholder's option, or in accordance with a fixed schedule, the Company should treat the preferred stock as debt for the purpose of earnings to fixed charges analysis and disclosure.

Question 18
If securities are Preference or Preferred Stock:


Are unpaid dividends cumulative?

[ ]  Yes

[ ]  No


Are securities callable?



[ ]  Yes

[ ]  No

Cumulation of unpaid dividends.  The note to Question 18 asks the Company to attach copies or a summary of the document giving rise to the rights of the holders of preference or preferred stock. If the unpaid dividends for the stock are not cumulative, the Company should not call the stock “preferred” without further qualification. If the dividends are not cumulative, there must be prominent disclosure of this fact in the Risk Factor Section, and on the Cover of the offering document.  (See discussion, under Question 14 above, of use of the terms “preferred” and “preference” for stock issues.)  The Company should refer to preference stock as being “[specified] percent preference stock” only if the dividends on the stock are cumulative.

Callable preferred stock.  The term “callable” has the same meaning with regard to preference or preferred stock as it has with debt securities (as discussed in connection with Question 17(a)(5) above) except that technically, stock is repurchased while debt is redeemed.  As noted in the discussion of Question 17(b) above, the Company should treat preferred stock that the Company is required to repurchase as if it were debt.

Question 19
If securities are capital stock of any type, indicate restrictions on dividends under loan or other financing arrangements or otherwise.

Restrictions on dividends. The answer to this question should include a description of any restrictions to be imposed at the termination of the offering as well as those in place at the time the final SCOR Disclosure Document is approved.  For example, the Company is going to use all or part of the proceeds of the offering to acquire a business and the seller of the business is taking a loan back.  Any restrictions on dividends to be included in the loan agreement should be disclosed in the answer to this question even though they will not be in force until after the offering.  If any restrictions on dividends were or are to be imposed in connection with transactions with insiders, full disclosure of the details of those transactions should be made in the Company's answer to Question 39.

Question 20

Current amount of assets available for payment of dividends (if deficit must be first made up, show deficit in parenthesis): $ _________.

Statutory limitations.  The formula for determining the amount of assets available for payment of dividends is determined by the statute under which the Company was created.  Some states limit distributions to the Company’s undistributed net profits. Others allow distributions from current year profits even if the Company has a cumulative deficit. Most states have moved away from the idea that dividends may be declared only from earnings.  Many states now allow dividends to be paid to the extent that their payment does not cause a company to become insolvent.  Using the balance sheet test of insolvency, this really means that a company may  declare dividends to the extent of its net worth. Of course, companies may choose to limit their future payment of dividends, beyond the limitations imposed by statute, through restrictions included in their articles of organization, by-laws, or operating agreements.

Using most statutory formulations, especially those allowing distributions to the extent of net worth, the answer to this question can be quite misleading.  For example, a company with a net worth of $100,000 may have liquid assets of only $1,000, its remaining assets being plant and equipment. If this company were to liquidate its plant and equipment on short notice, it might receive little or nothing for them.  The balance sheet amounts for the company's assets assume that the company is a going concern.  They do not represent the liquidation value of those assets.  Only cash and cash equivalents are available to the company for distribution as dividends in anything other than a theoretical sense. If the practical and theoretical amounts of assets available for distribution vary greatly, the company should insert a disclaimer stating that the amount included in answer to this question is theoretical only, and does not represent the actual amount of cash and other liquid assets available to pay dividends, which amount is much smaller.

Restrictions under financing arrangements.  In addition to limitations placed on distributions by the Company under statutory law, there may be restrictions imposed under the terms of loans or other financing agreements.  See discussion of dividend restrictions in Question 19.

Effect of obligations to preferred shares on amount available to common shareholders.  If common shares are offered in the SCOR offering, and the Company also has preferred shares outstanding, the answer to this question must reflect the liquidation preference of the preferred shares. The amount of shareholders' equity attributable to the preferred shares plus any outstanding dividend in arrears should be subtracted from the amount of assets available for distribution for all shareholders to arrive at the amount of assets available for distribution to common shareholders. 

Plan of distribution
Question 21

The selling agents (that is, the persons selling securities as agents for the Company for a commission or other compensation) in this offering are:

Name:
________________________ Name: ________________________

Address: ______________________
 Address: ______________________

Telephone: ____________________
 Telephone: ____________________

Introduction.  Question 21 requires information as to how the Company will sell the securities approved in this offering.  If the Company decides to use “in-house” staff to sell the securities and will pay no additional salaries, wages, commissions, bonuses or other form of payment to these people for security sales activities, your answer to this question and Questions 22 and 23 should be “not applicable”.

If, however, the Company will provide additional pay to its officers, directors or employees for their sales efforts, or will use unaffiliated selling agents or broker-dealers, the name and address of each selling agent should be listed in Question 21.  Information concerning licensing and surety bond requirements and other related matters can be obtained from the state securities administrator.

Definition of selling agent.  For disclosure purposes in the Plan of Distribution Section, the meaning of selling agent is more narrow  than the usual legal definition of sales agent. Here the definition of selling agent  is limited to those who sell for a commission or other payment.

Officers, directors or employees who do not receive commissions or other payment for their efforts in selling the securities are not selling agents for the purpose of this question.  Nonetheless, they may be required to register as selling agents in some states.

Selling agent disciplinary history.  An offering may not meet the requirements for SCOR if a selling agent has a disciplinary history.  The Company should check the disciplinary history of each person it intends to use as a selling agent.  The disciplinary history of a selling agent, who has been previously licensed, may be obtained by contacting the state securities administrator.
Broker-dealer licensing.  If a sales agent is not affiliated with a licensed broker-dealer the state securities administrator may require the selling agent to be registered as a broker-dealer.  

Surety bond.  Some jurisdictions require that a company that uses selling agents in the sale of securities file a surety bond with the regulatory agency.  Information provided by the Company here will allow the state to determine whether a surety bond is required.

Question 22
Describe any compensation to selling agents or finders, including cash, securities, contracts or other consideration, in addition to the cash commission set forth as a percent of the offering price on the cover page of this Disclosure Document. Also indicate whether the Company will indemnify the selling agents or finders against liabilities under the securities laws. (“Finders” are persons who, for compensation, act as intermediaries in obtaining selling agents or otherwise making introductions in furtherance of this offering.)

Compensation to selling agents. If the Company will use “selling agents,” as defined in the Question 21 discussion, or “finders” as defined in Question 22, this question requires you to make certain disclosures about compensation, contractual and indemnification arrangements. Disclose all contracts between selling agents and the Company whether in the form of underwriting agreements with broker-dealers, employment contracts, or contracts with independent contractors. Additionally, in instances where the securities are also being offered as part of the consideration to the selling agent, the Company must disclose this consideration and further determine whether this is a selling expense which must also appear in the Use of Proceeds Section, Question 9(a).

Question 23
Describe any material relationships between any of the selling agents or finders and the Company or its management.

Introduction.  This question requires a discussion of any material relationships between selling agents or finders and the Company or its management permitting an investor to understand possible conflicts of interest.  Vendor-vendee, lessor-lessee, debtor-creditor and family relationships are among those which should be considered.  Even informal relationships without formal written agreements must be disclosed if they are material.  Because the idea of “materiality” is sometimes subjective, the Company should consider most relationships with its selling agents material and disclose them.

Material relationships between company and its selling agents.  If a material relationship exists between a selling agent or a finder and the Company, the Company should provide a detailed and complete disclosure of the material relationship and the possible conflicts of interest which may result  from the relationship.

The Company must provide full disclosure of all important contract terms.  For example, if the selling agent leases property to the Company, disclose whether the lease is at a market rate. Disclose the material terms of the relationship where the selling agent is a supplier of materials to the Company, or vice versa, or a debtor or a creditor of the Company. Disclose the relationship even if it is informal and not memorialized by a written contract.

The selling agent may be related to the an officer, director or controlling shareholder of the Company by blood or marriage.  If so, the identity of the related person and nature of the relationship should be disclosed.

Question 24
If this offering is not being made through selling agents, the names of persons at the Company through which this offering is being made:

Name: _________________________
Name: ________________________

Address: _______________________
Address: ______________________

Telephone: _____________________
Telephone: ____________________

Introduction.  The “disciplinary history” referenced in this question and Question 21 relates to any administrative, criminal or material civil action involving the selling agent where there are possible violations of securities laws, fraud or deceptive practices.  The disciplinary history of a licensed selling agent may be obtained from the state securities administrator.

Question 25
If the offering is limited to a special group, such as employees of the Company, or is limited to a certain number of individuals (as required to qualify under Subchapter S of the Internal Revenue Code) or is subject to any other limitations, describe the limitations and any restrictions on resale that apply:

Will the certificate bear a legend notifying holders of such restrictions:


[ ]  Yes

[ ]  No
Introduction.  Information here warns possible investors of any restrictions on re-selling SCOR securities.  Resale restrictions may be imposed by state or federal regulatory agencies or by the Company itself.  Because resale restrictions affect the liquidity and value of the securities, be thorough and accurate so that the investor is warned of any resale limitations before purchasing the security.  You may be required to amend your answer to this question to include any resale restrictions resulting from the review of the application by a state regulatory agency.

Legend conditions are printed statements on the certificate representing the security which describe resale and other restrictions.  Legend conditions inform subsequent purchasers, who may not have read the offering circular, of these restrictions.  Because many states have specific requirements concerning where and how the legend conditions are to be placed on the certificate, the Company should be familiar with these requirements before placing the legend on the securities.

Offering to limited group.  If the group that can buy is limited, disclose a reasonable method to determine what buyers fall within that group.  An investor questionnaire signed by the investor at the time of purchase is normally adequate.  Whether the investment is appropriate for the investors is dependent upon the quality of the disclosure.

Restrictions imposed by regulatory agency. Disclose any restrictions imposed on the sale of these securities by each state. Common restrictions would include limiting the offering to those investors meeting specified financial suitability standards, and the withholding of secondary trading rights.

Restrictions for intrastate offerings.  The Company must disclose any Rule 147 (or Section 3(a)(11)) restrictions imposed on shares to claim an exemption from registration with the Securities and Exchange Commission as an intrastate (i.e., within one state) offering.

Restrictions imposed by other authorities. Restrictions on subsequent transferability of the securities (resale) may be imposed for a variety of other reasons.  For example, restrictions on transfer may be imposed to meet Internal Revenue Code requirements (such as for an S corporation or a limited liability company), or of regulatory bodies governing the Company’s industry.  For example,  the licensing authority for liquor or gambling may require background checks on shareholders to determine whether there are any connections with organized crime.  

Self imposed restrictions.  These restrictions on transfer may be imposed to limit ownership to the members of a defined group, such as employees, independent contractors, or franchisees of the Company, property owners in a certain area,  members of a social organization, etc.

Required resale to company.  An example of such a restriction is a requirement that shares be sold back to the Company at cost or at a price calculated according to a formula.  In this situation, the Company must disclose the formula with a description of how it operates.  In those formula offerings where the shareholder is guaranteed a return:  Will the Company set aside a reserve for this purpose? What is the basis for predicting that it will have the cash to make the payment?  Is this basis reasonable? 

Requirement that company consent to resale. Shareholders wishing to transfer their shares could be required to obtain the consent of the Company to the transfer, and if so, the Company should specify the conditions under which it will consent to a transfer, and should show the reasonableness of the conditions.  

Fairness of restrictions to investors. Be prepared to defend those restrictions that appear to be a method for the promoters to squeeze out public shareholders.  For example, the Company might retain a right of first refusal on the sale of outstanding shares.  The Company must disclose and explain that restrictions apply to all outstanding shares and not merely the shares held by the public. If the Company offers restricted shares, the Company must prominently disclose the restriction in this item, on the cover page and in the risk factor disclosure. The Company must also file a specimen certificate of the securities to be offered that accurately reflects the restrictions imposed.

Question 26
(a)
Name, address, and telephone number of independent bank or savings and loan association or other similar depository institution acting as escrow agent if proceeds are escrowed until minimum proceeds are raised.

(b)
Date at which funds will be returned by escrow agent if minimum proceeds are not raised: _______________________________________________


Will interest on proceeds during escrow be paid to investors?



