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CLARK KOKICH AND STONE BEACH 

Clark Kokich graduated from the University of Oregon with a BA in Finance.  After taking an advertising course, however, he began focusing on marketing because he thought it was fun.  "I'm project oriented and full of ideas," he says.

Upon graduation he went to work in the Advertising Department of Codaphone as an ad manager; then moved to the Cole & Webber Advertising Agency.  In the 1980's he rose in the ranks of Cone Webber to become a general manager.  They liked his independent, "make it happen" non-linear style.  The problem was that he could not get equity in that company

His next move was to McCaw Cellular, a fast growing medium sized company in consumer products, which was where he had most of his experience.  There he received options on the company stock and became Director of Sales and Marketing.  It was a wonderful experience for him, but he worried about how the environment would change after the AT&T buyout in 1995.  

He had always planned to run his own business venture, and his Mother’s idea for custom fit bathing suits for women seemed an ideal way to get into business.  For years he had thought this business could be big.  "Big as in a $100 million business, not huge like the bookstore Amazon.com." Clark said.  When his Mother retired in January 1995 he sensed that the time was ripe.  On a plane flight one day shortly thereafter, he called the flight attendant over and described the business concept.  She thought it was a great idea. He decided on the spot to go with it--even though it meant a large cut in pay.  The decision sounded "comfortable" to him.

In October 1995 he informed AT&T that he planned to leave.  During his two-week vacation he wrote a business venture proposal (Appendix) and began networking through the half dozen accredited investors he knew.  He felt certain he could raise $750,000 in start up funds in Seattle.  There were hundreds of "Angel Investors” in that metropolitan area and it boasted an atmosphere of creativity.  "[In Seattle] the impossible is possible," he believed.

By January 1996 he had raised only $40,000.  The dozens of investors he talked to liked his idea, promised to give it some thought, and asked who else was in the deal--but only one had written a check.  Clark began to wonder if he could raise the money.  Earlier, he thought it would be a snap.  What is more, he began to wonder if he could really make the business successful given that he raised the money.  There were no guarantees.  Furthermore, he was taking a huge pay cut from his AT&T salary to take the leap into entrepreneurship.

About that time, his friend and former boss at McCaw suggested they attend a Seattle Sonics basketball game together.  The friend had stayed with AT&T after the merger, and had become President of one of the Divisions.  During the course of the basketball game it became clear that he wanted Clark back—at a substantial raise from his McCaw Cellular days.  “This could be like it used to be in the Cellular Division at McCaw,” he promised.  "Fun and a lot more money.  Let me know in a couple of days.”

APPENDIX

(This Appendix includes the entire Venture Proposal for Stone Beach with the exceptions of the title page, the table of contents and the details of the telephone survey.)

EXECUTIVE SUMMARY

Marvel's Creations is a small, single-location retail store m Portland, Oregon offering custom, made-to-order swimming suits for women.  It was in operation from 1983 through 1995.  This twelve-year test market demonstrated that the Marvel's concept is sound, that there is a strong demand for women’s custom swimwear, and that this concept can generate consistent and extraordinarily high profit margins over time.

The assets of Marvel's Creations (consisting solely of over 2,000 custom swimsuit patterns developed and refined over twelve years of operation) have been acquired by Stone Beach, Inc.

This document outlines a strategic business plan to recapitalize and relaunch the Marvel's concept as Stone Beach Custom Swimwear Shops.   The initial five-year plan calls for the development of over 100 retail locations by the end of the year 2000.    The ultimate objective is to go public in order to facilitate the company’s continued growth on a national scale.

The Concept

For many women, shopping for a swimming suit is a frustrating and demoralizing experience.   The vast majority of women have a difficult time finding a suit that fits right.   As Cindy Crawford said, "Hey, nobody's perfect."  The Stone Beach concept solves the problem by offering a wide assortment of custom-made one-piece and two-piece suits.

The Unique Selling Advantage:

You can choose from over10,000  swimming suits in all of the latest styles—available at competitive prices--and each guaranteed to fit perfectly.

No other chain of stoves can match this claim.

Each Stone Beach location will display twenty to thirty of the latest styles of one-piece and two-piece swimming suits, along with a selection of over fifty fabrics.   Customers may choose any fabric with any swimsuit style, and can mix and match sizes and styles of two-piece tops and bottoms.   In addition, as part of the fitting process, customers may order minor alterations to the basic suit.   In total, there are over 10,000 combinations from which to choose, all guaranteed to fit perfectly.

Suits are priced competitively with other high-quality off-the-rack manufacturers.  Orders are transmitted electronically to a central production facility.   Suits are manufactured within five to seven working days and are shipped directly to the customer.

Target Market

The stores will target the 18.8-million adult women who buy a swimming suit each year, with special emphasis on the 9.5-million who buy more than one.  These frequent purchasers are clustered in the 35 - 44 age group.  They are educated women from two-income (HH income $30,000+) suburban families with children in the household.  There is very little geographic skew -- purchase habits are fairly consistent throughout every region of the country.

Consumer Research

Consumer Opinion Services of Seattle, WA, was retained in July of 1995 to conduct a telephone survey of target market prospects within the Puget Sound area.  The respondents were screened to fit the following criteria:  HH income $30,000+, suburban census tract, purchased at least one swimming suit in the past two years, or plans to purchase in the next two years.  Among those surveyed, 88% rated the concept as "somewhat appealing" or "very appealing."  80% indicated they were "somewhat likely" or "very likely" to make a purchase.  These are extraordinarily high positive ratings for a telephone survey concept test, supporting the notion that this store concept fills a very real need in the marketplace.

Marketing Plan

Stone Beach stores will be located in high-traffic regional malls, which will yield maximum exposure at the retail level.  Promotion will consist of flighted radio in order to generate the maximum amount of frequency and trial against the target audience.  Direct marketing will be used extensively to stimulate repeat purchases as the customer database is developed.

There will be a heavy emphasis placed on obtaining free media coverage, particularly in lifestyle sections of daily newspapers, as well as on radio and television talk shows.  Marvel's Creations was very successful in obtaining this type of coverage with minimal effort, and in fact, free publicity was the only form of advertising used by Marvel's.

Management

The founder of Stone Beach, Inc. is Clark Kokich.  Clark is currently director of sales and marketing for AT&T Wireless Services (formerly McCaw Communications).  For the past four years, he has successfully guided McCaw's extraordinary growth in the Washington market