[ ]  Yes

[ ]  No

Introduction. The primary purpose of placing funds raised in a securities offering into an escrow account is to protect investors in the event that the Company’s offering objectives are not met. If the proposed business of the Company requires a minimum amount of proceeds to commence or proceed with the business in the manner proposed, most states require that an escrow account be established with a bank or other similar depository institution acting as independent escrow agent with which shall be immediately deposited all proceeds received from investors until the minimum amount of proceeds has been raised. Before spending significant time and expense, the SCOR applicant should determine whether the intended escrow holder and the proposed terms and conditions of the escrow are acceptable to the state securities regulatory authority.

Escrow of funds.  The state securities administrator will often review the Company's answer to Question 26(a) to confirm that the depository institution named there is an acceptable depository.  In multi-state SCOR offerings, the escrow account should generally be in the Company's home state.

Escrow of offering proceeds.  The escrow agreement for escrow of the offering proceeds imposed by a regulatory authority usually requires the permission of the regulatory agency for the release of the escrowed funds. Generally, escrow agreements provide for release of the escrow funds when the minimum amount has been raised and is being maintained in the escrow account. The Company should disclose the type of escrow involved.  See discussion in Question 9(a), in the Use Of Proceeds section, on setting the  minimum escrow amount.

Release of escrow contingent on another event.  In some circumstances, it may be desirable to have the release of escrow contingent on achievement of the minimum offering amount and the occurrence of some other event.  Often, the other event will be the receipt of funds from another source. The Company might need both the minimum offering amount and the funds from the outside source to complete its objectives, or another event might be the receipt of a government approval or the acquisition of a license necessary for the Company to begin operations or to engage in a particular activity.

Drafting complicated escrow arrangements puts a lot of responsibility on the Company. Disclosure of any contingencies must be included throughout the SCOR document.  The Company might be better off to postpone its offering until the other event has occurred. Doing so would simplify the disclosure.

Release of escrowed proceeds. If the minimum proceeds are not raised during the offering period, investors that purchased securities will be entitled to a return of their investment. Question 26(b) requires the Company to state the date on which the escrowed proceeds will be returned to investors if the minimum offering amount has not been raised.  Often, companies are overly optimistic about how long it will take them to reach the minimum offering.  The Company should determine the reasonableness of the period.  Generally, it is prudent to allow at least a year (or whatever shorter period of time depending on the state regulatory authority), including any permitted extensions of the offering period, if the Company intends to conduct the offering itself, especially if the offering is done without the assistance of a broker-dealer.
Adequacy of the offering period.  It is important for the Company to consider the length of the offering period.  If the offering period is too short and the Company wants to increase the offering period, the increase in the offering period has to be approved by the state regulatory authorities and the Company will have to offer to rescind the sale to those who purchased during the offering period as announced originally.

Interest on escrowed proceeds.  The Company must disclose whether the escrowed proceeds will be held in an interest bearing account.  If the account is interest bearing, the Company must further disclose whether any interest from the account will be payable to the investors, or the Company, and whether expenses will be deducted from the proceeds.  Some states do not allow interest to be paid to the Company or used for escrow expenses.

Question 27
Explain the nature of any resale restrictions on presently outstanding shares, and when those restrictions will terminate, if this can be determined:

Introduction.  This question deals with any resale restrictions on those shares already issued when the SCOR application is filed, while Question 25 dealt with the resale limitations to be imposed on SCOR securities.  As explained in detail below, knowledge of the nature and length of the existing resale restrictions on non-SCOR shares may affect whether a SCOR investor buys securities in a company or whether the investor is able to resell the SCOR securities.

Resale restrictions on outstanding shares.  If the shares outstanding were sold in a non-public offering, they may have been sold pursuant to a federal or state exemption from registration that required the shares to be restricted.  It is possible that the outstanding shares of the Company are subject to the requirements of Securities and Exchange Commission Rule 144 and any holding periods should be disclosed. As restricted shares lose their restrictions, the holders may elect to sell immediately and thus at least temporarily lower the market price of the  shares.  Knowing when these once restricted shares will enter the market is important to an investor's judgment of possible price fluctuation. Outstanding shares might also be restricted if they were sold solely within one state under federal law. Disclose all resale restrictions and any anticipated termination of the restrictions and the effect of the restrictions on the salability of the shares to be sold in the SCOR offering.

Restrictions under promotional stock escrow.  Disclose all restrictions on transfer of promoters' shares due to a promotional stock escrow or legend imposed by a regulatory authority. If a promotional escrow or legend is imposed after the filing of the original application, the Company must amend this item to include the terms of the promotional stock escrow or legend and identify the amount of shares affected and the amount held by each of the affected shareholders.

Dividends, distributions and redemption
Question 28
If the Company has, within the last five years, paid dividends, made distributions upon its stock, or redeemed any securities, explain how much and when:
Introduction.  The purpose of this section is to inform the investor of the dividend policy of the Company, and to emphasize that the past payment of dividends should not be viewed either as an indication of the success of the Company or that the Company will pay dividends in the future.

Prior dividend distributions.  If dividends have been distributed, the Company should disclose the dividend policy and state that there is no assurance that distributions will continue.  Disclose if the dividends have been paid from the Company's capital or from gains from nonrecurring sales of assets, rather than from earnings from operations.

Officers and key personnel of the company
Question 29, Question 30, Question 31, Question 32

Chief Executive Officer:

Chief Operating Officer:

Chief Financial Officer:

Other Key Personnel:


Name:














Age:


Title:


Office Street Address:


Telephone No:
(   )

Names of employers, titles and dates of positions held during past five years with an indication of job responsibilities.

Also a Director of the Company?  [ ]  Yes
[ ]  No

Indicate amount of time to be spent on Company matters if less than full time:

Officers and key personnel of the company.  Questions 29 through 32 request resumé information regarding officers and key personnel of the Company.  The quality of management is generally considered to be the most significant factor in the success of a small business.  Consequently, many investors single out disclosure about management as being critical to their decision to invest in the Company.  This is management’s opportunity to present their qualifications to potential investors.  This information allows investors to evaluate the experience, expertise, and integrity of officers and key personnel, and their ability to successfully manage the Company.

The disclosure relating to these questions should respond to the questions directly and completely.  All executive officers and the position they hold within the Company should be identified.  If the Company relies on the services of key persons who are not executive officers, those persons and their significance to the Company should also be identified.  The responsibilities of all officers and key persons should be described in enough detail to allow potential investors to determine if their experience and abilities are relevant to their designated management positions.

Executive Officers and Key Personnel Defined.
Questions 29, 30, and 31 require specific disclosures, respectively, regarding the Company’s chief executive officer, chief operating officer, and chief financial officer. The term “chief executive officer” refers to the person who has the overall authority to run the Company. As used in the small business context, the chief executive officer usually refers to the Company’s president or general manager who is often the owner or principal shareholder.

Depending on the Company’s size and structure, the position of chief executive officer may or may not include the duties of “chief operating officer,” who generally is entrusted with supervising the firm’s business on a day-to-day basis. The “chief financial officer” is usually synonymous with the term “treasurer,” the person designated custodian of the Company’s funds and financial records.

The term “key personnel” means persons such as vice presidents, production managers, sales managers, or research scientists and similar persons, who are not included above, but who make or are expected to make significant contributions to the business of the Company, whether as employees, independent contractors, consultants, or otherwise.

Employment History.  The response to these questions should include a brief, but complete, description of all employment for the past five years for each executive officer and key person. Describe the position held and the type of business in which each person was employed.  Note: Before preparing a response, management may want to review Questions 35(a), (b), and (c) which ask for more detailed information about prior employment within the same industry, with similar business ventures, or with other start-up companies.  It is sufficient to identify and briefly describe in these questions any employment history that will be described at length in Question 35.  However, investors will notice gaps in employment history and may assume that information is intentionally being omitted, so include a complete five-year history of all prior occupations.

Do not omit past ventures, whether they were successful or not.  State and federal securities laws require full disclosure of all material information, so this information must be included in the offering document.  Information on past ventures that failed is highly pertinent to an investor’s decision to invest in the type of small or early-stage company that will use SCOR.  If the information seems to be relevant, it should be included.  Let the potential investors in the offering judge the importance of this information.  Once again, review Question 35 before preparing a response to this question.

Involvement in prior distribution of securities.  In addition, the Company should disclose if any of the officers, directors or key personnel have ever been involved in a  public distribution of securities in connection with a past venture or as part of another business.  The Company should disclose if the offering of the securities was successful. If involvement in a prior securities offering is relevant to the proposed activities of the Company, detailed information about the venture should be disclosed in the offering document.

Lack of experience of officers and key personnel. If prior business experience of an executive officer or key person is not relevant to his or her current duties within the Company, the Company should explain why this person was chosen to be an officer, or considered a key employee of the Company.   A lack of relevant business experience or expertise may pose a risk to the successful operation of the Company.  Consequently, disclosure of the potential risk should be given in detail in this section and summarized in the Risk Factor Section.

Education.  Briefly describe the education of executive officers and key personnel.  Information about honorary degrees or training certificates need not be included unless it is pertinent to the business of the Company.  Similarly, it is not necessary to disclose outside affiliations with fraternal, charitable, or community organizations unless they are pertinent to the business of the Company.

Directors.  Indicate which officers, if any, will also serve as directors of the Company.  Also, state whether they have been elected to serve as directors for a specific term and whether they are serving under any special circumstances or arrangements.

Part-time officers.  The question asks that the Company indicate those executive officers and key persons who will work less than full time.  Disclose the approximate amount of time each part-time officer and key person will devote to Company matters.  In addition, if an officer will spend less than full time on Company matters, the Company should disclose why.  Does the Company lack resources to pay his or her salary?  Is the officer involved in other enterprises that may demand his or her time?  Is the officer engaged in another activity that may be a conflict of interest?  Note:  If the Company’s response involves circumstances that may have a negative impact on company operations, that information should be fully disclosed and should also be included in the Risk Factor Section.

Involvement of principals in litigation.  The Company must disclose  whether any of the officers, directors, or key personnel are involved in any litigation or have filed for bankruptcy.  The type of litigation will determine exactly where in the offering document this disclosure should be placed.  Question 36 asks for detailed disclosure of bankruptcy or insolvency proceedings involving the Company or its officers, directors or key employees.  Question 43 also asks for disclosure of litigation involving the Company.  If any legal proceeding seems relevant to information provided in response to Questions 29-32, include that information in your response.  If appropriate, the information may be summarized and a more detailed description provided in the section of the offering document that seems most relevant.

Dependence on key person.  If the services of a key person, or persons, are essential to the operations of the Company, or if the Company operates as a one-person business, there is a potential risk that the Company may not be able to carry on its business if the key person's services become unavailable.  If this is the case, the Company should disclose whether any arrangements have been made to assure the continued availability of this person's services through a long-term contract, a non-compete agreement, or other arrangement.  The Company should also disclose whether it has established any procedures to deal with the loss of the key person.  These procedures might include searching for a replacement for the key person or winding up the Company. 

Also, the Company should disclose any relevant factors, such as the age or health of a key person, which may increase the risk that the key person's services will become unavailable.  If the Company is heavily reliant on a key person, it may be appropriate for the Company to buy a “key man” life insurance policy for the key person.  A “key man” insurance policy, payable to the Company upon the death of the key person, can cushion the economic impact of the loss of that person if he or she dies.  Question 35 (e), below, asks the Company to disclose whether any of its key employees are covered by key man life insurance, and to disclose the terms of the insurance policies.  

Even with such a policy in place, however, the issue of whether the Company can continue without the key person remains.  The Company should discuss the potential impact the loss of key personnel would have on the business of the Company and the risk this poses to investors.  Additional disclosure should also be included in the Risk Factor Section of the offering document.

Directors of the company

Question 33

Number of Directors: ______ If directors are not elected annually, or are elected under a voting trust or other arrangement, explain:

Number and election of directors.  Question 33 asks the Company to disclose the number of directors and the arrangements under which they are elected.  It is presumed that directors will be elected annually; if there is a different arrangement it should be described.

Voting trusts and similar agreements.  If there is a voting trust, shareholder agreement, or other document relating to the election of directors, the Company  should accurately describe all material provisions of the document.  The description should include:  1)  the class of the securities held under the voting trust or similar agreement; 2)  the amount of securities held under the trust or agreement;  3)  the duration of the agreement;  4)  the names and address of the voting trustees;  and 5) a brief description of the voting rights and other powers of the voting trustees under the trust or agreement.  If a voting trust or similar entity controls a significant block (10% or more) of the Company’s shares, disclose the impact this will have on the ability of new investors to elect directors and exercise control over the Company.  This information should also be added to the Risk Factor Section as a potential risk to investors in the offering.

Question 34
Information concerning outside or other Directors (i.e. those not described above):


Name:















Age:


Office Street Address:


Telephone No: (  )

Names of employers, titles, and dates of positions held during past five years with an indication of job responsibilities.

Education (degrees, schools, and dates):
Outside directors.  This question requests the same type of resumé information for directors who are not officers or employees of the Company as is requested in Questions 29 through 32 for executive officers and key employees.  The same issues regarding the accuracy and completeness of information (particularly relating to past business activities) about the officers and key personnel apply to outside directors.  Identify all outside directors, their term of office and the period of time during which they have already served.  Describe their business experience for the past five years and identify other directorships they hold in other companies, naming each company and any affiliation with your Company.  If any director holds a special title or serves in a special capacity, such as a member of a committee of the board of directors to review employee compensation or internal controls of the Company, briefly describe his or her responsibilities.

Inside v. outside directors.  Directors have become increasingly important to publicly-held companies.  In making a decision to invest in the Company, many investors will evaluate the extent to which the Company has a strong, outside Board that is clearly exercising its responsibility of overseeing the direction of the Company. Some jurisdictions may require additional disclosure if the Company does not have at least two directors who are not officers, employees, or majority shareholders of the Company (“outside directors”). Outside directors are viewed as watchdogs, restraining management from entering into transactions involving conflicts.  Consequently, it is important for the Company to disclose whether the majority of the Company’s directors will also hold positions as officers, employees, or other key personnel of the Company (“insiders”).  Describe the composition of the Board of Directors.  Will a majority of the directors be insiders or outsiders?  If insiders control the Board of Directors, or if insiders will have the ability to elect a majority or all of the directors, this should be disclosed as a risk to potential investors in this section and in the Risk Factor Section. 

Question 35(a)
Have any of the officers or Directors ever worked for or managed a Company (including a separate subsidiary or division of a larger enterprise) in the same business as the Company?  [ ]  Yes
[ ]  No

Explain:

Management experience in the same business.  This question inquires whether the officers or directors of the Company have ever worked for or managed a company (including a subsidiary or division of a larger enterprise) in the same business as the Company.  (The Company should compare its answer to this question with the biographical information disclosed in Questions 29 through 32.)  This is management’s opportunity to provide additional information that demonstrates the relevance of prior business experience to their current or proposed positions within the Company.  This information is important to an investor’s assessment of management’s ability to effectively manage the Company, particularly if it is a start-up company.

Prior experience with a similar business should be disclosed in detail.  Name the company or companies worked for, identify the position held, describe areas of responsibility and describe any significant contributions made to that company.  Provide an explanation as to why management believes their prior experience is relevant and how that experience will enhance their effectiveness in managing this company.  The Company should also disclose whether there is any on-going relationship with prior employers or venture partners.  

Also, disclose whether those companies are still operating, and if not, why not.  As stated previously, all information about past business ventures must be disclosed, particularly if they were unsuccessful.  Failure to fully disclose this information may jeopardize the Company’s efforts to register its securities for sale to public investors.

If there is a lack of relevant experience among the officers and directors, the Company should provide a brief statement to that effect and identify the potential risk this may pose to investors.  A similar statement should be added to the Risk Factor Section.

Question 35(b)
If any of the Officers, Directors, or other key personnel have ever worked for or managed a company in the same business or industry as the Company, or in a related business or industry, describe what precautions, if any, (including the obtaining of releases or consents from prior employers) have been taken to preclude claims by prior employers for conversion or theft of trade secrets, know-how, or other proprietary information.
Infringement of trade secrets.  This question focuses on issues relating to trade secrets or know-how that may be brought to a company by officers or directors who have worked for other companies in the same field. This question is important both because it puts necessary disclosure into the offering document, and because it raises for potential investors and the principals of the Company the issue of possible infringement on the proprietary information of other companies.  Such infringement could arise from hiring people who worked for other companies in a given field.

Describe any situation or circumstances that may make this an issue for the Company, and describe in detail the steps the Company has taken to mitigate the potential impact on the business of the Company.  Describe any agreements between officers, directors and employees with prior employers. If the Company loses its ability to use proprietary information, will it still be able to compete effectively?  If litigation is likely see Question 43.

Any circumstances discussed above that may adversely affect the Company should be disclosed as a potential risk and included in the Risk Factor Section.

Question 35(c)
If the Company has never conducted operations or is otherwise in the development stage, indicate whether any of the officers or directors has ever managed any other company in the start-up or development stage and describe the circumstances, including relevant dates.

Management of development stage companies.  While Question 35(a), above, asks for information about management’s prior experience with a similar type business, this question focuses on the experience of the Company's officers and directors in managing other start-up or development-stage companies.  Managing a start-up or development-stage company presents unique management problems for its officers and directors. The Company must disclose whether officers and directors have prior experience dealing with the problems and risks associated with a start-up venture, and whether prior start-up ventures were successful.

Although some information, such as the name of the company and position held, may have already been disclosed in response to Questions 29 through 32, that basic information should be restated here and more detailed disclosure about management’s prior experience with start-up companies added.  Describe in detail the areas of responsibility and significant contributions made. Provide a general description of the type of business the company was engaged in.  Also, management may  want to describe problems common to development-stage companies that were encountered in past start-up ventures, how those problems were handled, and how the experience gained is relevant to their management role with their present company.

It is also important to disclose whether those companies are still operating, and if not, why not.  Once again, it is emphasized that all information about past business ventures must be disclosed, even if they were unsuccessful.  If a prior start-up venture failed, this is management’s opportunity to explain why and whether management has formulated a plan or intends to take specific action that might minimize the risk of a similar failure with this company.

Also, if there is a lack of relevant experience with start-up ventures among the officers and directors, the Company should provide a brief statement to that effect and identify the potential risk this may pose to investors.  A similar statement should be added to the Risk Factor Section. 

Question 35(d)
If any of the Company’s key personnel are not employees but are consultants or other independent contractors, state the details of their engagement by the Company.

Consultants.  This question focuses on key personnel who are engaged to provide services as consultants. The Company should disclose why such personnel are engaged as consultants and describe the terms of the consulting agreement.  Explain whether the terms of the consulting agreement reflect standard industry practice and whether the agreement favors one party over the other.  Does the agreement permit a consultant to also work for a competitor of the Company or to go into the business of the Company on his or her own?  The Company should also disclose any past relationships between the consultant and any officers, directors or key employees of the Company. 

If there is any aspect of the arrangement with a consultant that may negatively impact the Company, appropriate risk disclosure should be provided and also added to the Risk Factor Section. 

Question 35(e)
If the Company has key man life insurance policies on any of its officers, directors, or key personnel, explain, including the names of the persons insured, the amount of insurance, whether the insurance proceeds are payable to the Company and whether there are arrangements that require the proceeds to be used to redeem securities or pay benefits to the estate of the insured person or to a surviving spouse.

Insurance of key personnel.  This question asks the Company to disclose whether it has purchased “key man” life insurance for any of its officers, directors or key employees, and the terms and coverage of such insurance policies.  As discussed in Questions 29-32, above, loss of a key person may represent a significant risk to the on-going operations of the Company. 

Perhaps the most important aspect of the question is the requirement that the Company disclose whether the proceeds are payable to the Company and, if so, how the Company intends to use the proceeds.  If special arrangements or agreements have been made that specify the use or allocation of proceeds, those terms or agreements should be discussed in detail.

Also, if the Company has opted not to purchase “key man” life insurance, or if the Company and its investors will derive no benefits from such insurance, appropriate risk disclosure should be included in the Risk Factor Section. 

Bankruptcy
Question 36
If a petition under the Bankruptcy Act or any state insolvency law was filed by or against the Company or its Officers, Directors or other key personnel, or a receiver, fiscal agent or similar officer was appointed by a court for the business or property of any such persons, or any partnership in which any of such persons was general partner at or within the past five years, or any corporation of business association of which any such person was an executive officer at or within the past five years, set forth below the name of such persons and the nature and date of such actions.
Involvement of the company and management in bankruptcy proceedings.  This question requires the Company to disclose whether the Company or any of its officers, directors or key employees are now, or have been at any time during the past five years, a party to any bankruptcy or insolvency proceedings or have gone into receivership.  With respect to officers, directors and key employees, this means disclosure of any personal bankruptcy or insolvency proceedings, or any petition filed against them, or on their behalf, in connection with a prior business venture.

All relevant issues regarding any such proceedings should be disclosed including such factors as: 1) the similarity between the bankrupt enterprise and the Company;  2)  the current financial condition of the officers, directors, and key personnel (are they insolvent?); and 3) whether any of the officers, directors and key personnel have any substantial outstanding debts (including debts that were accelerated due to default). The fact that principals of the Company are insolvent or involved in bankruptcy proceedings raises significant concerns for potential investors in the offering. The Company should identify any potential risk to investors or operations of the Company that may result from the bankruptcy or insolvency of the Company, its officers, directors, or key employees.

Also, management should be aware that many jurisdictions have rules protecting investors that prohibit insolvent or bankrupt companies from receiving approval to register their securities for offer and sale to investors residing in those jurisdictions.  Under these circumstances, the Company may want to evaluate whether a securities offering is appropriate.

If a venture owned by one of the promoters of the present company, and with a similar business purpose to the Company, has been the subject of a bankruptcy or insolvency proceeding, the Company should make further disclosure under Question 47, explaining the prior business failure and how the Company intends to avoid a similar failure.  Such disclosure should be made whether or not the entity involved in the bankruptcy or insolvency is technically a predecessor of the present company. The Company should also review its answer to Question 3(k) to determine whether it contains adequate information on the relationship between the failed entity and the Company.

Principal stockholders
	Question 37

Principal owners of the Company (those who beneficially own directly or indirectly 10% or more of the common and preferred stock presently outstanding) starting with the largest common stockholder. Include separately all common stock issuable upon conversion of convertible securities (identifying them by asterisk) and show average price per share as if conversion has occurred. Indicate by footnote if the price paid was for a consideration other than cash and the nature of any such consideration.

	
	Class of Shares
	Average Price Per Share
	No of Shares Now Held
	% of Total
	No. Of Shares Held After Offering if All Securities Sold
	% of Total

	Name:

Office Street Address:

Telephone:

Principal Occupation:

	Name:

Office Street Address:

Telephone:

Principal Occupation:

	Name:

Office Street Address:

Telephone:

Principal Occupation:


Question 38
Number of shares beneficially owned by officers and directors as a group:

Before offering:  ______ shares

(____ % of total outstanding)

After offering:


a)
Assuming minimum securities sold: ____ shares (___% of total outstanding)


b)
Assuming maximum securities sold: ____ shares (___% of total outstanding)

(Assume all options exercised and all convertible securities converted)

Principal Shareholders.  Questions 37 and 38 ask the Company to disclose the ownership interest of principal shareholders, officers and directors of the Company. In response to Question 37, the Company should list its principal shareholders (any shareholder whose ownership interest represents 10% or more of the total stock outstanding) in order of their percentage of interest.  Shares held by family members, through corporations or partnerships, or through any other arrangement or agreement that would allow a shareholder, officer, or director to direct or control the voting of the shares are considered to be “beneficially owned” by the person who controls them.  Such shares should be included when calculating the percentage of ownership interest held by such person.  Also, an explanation of these circumstances should be set forth in a footnote to the “Number of Shares Now Held” column of the table under Question 37.

The remainder of the required information should be calculated as follows:

“Average Price per Share”: means the average price paid for securities currently owned by the named principal shareholder, or in the case of options, warrants or convertible securities, their exercise price.  As stated in the questions, additional disclosure should be provided in a footnote to the table if the securities were obtained in a non-cash transaction.  Describe the type of non-cash consideration given in exchange for receiving shares, and how the value of such consideration was determined.

“Number of Shares Now Held” means the number of shares of common stock (or options, warrants, or convertible securities, if more than one class of securities is owned) beneficially owned prior to the offering.

“% of Total” means the percentage of that class of securities outstanding prior to the offering or, in the last column, the percentage of the total of that class of securities  outstanding after giving effect to the sale of all securities being offered in this offering.  The total amount of securities outstanding is calculated assuming all options have been exercised and all convertible securities have been converted.

Question 38 asks the Company to disclose the number of shares beneficially owned by all officers and directors as a group.
  Note that the required information (including the figures representing the total shares outstanding) should be calculated assuming the exercise of all options and the conversion of all convertible securities.

Management relationships, transactions and remuneration
Question 39(a)
If any of the officers, directors, key personnel or principal stockholders are related by blood or marriage, please describe.

Question 39(b)

If the Company has made loans to or is doing business with any of its officers, directors, key personnel or 10% stockholders, or any of their relatives (or any entity controlled directly or indirectly by any of such persons) within the last two years, or proposes to do so within the future, explain. (This includes sales or lease of goods, property or services to and from the Company, employment or stock purchase contracts, etc.) State the principal terms of any significant loans, agreements, leases, financing or other arrangements.

Question 39(c)

If any of the Company’s officers, directors, key personnel or 10% stockholders has guaranteed or co-signed any of the Company’s bank debt or other obligations, including any indebtedness to be retired from the proceeds of this offering, explain and state the amounts involved.

Introduction.  Question 39 is asking whether or not any of the corporate officers or directors are related to each other and if there have been any business transactions between them and the Company.

Family relationships.  For purposes of Question 39(a), state the nature of any  family relationship between any director, executive officer, key persons, or 10% shareholders, or person nominated or chosen by the Company to become any of the foregoing.

The term “family relationship” means any relationship by blood, marriage, or adoption, but not more remote than first cousin.

Control group.  For purposes of Question 39(b), a person directly or indirectly controls an entity if that person is part of the group that directs (or is able to direct) the entity's activities or affairs.  A person is presumptively a member of a control group if that person is an officer, director, general partner, trustee or beneficial owner of at least 10% of that entity.

Materiality of an interest.  The materiality of any interest is based on the significance of the information to investors in light of all the circumstances of the particular case.  To determine the significance of the information to investors, consider the importance of the interest to the persons having that interest, the relationship between the parties, and the amounts of the transactions.

Transactions with Management. Describe any transactions involving the purchase or sale of assets by the Company (or any of its subsidiaries) other than in the ordinary course of business.  State the cost of those assets to the purchaser and, if acquired by the seller within the previous two years of the transaction, the cost to the seller.  Describe the methods used in determining the Company’s purchase or sale price and the name(s) of the person(s) making that determination.

	Question 40(a)

List all remuneration by the Company to officers, directors and key personnel for the last fiscal year:

	
	  Cash  
	  Other  

	Chief Executive Officer
	$
	$

	Chief Operating Officer
	$
	$

	Chief Financial Officer
	$
	$

	Key Personnel
	$
	$

	Others
	$
	$

	Total
	$
	$

	Directors as a group (number of persons __)
	$
	$


Question 40(b)

If remuneration is expected to change or has been unpaid in prior years, explain.
Question 40(c)
If any employment agreements exist or are contemplated, explain.
Introduction.  Question 40 is concerned with salaries and other benefits, such as life insurance, that have been or will be paid to the officers, directors, and key personnel of the Company. Prospective investors want to know how much money and benefits managers are being paid.

The term “Cash” should indicate salary, bonus, consulting fees, non-accountable expense accounts, and the like. The column captioned “Other” should include the value of any options or securities given, any annuity, pension, or retirement benefits, bonus, or profit-sharing plans, and personal benefits (club memberships, company cars, insurance benefits not generally available to employees, etc.). The nature of these benefits should be explained in a footnote to this column.

Remuneration.  In question 40(a), the Company should furnish the aggregate annual remuneration (compensation) of each of the three highest paid persons who were officers or directors of the Company during the last fiscal year.  The columnar form indicated above is recommended for use in disclosing this information.  Also state the number of persons in the group referred to above and their total compensation (without naming them).

Remuneration other than cash.  Regarding Question 40(a) if remuneration has been (or will be) paid in some form other than cash, and it is impractical to determine the cash value, the Company should state the nature and amount of the remuneration in a note to the table.  An example of non-cash remuneration is the use of the Company car.  Stock options need not be disclosed in Question 40(a) as they are covered in Question 41.

Remuneration pursuant to ongoing plan.  The Company should briefly describe all proposed future remuneration that will be paid pursuant to any ongoing plans or arrangements with the individuals and the group specified.  The description should include the following:

a) A summary of how each plan operates.

b) Any performance formula or measure in effect (or the criteria used to determine payment amounts).

c) The time periods over which the measurements of benefits will be determined.

d) Payment schedules and any recent material amendments to the plan.

Information need not be furnished with respect to any group life, health, hospitalization, or medical reimbursement plans that do not discriminate in scope, terms or operation in favor of officers or directors of the Company and are available generally to all salaried employees.

Question 41(a)
Number of shares subject to issuance under presently outstanding stock purchase agreements, stock options, warrants or rights: _____ shares (____% of total shares to be outstanding after the completion of the offering if all securities sold, assuming exercise of options and conversion of convertible securities). Indicate which have been approved by shareholders.  State the expiration dates, exercise prices and other basic terms for these securities.
Question 41(b)
Number of common shares subject to issuance under existing stock purchase or option plans but not yet covered by outstanding purchase agreements, options or warrants: ______ shares.
Question 41(c)
Describe the extent to which future stock purchase agreements, stock options, warrants or rights must be approved by shareholders.

Introduction.  The questions in this section are meant to disclose the details of any existing plans, transactions, or agreements that may benefit people who are current shareholders or employees of the Company.  To the extent that these plans or agreements would produce substantial dilution to the investors’ potential interest, the Company should cross reference the discussion in Question 8(a). If stock purchase or stock option plans benefit only management or specific individuals, the Company should explain its business purpose in so doing.

Stock options.  The Company should briefly describe its stock option or stock purchase plans available to its employees, including management.  The description should include the number of shares available under each of the plans, any limitations on participation in the plans by employees, the price at which the options may be granted or the price at which shares may be purchased.

A statement should be included as to whether or not any changes to the plans or any additional plans need shareholder approval.


Question 42
If the business is highly dependent on the services of certain key personnel, describe any arrangements to assure that these persons will remain with the Company and not compete upon any termination.
Introduction.  This question concerns the possibility that present employees might leave the Company, crippling it, and, further, employees may go to work for a competitor and take Company trade secrets with them.

Required disclosures.  The Company should describe the terms and conditions of each of the following contracts or arrangements:

Any employment contract between the Company and any key person, whether the person is an officer, employee or consultant; and

Any compensatory plan or arrangement, including payments to be received from the Company with respect to such key person, if such plan or arrangement results or will result from the resignation, retirement or any other termination of such executive officer's employment with the Company or a change in the named executive officer's responsibilities following a change-in-control and the amount involved, including all periodic payments or installments.

Disclosure of covenants not to compete.  Further, the Company should disclose the terms of any covenant not to compete between the Company and key personnel.  If the Company has no such arrangement with a key person, the Company should disclose the lack of such an arrangement. If there is such an arrangement, the Company should discuss the enforceability of the covenant.

Meaning of “key personnel”.  See definition and discussion of the meaning of “key personnel” under Questions 29 -32 and below in the discussion under Question 43.

Litigation
Question 43
Describe any past, pending, or threatened litigation or administrative action which has had or may have a material effect upon the Company’s business, financial condition, or operations, including any litigation or action involving the Company’s Officers, Directors, or the key personnel. State the names of the principal parties, the nature and current status of the matters, and amounts involved. Give an evaluation by management or counsel, to the extent feasible, of the merits of the proceedings or litigation and the potential impact on the Company’s business, financial condition, or operations.
Introduction.  This question is asking whether or not the Company has any legal liabilities, past or present, that could cause harm to the Company and its shareholders in the future.

Scope of litigation disclosure.  This question focuses on disclosures regarding any litigation that is likely to have a material effect on the Company.  The request extends beyond present, pending litigation to encompass past, concluded litigation as well as future, unasserted claims of which the Company is aware.  The request is not limited to actions in which the Company is a party, but also encompasses separate litigation filed against the Company’s directors, officers or key employees to the extent such litigation is likely to have a material effect on the Company.  The Company should also disclose any material litigation involving any subsidiary or affiliate.  The Company should also include within the scope of its litigation disclosure any outstanding judgments or liens that are a result of litigation.

Materiality.  The key issue presented is whether litigation is material in its effect on the Company, or whether it is immaterial, in which event, disclosure is excused. The Company must use its own judgment to determine what is or is not material. If there is any doubt about what is material, the Company should seek the assistance of an attorney and an accountant. If a business routinely generates a certain type of claim, e.g., negligence, that claim is not material unless it departs from the norm.  Claims for damages below 10% of the net assets of the Company are not usually material. A proceeding for bankruptcy, receivership or the like is always material. Regulatory problems involving securities law violations must always be disclosed.  Finally, disclosure is required for any material legal proceeding in which certain corporate insiders or affiliates of the issuer are in a position that is adverse to the issuer.  In this context, material is not defined.

Materiality under GAAP.  Resolution of the question requires reliance on the expertise of both the Company’s  attorney and accountant.

In the context of financial statements, the Company must answer the question: Should pending or threatened litigation be disclosed as a contingent liability?  The factors to be considered are:  1) the period in which the underlying cause of action occurred, 2) if pending litigation, the probability of an unfavorable outcome, or if threatened litigation, the probability that a suit may be filed and the possibility of an unfavorable outcome, and 3) the ability to reasonably estimate the amount or range of potential losses.

Counsel for the Company must be asked to assess the likelihood the claimant will prevail.  Also, based on the ability to reasonably estimate the amount of any contingent liability, an assessment will be required as to the material impact the resulting liability would have on the financial condition of the Company. Ordinarily, contingent liabilities associated with securities law violations must be disclosed.

Content of disclosure.  Once it is determined that disclosure is required, the content of the disclosure is set forth in the text of the question.  In addition to those matters specifically referenced, the description should also include the name of the court where the proceeding is pending, a description of the facts underlying the claim and the relief sought.

Meaning of "key personnel".  Question 43 also requires disclosure of litigation involving “key personnel” in so far as it might have an impact upon the Company. The term “key personnel” means a person such as a vice president, production manager, sales manager, or research scientist or other person not included in the definition of “officer,” but who makes or is expected to make significant contributions to the business of the Company, whether as an employee, independent contractor, consultant or otherwise.

Effect of litigation involving key personnel on company.  The extent to which litigation filed against the key personnel, and not the Company, needs to be disclosed varies.  Such litigation, even though unrelated to the business, can be material especially in a new business.  Clearly, if the litigation can affect an individual's qualification for a license or the ability to engage in activities directly related to the business, disclosure is necessary.  Also, disclosure will be required if the threatened or existing litigation creates a potential liability that may have a material financial impact on the Company.  Although the answer is less clear where there is no economic link between the individual litigation and the Company, disclosure may nevertheless be required because of the litigation’s potential adverse effect on general business reputation.  Finally, if the Company is a start-up business that is uniquely dependent on a particular individual, litigation which is likely to present significant demands on that individual's time and attention may require additional disclosure. 

Infringement of trade secrets. Discuss the likelihood of litigation by a competitor over infringement of trade secrets, and the potential impact of such action.  Also, disclose to what degree legal action, or threatened legal action, barring an employee or the Company from using proprietary information or know-how, may impair the ability of certain key employees to make expected contributions to the Company.

Federal tax aspects
Question 44

If the Company is an S corporation under the Internal Revenue Code of 1986, and it is anticipated that any significant tax benefits will be available to investors in this offering, indicate the nature and amount of such anticipated tax benefits and the material risks of their disallowance. Also, state the name, address, and telephone number of any tax advisor that has passed upon these tax benefits. Attach any opinion or any description of the tax consequences of an investment in the securities by the tax advisor.

Name of Tax Advisor: 
________________________________

Address:




________________________________

Telephone Number:

________________________________
Introduction.  This question is the place in the SCOR Form where the Company must discuss the federal income tax treatment of the Company and its impact on investors. If the Company is set up as an “S Corporation,” a limited liability company, or other entity in which income is usually “passed through,” it should be discussed in detail.  Investors need to know how they will be taxed. This is also an appropriate place for the Company to discuss other relevant tax treatment that may have an impact on investors.

Scope of question. As the text of the question suggests, one relevant consideration is the status of the Company as an S corporation under Internal Revenue Code (IRC) § 1361 et seq.   If the Company receives other special tax treatment it should discuss it in this section. Question 44 is also the place to discuss the tax benefits and features of entities such as the limited liability company.

Potential loss of S corporation status. The primary risk involved in S corporation status is the Company’s potential loss of that status.  S corporation status is automatically terminated if any event occurs which would prohibit qualification in the first place.  Status is terminated as of the date of the disqualifying event. Disqualifying factors should be considered in light of the individual circumstances of the issuer in fashioning the appropriate disclosures.  As the question suggests, individuals relying on S corporation status in making an investment decision should be warned to consult their own tax advisors.  See discussion on restrictions on transfer of stock under Question 25.

Feasibility of S corporation status for SCOR companies.  Because of the limitation of 35 shareholders, it may not be feasible for many S corporations to raise enough capital by using SCOR.   A  Company claiming S corporation status that files a SCOR application should retain a qualified tax advisor to evaluate the tax aspects and risks and obtain a written analysis or opinion as contemplated by Question 44.  If such analysis and opinion is not obtained from an independent tax advisor, the Company must disclose this fact.

Section 1202 Stock.  Under Section 1202 of the Internal Revenue Code, 50 percent of the gain from the sale of “qualified small business stock” may be excluded from gross income if the selling taxpayer is not a corporation and has held the stock for more than five years.  The stock must have been issued after August 10, 1993.  The issuer must be a C corporation whose assets cannot exceed $50 million.  At least 80 percent of the assets must be used in the active conduct of a qualified trade or business [see IRC Section 1202(e)(3) for excluded trades or businesses].  The issuer must also furnish reports to its shareholders and the IRS.  Other restrictions apply, so the Company should consult its tax advisor if it intends to disclose that its stock is eligible for the Section 1202 exclusion.

REIT’s and cooperatives.  Certain types of businesses organized under state law as corporations may qualify for special tax treatment. Two possible examples are the real estate investment trust and the cooperative. If a corporation qualifies as a REIT  or a co-op for tax purposes, there may be a substantial individual tax impact on the members, which should be disclosed to potential investors. The Company should use Question 44 to disclose this particular tax treatment.

Net operating losses.  Some companies may have accumulated a substantial net operating loss that may be carried forward into subsequent tax years to shelter income.  If the Company intends to emphasize this disclosure in the offering, Question 44 should apply and require specific and accurate disclosures backed up by a tax opinion regarding the use and benefit of the net operating losses.

Miscellaneous factors

Question 45

Describe any other material factors, either adverse or favorable, that will or could affect the Company or its business (for example, discuss any defaults under major contracts, any breach of bylaw provisions, etc.) or which are necessary to make any other information in this Disclosure Document not misleading or incomplete.
Catch all.  Companies may fill out the SCOR Form, answering all the questions and believe they are done.  But just because the questions do not directly ask for a particular piece of material information, the Company is not relieved from disclosing it.  Question 45 serves as a catch all for additional disclosure the Company needs to make.  If no other appropriate place can be found for a disclosure, Question 45 can and should be used. The SCOR questions do not cover all industries and types of businesses.  In general the SCOR Form fits best for a traditional manufacturing or distributing business.  If the Company is not a manufacturer or seller of products, it may be necessary to add material disclosures under Question 45 that are not covered by other questions.  To the extent practical, specialized disclosure may be added in Question 45.

Financial statements
Question 46

Attach reviewed or audited financial statements for the last fiscal year and unaudited financial statements for any interim periods thereafter. If since the beginning of the last fiscal year the Company has acquired another business, the assets or net income of which were in excess of 20% of those for the Company, show pro forma combined financial statements as if the acquisition had occurred at the beginning of the Company’s last fiscal year.

The Company does hereby agree to provide to investors in this offering for five years (or such longer period as required by law) hereafter annual financial reports containing a balance sheet as of the end of the Company’s fiscal year and a statement of income for said fiscal year, all prepared in accordance with generally accepted accounting principles and accompanied by an independent account’s report. If the Company has more than 100 security holders at the end of the fiscal year, the financial statements shall be audited.
General instructions for financial statements. The narrative portion of the Disclosure Document reflects the information contained in the Financial Statements and Notes. It is essential that there be total consistency between the information in the narrative responses to Disclosure Document items and the information appearing in the Financial Statements, including the accompanying Notes.

Financial Statements. Attach to the  Disclosure Document for the Company and its consolidated subsidiaries, a balance sheet as of the end of the most recent fiscal year. If the Company has been in existence for less than one fiscal year, attach a balance sheet as of the date within 135 days of the date of filing the registration statement. If the first effective date of state registration, as set forth on the Cover Page of this Disclosure Document, is within 45 days after the end of the Company’s fiscal year and financial statements for the most recent fiscal year are not available, the balance sheet may be as of the end of the preceding fiscal year and there shall be included an additional balance sheet as of an interim date at least as current as the end of the Company’s third fiscal quarter of the most recently completed fiscal year. Also attach, for the Company and its consolidated subsidiaries and for its predecessors, statements of income and cash flows and statements of changes in stockholders’ equity for the last fiscal year preceding the date of the most recent balance sheet being attached, or such shorter period as the Company (including predecessors) has been in existence. In addition, for any interim period between the latest reviewed or audited balance sheet and the date of the most recent interim balance sheet being attached, provide statements of income and cash flows. Financial statements shall be prepared in accordance with generally accepted accounting principles. If the Company has not conducted significant operations, statements of receipts and disbursements shall be included in lieu of statements of income. Interim financial statements may be unaudited. All other financial statements shall be audited by independent certified public accountants; provided, however, that if each of the following four conditions are met, such financial statements in lieu of being audited may be reviewed by independent certified public accountants in accordance with the Accounting and Review Service Standards promulgated by the American Institute of Certified Public Accountants: (a) the Company shall not have previously sold securities by means of an offering involving the general solicitation of prospective investors by means of advertising, mass mailings, public meetings, “cold call” telephone solicitation or any other method directed toward the public, (b) the Company has not been previously required under federal or state securities laws to provide audited financial statements in connection with any sale of its securities, (c) the aggregate amount of all previous sales of securities by the Company (exclusive of debt financings with banks and similar commercial lenders) shall not exceed $1,000,000, and (d) the amount of the present offering does not exceed $500,000.

If since the beginning of its last fiscal year the Company has acquired another business, provide a pro forma combined balance sheet as of the end of the fiscal year, and a pro forma combined statement of income as if the acquisition had occurred at the beginning of the Company’s last fiscal year, if any of the following exists: (a) the investments in and advances to the acquired business by the Company and its subsidiaries’ (other than the acquired business) exceed 20% of the Company’s assets on its consolidated balance sheet at the end of the Company’s last fiscal year, (b) the Company’s and its subsidiaries’ (other than the acquired business’) proportionate share of the total assets (after intercompany eliminations) of the acquired business exceeds 20% of the assets on the consolidated balance sheet, or (c) the Company’s and its subsidiaries’ (other than the acquired business’) equity in income from continuing operations before income taxes, extraordinary items and cumulative effect of a change in accounting principle, of the acquired business exceeds 20% of such income of the Company and its consolidated subsidiaries for the Company’s last fiscal year.

The financial statements should reflect all stock splits (including reverse stock splits), stock dividends and recapitalizations even if they have occurred since the date of the financial statements.

Narrative responses to questions on the SCOR Form discussing income or revenues should identify the accounting period(s) involved and those figures should agree with the figures on the Income Statement for the same period(s).  The narrative responses must reflect in a consistent and communicative manner stock splits and stock dividends in all references to the outstanding shares, warrants, and options (both in number and price).  Often the stock dividends and splits are reflected only in the Financial Statements (or in a subsequent event Note to the latest Financial Statement).  See also Question 3(k).

The above discussion of financial statements may appear to permit the Company to include only the Balance Sheet and Income Statement in an annual report. In order for the financial statements to be in accordance with generally accepted accounting principles, the Company must also present the Statement of Cash Flows and the Statement of Retained Earnings.

Management's discussion and analysis of certain relevant factors
Question 47
If the Company’s financial statements show losses from operations, explain the causes underlying these losses and what steps the Company has taken or is taking to address these causes.
Causes of losses from operations.  This question requires the Company to explain what it intends to do about losses. Faced with losses from operations, what is the Company's business plan?  Why does it believe that its losses will not continue?  Is the Company going to change its competitive strategy?  Is the Company going to introduce a new product?  Is it going to change its manufacturing or service delivery process?  Is it going to trim its general and administrative expenses?  Is it going to launch a new marketing program to attempt to achieve a sales level that will allow it to break even? Reviewing the answers to Questions 3 and 4 is useful in responding to this question.

This question is not applicable if the Company’s Financial Statements do not show losses from operations.   The Company should, however, be sure that it is properly using the term “losses from operations” which is generally the loss before interest expense, interest income, or gains, and losses on sales of assets, and other extraordinary items.

If one or more of the promoters has operated a similar business which failed or was abandoned, the response to this question should address how the Company intends to avoid a similar fate.  This is even more important if the other entity was a predecessor to the Company.  The Company must also consider whether the responses to Question 47 trigger additional risk factor disclosure.

Question 48
Describe any trends in the Company’s historical operating results.  Indicate any changes now occurring in the underlying economics of the industry or the Company’s business which, in the opinion of Management, will have a significant impact (either favorable or adverse) upon the Company’s results of operations within the next 12 months, and give a rough estimate of the probable extent of the impact, if possible.

Trends.  This question asks for information from the Company's management on trends in the Company's operating results and how those trends are likely to be affected by changes in the industry in which the Company operates.  The preceding question focuses on how the Company's business plan addresses prior results of its operations.  This question focuses on how the Company's business plan addresses the effects of external forces (primarily trends in the Company's industry) on the Company's operating results.  This question is especially important for companies in industries experiencing rapid change, whether that change is technological (as in high tech companies), regulatory, or sociological.

If financial statements for the Company are available for more than one fiscal period the Company can compare the operating results to look for trends. The Company may also use general economic trends to answer this question.  For example, if the Company offers luxury goods, it may have difficulty surviving an economic downturn.  How does the Company intend to address this problem? 

Question 49
If the Company sells a product or products and has had significant sales during its last fiscal year, state the existing gross margin (net sales less cost of such sales as presented in accordance with generally accepted accounting principles) as a percentage of sales for the last fiscal year: ______ %.

What is anticipated gross margin for next year of operations? Approximately ______ %. If this is expected to change, explain. Also, if reasonably current gross margin figures are available for the industry, indicate these figures and the source or sources from which they are obtained.

Gross margin.  The Company should ensure that the responses to this question are consistent with the Financial Statements.  The gross margin percentages for the last fiscal year can be verified against the Income Statement.  If the anticipated gross margins for the next year of operations are materially different from the historical percentage, management should explain how the anticipated percentage was determined.

The Company should not use the gross margin percentages of industry unless it can show the relevance of the industry standards to the Company.  See discussion under Question 3(c).  If the Company's gross margin figures are substantially greater than the industry standard, further explanation is required.

If the Company claims that its gross margin will increase for the next year of operations, it must supply reasons why this will occur.  Possible reasons include: the Company has a new supplier or supply contract which will allow it to obtain materials at lower cost; the Company has a new supply of labor that is cheaper than the labor the Company used before; the Company has new work methods that allow it to work better and faster or to use less expensive materials; the Company has a new distribution system that will allow it to sell more units and achieve economies of scale; or the Company is shifting its product mix to concentrate on more profitable products.  

The Company’s claims under this Question should build upon the rest of the Disclosure Document and the financial statements.  For example, if the Company’s increase in gross margin is based on the acquisition of new manufacturing equipment, the Use of Proceeds Section (Question 9) and the section on Business and Properties (Question 3, especially 3(g) on property) should support this. The new equipment might cut production costs.  The answer to Question 3(f) on the Company's labor force and labor relations may yield other relevant information.  Also the answers to Question 3(c) on competitive strategy and Question 3(d) on marketing plan may yield other relevant information.

Question 50
Foreign sales as a percent of total sales for last fiscal year: _______ %.  Domestic government sales as a percent of total domestic sales for last fiscal year: ______ %

Explain the nature of these sales, including any anticipated changes:
Foreign sales.  If foreign sales are material, any foreign earnings reported beyond the amounts received in the United States should be carefully considered in light of all the circumstances. If the Company has foreign operations, a plant, or offices in a foreign country, a foreign subsidiary, etc., the Company must disclose matters peculiar to international operations, such as devaluation of currency, the political stability of the foreign country or countries in which the Company has operations, and trade agreements.

If operations in a foreign country are a very significant portion of the Company's total results, preparation of the answer to this question requires even more thought and care.  Are there economic or political trends in the foreign country the investor needs to know about to evaluate the future potential of the Company's operations?  Examples of trends include high inflation, currency devaluations, and nationalization of industries.

Appendix  a
Accounting Terminology

The following is a description of some of the more important terms and concepts used in accounting:


Financial statements


General purpose financial statements
The term “financial statements” refers to a presentation of financial data, including accompanying notes, derived from accounting records and intended to communicate an entity's economic resources or obligations at a point in time or the changes therein for a period of time in conformity with a comprehensive basis of accounting.  Financial statements are the means by which the information accumulated and processed in financial accounting is periodically communicated to those who use it.  Although financial statements come in a wide variety of forms, which serve various purposes, there are four basic general purpose statements.  These are:



Balance Sheet



Statement of Income or Statement of Operations



Statement of Retained Earnings or Statement of Changes in Stockholders' Equity



Statement of Cash Flows

A Balance Sheet is a statement which presents (as of a moment in time, unlike the other three statements which cover a time period) the assets, liabilities, and net worth of an entity. Sometimes this statement is titled Statement of Assets and Liabilities, Statement of Financial Position, or a similar title. 

The Statement of Income or Statement of Operations presents for a period of time, an entity's revenues, costs, ex​pens​es, and net income or loss for the period involved. Other titles which are used include Profit and Loss Statement. An analogous statement for a cash basis entity could be a Statement of Receipts and Disbursements.  For not-for-profit organizations, the term used is usually Statement of Excess of Support and Revenue over Expenses or Statement of Activities.

A Statement of Changes in Stockholders' Equity presents the changes that occurred during a given period affecting the corporation's capital accounts including retained earnings.  If the only changes resulted from earnings, losses, or dividends, a company may simply present a Statement of Retained Earnings, or may combine the Statement of Changes in Retained Earnings with the Statement of Income.  For partner​ships, the analogous statement would be a Statement of Changes in Partners' Capital; for not-for-profit organizations, the corresponding statement would be a Statement of Changes in Fund Balances.

The Statement of Cash Flows is a statement that presents cash inflows and outflows from operating, financing, and investing activities for a given period.



Prospective financial statement.
Prospective financial information refers to any financial information about the future.  The information may be present​ed as complete financial information or limited to one or more elements, items, or accounts.  A prospective financial statement may be either a Financial Forecast or a Financial Projection.

A Financial Forecast is a prospective financial statement that presents, to the best of the responsible party's knowledge and belief, an entity's expected financial position, results of operations, and changes in financial position.  In contrast, a Financial Projection is a prospective financial statement that presents, given one or more hypothetical assumptions, an entity's expected financial position, results of operations, and changes in financial position.


Classification of Financial Statements


Introduction
Financial statements may be classified by the kind of third party involvement.  In this context there are two classes of financial statements:  Audited and Unaudited.  Audited financial statements include only those statements which have been audited by independent
 certified public accountants (CPAs) and in some states, independent public accountants (PAs).  Unaudited financial statements include those reviewed or compiled by CPAs or PAs, but also include financial statements prepared by management without any service per​formed by an independent CPA or PA. 



Audited statements
The term audit, audited, or auditing refers to an examination of the books and records of an entity by an independent CPA or independent PA intended to serve as a basis for the expression of opinion on the fairness with which the entity's financial statements present financial position, results of operations, and cash flows in conformity with generally accepted account​ing principles (GAAP). The auditor's report is the medium through which the accoun​tant expresses an opinion or, if circumstances dictate, disclaims
 an opinion.  Also, if circumstances require it, the auditor's report may contain an explanatory paragraph describ​ing an uncertainty about the entity's ability to continue as a going concern for a reasonable period of time. 

The terms “certified” or “examined” are sometimes used synonymously with the term “audited.”   



Sometimes, an independent accountant may audit financial statements that are not prepared in accordance with GAAP, but rather are prepared on another comprehensive basis of accounting (OCBOA).  Such statements include cash basis, tax basis, regulatory basis, and other non-GAAP basis.  Such statements are generally titled differently from the equiva​lent GAAP statements.  For example, a cash basis financial statement reflecting financial position might be titled Statement of Assets and Liabilities Arising from Cash Transac​tions instead of Balance Sheet. 



Unaudited statements


The term “unaudited” refers to all statements which have not been audited.  Four classes of unaudited statements are discussed in this Appendix.  These are:




Management prepared statements without any third party involvement.




Compilations pursuant to AICPA's Statement on Standards for Accounting and Review Service (SSARS).




Reviews pursuant to SSARS of a nonpublic entity (although under certain circumstances a review of a public entity
 may be made under SSARS).




Reviews of interim financial statements of public entities pursuant to SAS.



The following is a brief description of the four classes of unaudited statements:

Statements prepared by management only
These are statements in which no third party accounting service by an independent CPA or PA is involved.  Such statements may have been prepared by an in-house accountant or other qualified individual or may have been prepared by someone with a very limited accounting background.

Statements prepared by management would not necessarily be in accordance with GAAP.  Often such statements are prepared on an OCBOA basis.



Compilations
A compilation is a service by a CPA or a PA which involves reading compiled statements and considering whether they appear to be appropriate in form and free from obvious material errors.




Compiled financial statements are accompanied by a report which states that:





A compilation has been performed.





A compilation is limited to presenting in the form of financial statements information that is the representa​tion of management.





The statements have not been audited or reviewed and no opinion or any other form of assurance is expressed on them.

A compiled financial statement would not necessarily be in accordance with GAAP.



Reviews Pursuant to SSARS
A review under SSARS is a service performed by a CPA or PA which includes making inquiries of the entity's personnel and applying analytical procedures, and reading statements to consider, on the basis of information known, whether the statements appear to conform with generally accepted accounting principles.




Financial statements reviewed under SSARS are accompanied by a report that states:




A review was performed in accordance with SSARS issued by the AICPA.




All information included in the statements is the representation of management.




A review consists principally of inquiries of company personnel and analytical procedures applied to financial data.




A review is substantially less in scope than an audit, and that no opinion is expressed.




The CPA is not aware of any material modifications that should be made to the statements for them to be in conformity with GAAP.




Unaudited financial statements of a public entity
If a Public Entity is involved, neither a compilation nor a review under SSARS may generally be used. However, certain unaudited statements may be presented. For example, if in a public offering the issuer presented audited statements for three years 1991, 1990, and 1989 and an unaudited stub period for the three months ended March 31, 1992, the latter state​ment could not be compiled or reviewed under SSARS.  The stub period statement could be indicated as being unaudited. The CPA or PA involved may have certain responsibilities with respect to the unaudited stub statements including performing inquiries and other varied procedures as deemed appropriate. 

Unaudited stub period financial statements of a Public Entity may be accompanied by a report that states:





The statements were not audited.





No opinion is expressed on them.

(Under certain circumstances, a SSARS review may be performed for a Public Entity that is not required to have audited financial statements.  When a Public Entity decides not to have its financial statements audited and is not required to do so, it may have its interim and annual financial statements reviewed under the provisions of SSARS.)


Generally Accepted Accounting Principles (GAAP)

GAAP is a technical accounting term that encompasses the conven​tions, rules, and procedures necessary to define accepted account​ing principles at a particular time.

The word “principle” has several definitions one of which is “a general law or rule adopted or professed as a guide to action; a settled ground or basis of conduct or practice...”  It is this definition which most accountants mean by the word principle when using the expression accounting principle.  A generally accepted accounting principle is one which has substantial authoritative support.

Although there may be agreement on the existence of a body of generally accepted accounting principles, the determination of whether a particular accounting principle has substantial authori​tative support may be difficult because no single reference source exists for all such principles.  There is, however, a hierarchy of the various sources of GAAP, a summary of which is as follows:

1. Statements and interpretations of the Financial Account​ing Standards Board (FASB), Opinions of the Accounting Principles Board (APB) of the American Institute of Certified Public Accountants (AICPA), and AICPA Research Bulletins.

2. FASB Technical Bulletins, AICPA Industry Audit and Accounting Guides, and the AICPA Statements of Position (SOPs).

3. Consensus positions of the FASB Emerging Issues Task Force (EITF), and AICPA Practice Bulletins.

4.
AICPA accounting interpretations, “Qs and As” published by the FASB staff, as well as industry


practices widely recognized and prevalent.

5.
Other Accounting Literature.

Accrual basis and cash basis financial statements are examples of GAAP and non-GAAP financial statements, respectively.  Accrual accounting attempts to record the financial effects on an entity of transactions in the period in which such transactions occur rather than in the period in which cash is received or paid by the entity. Accrual basis accounting recognizes that the acquisition of resources needed to provide services and the rendering of service by the organization during a period often do not coincide with the cash receipts and payments of the period. Typical accruals for small business include depreciation, accounts receivable, accounts payable, and taxes payable.

Another example of a non-GAAP financial statement is one that omits some of the required disclosure or where the disclosure is inadequate.  For example, the Statement of Cash Flows is required by GAAP.  If such a statement were omitted the auditor would have to qualify his or her report which would take the form of a separate paragraph in the report drawing the reader's attention to the omission and indicating that the Statement of Cash Flows is required by GAAP.  The opinion paragraph of the auditor's report would by qualified by a phrase to the effect that “except that the omission of a statement of cash flows results in an incomplete presenta​tion...” followed by the opinion.  An accountant's review report would contain an analogous qualification.


Generally Accepted Auditing Standards (GAAS) and Statements on Standards for Accounting and Review Services (SSARS)

When a CPA issues a report on the audit of the financial statements of any entity he or she states that the examina​tion was made in accordance with GAAS.  The auditing standards referred to are those which have been promulgated by the auditing standards board of the AICPA in a series of releases titled Statements on Auditing Standards (SAS).

An accountant may issue a compilation or review of the financial statements of an entity in accordance with SSARS. A compilation or a review is a service which is substantially less in scope than an audit and generally may be used only with respect to nonpublic companies.  However, there is an exception.  When a public entity does not have its annual statements audited, the AICPA permits an accountant to review the entity's annual or interim statements in accordance with SSARS.

Interim financial statements of public or nonpublic companies may be reviewed by a CPA under standards established by the AICPA through SAS.  Interim and annual financial statements of nonpublic companies as well as interim and annual financial statements of public companies which are not required to have their annual statements audited may be reviewed under the lower standards of SSARS.


Responsibility for Financial Statements
The financial statements are always management's responsibility.  With respect to audited financial statements, the auditor's responsibility is to express an opinion on the financial state​ments.
The opinion expressed relates to whether the financial statements present fairly the financial position of the entity and the results of its operations and cash flows in conformity with GAAP. 

Unaudited financial statements are also management's responsibility.  When an accountant is associated (i.e., consented to the use of his or her name in a report, document, or written communications containing the statements) with the unaudited financial statements, he or she is required to disclose the degree of responsibility, if any, being taken.


Predecessor "
The term “Predecessor” means an entity the major portion of the business and assets of which another entity acquired in a single succession, or in a series of related successions in each of which the acquiring entity (the “Successor”) acquired the major portion of the business and assets of the acquired entity. 

The acquisition of assets by the Successor organization is generally recorded as a Purchase.  In some situations, if certain criteria are met, two or more businesses may be combined through a Pooling of Interest in which the ownership interests of the two or more businesses are continued (usually involving an exchange of common stock for common stock) with a new entity being formed, and in such a combination each of the original businesses are considered to be a Predecessor. 

When a business combination is effected by the Purchase of assets by the Successor, the assets acquired are recorded at their fair value; where the business combination meets the criteria for a Pooling of Interest, the assets and liabilities are carried forward at the valuations reflected in the books of the Predecessor companies.

Where the Predecessor is a related party and the transaction does not meet the criteria for a Pooling of Interest, and thus the acquisition of the business and assets acquired are effected by means of a Purchase, the analyst should request documentation with respect to how the fair values of the assets acquired were reached.

Appendix B

The following are common examples of risk factors for the Risk Factor Section:


(
For a company with a limited operating history:  The Company was recently formed, has no significant operating history, and has yet to produce a profit.  There is no assurance that it will ever be profitable.  As a new enterprise, it is likely to be subject to risks management has not anticipated. The Company has limited resources and is dependent on the proceeds of this offering to allow it to conduct operations.  However, the proceeds of the offering and the Company's other resources may not be sufficient for the Company's needs, and it may have inadequate funds to finance its operation.  (See Question 11)


(
For shares that have no existing market:  Prospective purchasers of shares should be aware that unless the Company is able to complete a subsequent public offering or the Company is able to be sold for cash or merged with a public company their investment in the Company may be illiquid indefinitely.  (See Question 15)


(
For a company competing in a highly technical area where products rapidly become obsolete:  The Company is in a highly technical industry, which is characterized by frequent introductions of new products and services which are often based on technological advances in electronic components.  To remain competitive, the Company must continue to improve its present products and to develop new products and to provide the necessary services and support.  The proceeds of the present offering may not be adequate to support the Company's research and development needs.  (See Question 3(a) )

The Company's ability to operate successfully is dependent upon certain key personnel and on its ability to attract and retain qualified technical personnel, who are in great demand.  (See Question 23)

(
For a company that competes against larger and better financed companies in a competitive business:  The business is highly competitive and the Company will be competing with many established companies having much greater financial resources, experience, and market share than the Company.  (See Question 3(c) )

(
For a company with inexperienced management:  None of the Company's officers and directors has managed a company in the                      business, and none has experience in managing a developmental stage enterprise.  (See Question 35)



Categories of Risk Factors.  The following are categories of risk factors:  


(
Risks relating to the financial condition of the company:

(
History of losses with no expectation for immediate profits.  The Company has never operated profitably since its inception.  As of the date of its most recent financial statements, the Company had an accumulated deficit of $      .  For the last three fiscal years, the Company has incurred losses of $       for 1994, $       for 1995, and $       for the first three months of 1996.  The Company expects that these losses will continue for the next several years and there is no certainty the Company will become profitable.



(
Limited operating revenues.




(
Limited capitalization.




(
Substantial intangible assets.




(
Dependency on the offering for funds to continue operations.




(
Adverse consequences of not obtaining the maximum amount of proceeds.




(
Significant indebtedness - Some of which will be paid from the proceeds of the offering and benefit current management of the Company.



(
No history of dividends and that none are expected in the immediate future.


(
Risks relating to the business of the company:

(
Start-up business.  The Company is in a start-up phase (developmental stage) and has not engaged in any significant operations to date.  There is no certainty that the Company will be successful in overcoming the risks of development in order to advance beyond the start-up phase (developmental stage).



(
Uncertainty of market for product or service.




(
Unproven product and business.




(
Competition and existence of other entities engaged in similar business which have greater resources.




(
Limited or no manufacturing capability.




(
Governmental regulation of products or services (e.g., licensing, environmental, etc.).




(
Technological obsolescence.




(
Need for additional financing.




(
Trademarks, patents, royalties that are not owned by the Company.




(
Dependence upon key personnel.




(
Reliance on efforts of management.


(
Risks relating to management of the company:


(
Prior record in similar or other prior business ventures.  Principals of this Company have operated businesses of this type prior to organizing this Company which resulted in losses to investors.  Principals also operated other businesses in the past which were not similar to this Company which resulted in losses to investors. (See Question 35)



(
Substantial voting control of the company to be retained by management or existing shareholders (See Questions 37 and 38).



(
Disciplinary or criminal history of any promoters.



(
Substantial direct and indirect compensation to management.



(
Substantial amount of proceeds being used for the benefit of management.



(
Conflicts of interest and transactions between management and the company.


(
Risks relating to the securities being offered and the terms of the 


offering:


(
Substantial promotional shares and options owned by promoters.  The promoters own     number of shares of common stock for which they paid an average price of $       as compared with the public offering price of $       per share.  In addition, the promoters own        options or warrants which are exercisable to purchase additional shares of common stock at an average price of $       during the next        years.  (See Question 37)




(
Immediate substantial dilution of investor's purchase.




(
Risk of loss of the entire investment.




(
Lack of a public market for the securities and no assurance that a market will develop.




(
Amount of shares of promoter's promotional shares available for immediate resale.


The examples given are not intended to be copied as boilerplate but are to aid the Company in the development of risk factor disclosure applicable to the specific offering.

Appendix C

Statement of Policy Regarding 

Small Company Offering Registrations (SCOR)

I.

Introduction

The following guidelines of the North American Securities Administrators Association, Inc. (“NASAA”) provide for the uniform treatment of registrations of small company offerings which are exempt from federal registration under Rule 504 of Regulation D, Regulation A, or Section 3(a)(11) of the Securities Act of 1933, and are consistent with public investor protection and in the public interest. The Securities Administrator (“Administrator”) may waive any standard set forth in this Policy Statement and may also impose substantive standards not contained in this Policy Statement.

II.

Application
The requirements contained in this Policy Statement shall apply to registrations that utilize Registration Form U-7 and are exempt from federal registration under (1) Rule 504 of Regulation D, (2) Regulation A, or (3) Section 3(a)(11).

III.

Requirements for Qualification to Use SCOR
Registrations covered in this Policy Statement shall meet the following requirements:

A. The issuer shall:

1) be a corporation or centrally managed limited liability company organized under the law of the United States or Canada, or any state, province, or territory or possession thereof, or the District of Columbia, and have its principal place of business in one of the foregoing;

2) not be subject to the reporting requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934;

3) not be an investment company registered or required to be registered under the Investment Company Act of 1940;

4) not be engaged in or propose to be engaged in petroleum exploration and production, mining, or other extractive industries;

5) not be a development stage company that either has no specific business plan or purpose or has indicated that its business plan is to engage in merger or acquisition with an unidentified company or companies or other entity or person; and

6) not be disqualified under Section IV of this Policy Statement.

B. The offering price for common stock or common ownership interests(hereinafter, collectively referred to as common stock), the exercise price for options, warrants, or rights to common stock, or the conversion price for securities convertible into common stock, must be greater or equal to US $1.00 per share or unit of interest. The issuer must agree with the Administrator that is will not split its common stock, or declare a stock dividend for two years after the effective date of the registration if such action has the effect of lowering the price below US $1.00.

C. Commissions, fees, or other remuneration for soliciting any prospective purchaser in connection with the offering in the state are only paid to persons who, if required to be registered or licensed, the issuer believes, and has reason to believe, are appropriately registered or licensed in the state.

D. Financial statements shall be prepared in accordance with either US or Canadian generally accepted accounting principles. If appropriate, a reconciliation note should be provided. If the Company has not conducted significant operations, statements of receipts and disbursements shall be included in lieu of statements of income. Interim financial statements may be unaudited. All other financial statements shall be audited by independent certified public accountants, provided, however, that if each of the following four conditions are met, such financial statements in lieu of being audited may be reviewed by independent certified public accountants in accordance with the Accounting and Review Service Standards promulgated by the American Institute of Certified Public Accountants or the Canadian equivalent;

1) the Company shall not have previously sold securities through an offering involving the general solicitation of prospective investors by means of advertising, mass mailing, public meetings, “cold call” telephone solicitation, or any other method directed toward the public;

2) the Company has not been previously required under federal, state, provincial or territorial securities laws to provide audited financial statements in connection with any sale of its securities;

3) the aggregate amount of all previous sales of securities by the Company (exclusive of debt financing with banks and similar commercial lenders) shall not exceed US $1,000,000; and

4) the amount of the present offering does not exceed US $1,000,000.

E. The offering shall be made in compliance with Rule 504 of Regulation D, Regulation A, or Section 3(a)(11) of the Securities Act of 1933.

F. The issuer shall comply with the General Instructions to SCOR in Part I of the NASAA SCOR Issuer’s Manual.

VI.

Disqualifications
A. Unless the Administrator determines that it is not necessary under the circumstances that the disqualification under this section be applies, application for registrations referred to in Section II shall be denied if the issuer, any of its officers, directors, ten percent or greater stockholders, promoters, or selling agents or, any officer, director or partner of any selling agent:

1) has filed an application for registration which is subject to a currently effective stop order entered pursuant to any state or provincial securities laws within five years prior to the filing of the registration statement;

2) has been convicted, within five years prior to the filing of the current application for registration, of any felony involving fraud or deceit, including, but not limited to, forgery, embezzlement, obtaining money under false pretenses, larceny, or conspiracy to defraud;

3) is currently subject to any state or provincial administrative enforcement order or judgment entered by that state’s or province’s securities administrator within five years prior to the filing of the current application for registration;

4) is subject to any state or provincial administrative enforcement order or judgment in which fraud or deceit, including, but not limited to, making untrue statements of material facts and omitting to state material facts, was found, and the order or judgment was entered within five years prior to the filing of the current application for registration;

5) is subject to any state or provincial administrative enforcement order or judgment which prohibits, denies, or revokes the use of any exemption from registration in connection with the offer, purchase, or sale of securities;

6) is currently subject to any order, judgment, or decree of any court of competent jurisdiction that temporarily, preliminarily, or permanently restrains or enjoins such party from engaging in or continuing any conduct or practice in connection with the purchase or sale of any security, or involving the making of any false filing with the state, entered within five years prior to the filing of the registration statement; or

7) has violated the law of a foreign jurisdiction governing or regulating any aspect of the business of securities or banking or, within the past five years, has been the subject of an action of a securities regulator of a foreign jurisdiction denying, revoking, or suspending the right to engage in the business of securities as a broker-dealer, agent, or investment adviser or is the subject of an action of any securities exchange or self-regulatory organization operating under the authority of the securities regulator of a foreign jurisdiction suspending or expelling such person from membership in such exchange or self-regulatory organization.

B. The prohibitions of Subsections IV.A.1. through 3., and 5. shall not apply if the person subject to the disqualification is duly registered or licensed to conduct securities related business in the state or province in which the administrative order or judgment was entered against such person, or if the broker-dealer employing such person is registered or licensed in the state and the Form B-D filed in the state discloses the order, conviction, judgment, or decree relating to such person.

C. No person disqualified shall act in any capacity other than the capacity for which the person is registered or licensed.

D. Disqualification is automatically waived if the jurisdiction which created the basis for disqualification determines upon a showing of good cause that it is not necessary under the circumstances that registration be denied.




�	The following is an example of a straightforward description:





	Velocipede, Inc. manufactures frames and other bicycle components for use by custom bicycle fabricators in the Seattle area.  Using the Company's components, and those from other manufacturers, these fabricators assemble special order bikes for individual consumers.  With the proceeds of this offering, the Company plans to purchase additional manufacturing equipment and raw materials and to expand its marketing efforts in an attempt to penetrate the bicycle component market in areas outside Seattle, principally Portland and Eugene, Oregon; San Francisco, California; and Boulder, Colorado.


� 	For example, if the applicant is a winery and discloses the gallonage produced by other wineries, the applicant should be prepared to reference the source of the information. That citation might read: From the Northwest Winery Guide (1996 edition).


� 	The following is an example of such a disclosure:





	Consistent with the industry, the Company’s wine sales are seasonally higher in the months leading up to the Christmas holidays. The Company also has a seasonal increase in tasting room sales during the tourist season from May through September.


�	Although the estimated number of employees is reasonable, the following disclaimer, in some cases, might be appropriate: 





		There can be no assurance that the Company's business will grow to require the number of employees estimated to be added.


� (	Research is the planned effort of the Company to discover new information to help create a new product, service, process, or technique or vastly improve a current one.





  (	Development takes the findings generated by research and formulates a plan to create the desired item or improve the existing one. Development does not include normal improvements in the existing operations. Research does not include market research and testing because this activity relates to the selling and marketing operations of the Company.


�	An example of a general risk factor disclosure follows:





	Although the Company believes it is in compliance with the pertinent rules and regulations, and anticipates that it will be able to comply with these rules and regulations in the future, compliance is subject to substantial risks and expense, and, therefore, there is no assurance that the Company will always be able to comply with all rules and regulations throughout its operations.  Failure to comply with pertinent rules and regulations may result in fines, penalties, or in suspension or loss of the Company's permit or license, in which case an investor may lose his or her entire investment.


�	The following is a check list of Company events that, though not exhaustive, may be helpful in setting forth the development of the Company.


		


			Pre-organization activities			Form of Organization


			Year of organization				Merger, exchange, etc.


			Bankruptcy, receivership, etc.		Divestiture


			Acquisition						Change of Name


			Securities Offering	


� 	For example, growth in the key elements of the business since its start presented as follows:


		


		Year			Revenue		Net Income		Customers		Employees		Other


		1994			$  27,200		$ (5,000)				6				3				


		1995			$  85,000		$  1,000				15				5


		1996			$180,000		$15,000				45				7


� 	Another example that may be encountered is the small business that is being conducted in the promoter’s garage. Although the business in the garage may be profitable, it may have no relationship (in size or scope) with the business being launched by the public offering.


� 	Sample Calculation:  	Earnings per Share = Net after Tax Earnings ÷ Outstanding Shares (After Offering) = $183,246/863,020 = $0.22/Share	





�	A narrative might disclose, for example:





	The Company commenced operations in June 1996.  The losses as of October 31, 1996 totaled $195,000.





� 	Sample Calculation: Price/Earnings Multiple = Offering Price per share/Net After Tax Earnings per Share  $5.00/$0.22 = 22.7x


� 	Sample Calculation:  Net Tangible Book Value per Share =


			


			Net Tangible Assets:			$827,115


			Less Total Liabilities:			$684,260


			Net Tangible Book Value:		$142,855


			


		Shares Outstanding (Before Offering):	  524,920


			$142,855/524,920 = $0.27/share





� 	The following are some typical disclosures with regard to Question 7(a):





		The offering price has been arbitrarily determined and is not based upon the net tangible book value of the Company.


	(	Management believes that the value of the Company’s shares is not based upon the underlying value of any fixed assets but upon the Company’s prospects of future earnings as an ongoing business. Because there is no existing trading market in the Company’s shares, the offering price is inherently arbitrary and is not necessarily related to any future value. See Risk Factors in Question 2, above.


	(	The Company, in its discretion, has arbitrarily chosen an offering price per share which it believes will permit the Company to achieve its initial goals.


	(	The Company’s net tangible book value per share is substantially less than the offering price because the Company has not yet commenced operations. The offering price assumes that the Company will be profitable in its operations; however, the establishment of the offering price is arbitrary, as the Company has no history of operations, earnings, or other conventional indication of value. The offering price may not be justified by the ultimate results of operations of the Company.


	


�	The following are some examples of risk factor disclosures:





		Arbitrary Offering Price.  The offering price of $5.00 per share was determined by the Company and the selling agent.  The price bears no relationship to established value criteria such as net tangible assets, or a multiple of earnings per share and accordingly should not be considered an indication of the actual value of the Company.





		Arbitrary Offering Price.  The price for the shares of stock of this offering has been established in an arbitrary manner and is not related to net tangible assets per share or any price previously paid for the company's stock by others.  The price is 10 times that paid by the founders of the Company.  See Questions 5 through 8 below.  The offering price may not be justified by the ultimate results of operations of the Company.





�	The following is an example of tabular disclosure:





Date�
Number of Shares�
Shareholders�
Relationship�
Price�
Consideration�
�
6/5/96�
1,500�
Blair�
Employee�
$ 1.00�
Services�
�
12/1/96�
69,500*�
Walter�
Director�
$   .18�
Services�
�
3/1/95�
40,000**�
Michaels�
Employee�
$ 1.08�
Cash�
�
3/1/95�
32,250�
Brady�
Advisor�
$   .20�
Services�
�
8/95�
14,297***�
Debenture Conversion�
�
$ 1.00�
Accrued Interest�
�



		*	Options-Mr. Walter received no cash compensation during his first two years.


		**	Mr. Michaels purchased 20,000 shares on 3/1/95. Mr. Michaels has the option to purchase an additional 20,000 shares up to 12/31/96.


		***	The issuance of 14,297 shares pursuant to the conversion of outstanding debentures (as disclosed in Note 9, p. 12 of the Audited Financial Statements).


�	If no transactions other than a stock split have occurred in the last 12 months, the applicant might make a disclosure similar to the following:


		


		Other than the stock split described in 3(k), the Company has not issued any securities during the past 12 months.





� 	Sample Calculation:  Ownership Interest of New Investors = 





		Shares Currently Outstanding:			524,920


		Options Currently Outstanding:		118,100


		Warrants Currently Outstanding:		  24,000


		Offering Shares:	


			If Maximum Sold:				200,000


			If Minimum Sold:				  40,000


		Total Shares Outstanding (After Offering):


			If Maximum Sold:				863,020


			If Minimum Sold:				687,020


		Ownership by New Investors/Total Shares outstanding =


			If Maximum Sold:				200,000/863,020 = 23.2%


		If Minimum Sold:				  40,000/687,020 =  5.8%





� 	Sample Calculation: Effect of Offering on Capital Structure =





Current Shares						524,920


Current Options						118,100


Current Warrants					  24,000


“Total Outstanding Shares				667,020


__________________________________________________________________________________





MIN.:			            40,000		 =      40,000      = 5.7%


			     	   40,000 + 667,020		707,020


If 5.7% of the Company is worth $200,000, then 100% is worth $3,508,771.90





__________________________________________________________________________________





MAX.:		            200,000           =       200,000      = 23%


			   200,000 + 667,020		   867,020





If 23% of the Company is worth $1 million, then 100% is worth $4,347,826.


�	The following are attempts to make disclosures more specific:





			Buzz Word						Consider More Specific Description





			Research and development		Acquisition of electron microscope


			Product development				Conduct consumer survey


			Manufacturing ramp-up				Lease forklift and truck


			Inventory financing				Buy steel and other raw materials


			Store opening					Lease retail store and buy display fixtures


			Hire new employees				Commissions for new salespersons


�	In connection with penny stock regulation, the Securities Act of 1933 now includes in Section 7(b)(3) a definition of blank check company.  "Blank check company" means any development stage company that (a) has no specific business plan or purpose, or (b) has indicated that its business plan is to merge with an unidentified company or companies.


�	The following represents a typical disclosure for Question 9(b):





		Priority of Expenditures:





		1.  Security sales commissions.


		2.  Legal and accounting related to offering.


		3.  Salaries.


		4.  Cost of materials.


		5.  Testing.


		6.  Contingency.


�	The following are disclosures with regard to other sources of financing:





		The Company may, from time to time, borrow from its regular bank, up to $300,000 under a standardized line of credit.  The current balance is $200,000.  The agreement contains numerous standard representations, warranties and covenants, including an agreement not to pay dividends, incur other debt, sell assets or purchase another business.  Under the agreement, the Company is required to maintain a 3 to 1 debt to net worth ratio at the end of each calendar year.  The line of credit is due on demand.





		Aside from trade credit of a routine nature and revenues presently being generated by the Company's operations, no material amount of funds from sources other than this offering are to be used in conjunction with the proceeds from this offering.


�	The following are sample disclosures that may be helpful to provide full disclosure.


			Lender	Purpose	Amount Due	Date Due	Interest Rate





			Possible columns or footnotes:


				1.  Covenants


				2.  Collateral


				3.  Co-signer, guarantors


				4.  Affiliates


		


	Other types of disclosures found in SCOR offerings: 





			The Company has a line of credit in the amount of $150,000 with the Bank of Boston.  The interest rate varies with the prime rate plus 2.5%; the line of credit must be paid off annually for 30 days.


			The debt to be retired includes various trade accounts payable incurred since the inception of the Company.  The accounts payable were incurred in the ordinary course of the Company's business.


			Part of the proceeds of the offering will be used to finance inventory and receivables which will have the effect of reducing the Company's line of credit.  Interest on the line of credit accrues at prime plus 2.75%.


			None of the proceeds of the offering are to be used to discharge indebtedness.


�	An "associate" includes:





		a person who is an officer, a partner, or is a direct or indirect beneficial owner of 5% or more of any class of equity security of an affiliate;	


		a trust or estate in which an affiliate has a substantial beneficial interest or for which an affiliate serves as a trustee or in a similar capacity; or	


		an affiliate's spouse and an affiliate's relative, by blood or by marriage.


 �	The following are typical SCOR disclosures to aid the Company:





		The major asset to be acquired from the proceeds of this offering is the production equipment and inventory of Marketing Excitement, Inc.  This corporation is 100% owned by Del and Ann Smith, who are also officers, directors and shareholders of the Company.  This equipment and inventory will be acquired at fair market value as determined by an independent appraiser.  The figures shown in the Use of Proceeds Section are an estimate of the fair market value, as determined by the Company's current management.





		The Company will use approximately $125,000 of the offering proceeds for the purchase of inventory automation equipment.  No assets will be acquired from officers, directors, employees or stockholders, or their affiliates or associates.


 �	In the case where there are a number of items or persons to be reimbursed the information might be presented in tabular form.





			Person*	Purpose	Date Spent		Amount





			*e.g., Officer, director, employee or shareholder.





		The following is another reimbursement disclosure:





		Up to $10,000 of the offering proceeds will be used to repay the president for legal services involved in the formation of the Company and the preparation of this offering.  Payment of any of these sums is contingent upon the successful completion of this offering.  Except for these items, none of the proceeds is to be used to reimburse any officer, director, employee or shareholder for services already rendered, assets previously transferred, monies loaned or advanced, or otherwise.


�	The following is an example of disclosure regarding the lack of a sinking fund :


	


		A sinking fund provides for the periodic accumulation of funds over the life of the obligation with an independent trustee for the purpose of retiring the obligations at maturity.  The Company will not maintain such sinking fund for the retirement of the obligations offered here.


�	The following is an example of disclosure regarding the lack of a trustee:





		There is no trustee to act for the debtholders in the event of default.  Therefore, there is no independent third party to protect the interests of the debtholders.


� 	Sample Calculation:  Earnings/Fixed Charges Ratio = 





		Earnings (as defined in Question 17(b))/Fixed Charges (as defined in Question 17(b))  $300,000/$50,000 = 6.0x





�	The following is a typical disclosure:





		There are no compensated selling agents. The president, R.J. Jones, and employee Sam Smith intend to offer and sell the securities without compensation to themselves.


� 	Sample Calculation:  Beneficial Ownership of Officers and Directors  =  





	Name	Shares	Options	Total





	CEO	244,312	45,000	289,312


	CFO	214,582	12,000	226,582


	Director	    1,000	19,000	  20,000





	Total	459,894	 76,000	535,894 





	% Ownership Pre-Offering	535,894/647,020	=	82.8%


	% Ownership Post-Offering Minimum	535,894/687,020	=	78.0%


	% Ownership Post-Offering Maximum	535,894/863,020	=	62.1%





�	Independence relates to one of the most important standards of the accounting profession.  Statement on Auditing Standards 1 (SAS) includes the following general standard:





		In all matters relating to an assignment, an inde�pendence in mental attitude is to be maintained by the auditor or auditors.





	This standard requires that the auditor be intellectually honest; to be recognized as independent, he or she must be free from any obligation to or interest in the client, its management, or its owners.





	The pervasiveness and importance of the concept of indepen�dence is reflected in the codes of ethics of the American Institute of Certified Public Accountants (AICPA) and the state accounting societies and in the requirements of the states' licensing boards, and in the requirements of the SEC.





	An accountant is precluded from issuing an audit report or a review report on the financial statements of an entity with respect to which he or she is not independent.  If the accountant is not indepen�dent he or she may issue a compilation report provided he or she complies with the compilation standards.


�	If an auditor does not have enough evidence to form an opinion he or she must so state in his or her report and disclaim an opinion.  It is appropriate for an accountant to disclaim an opinion where the auditor has not performed an audit sufficient in scope to enable him or her to form an opinion on the financial statements.





	A disclaimer of opinion is not expressed in a situation where the auditor believes, on the basis of his or her audit, that there are material departures from GAAP.  In such a situation the auditor should express either a qualified opinion or an adverse opinion.  The basis for such opinion should be stated in his or her report.


�	A public entity as defined in the AICPA's SSARS is any entity: 





		(a)	whose securities trade in a public market either on a stock exchange (domestic or foreign) or in the over-the-counter market, including securities quoted only locally or regionally;





		(b)	that makes a filing with a regulatory agency in preparation of the sale of any class of its securities in a public market; or





		(c)	which is a subsidiary, corporate joint venture, or other entity controlled by an entity covered by (a) or (b).





	A nonpublic entity is any entity which is not a public entity.
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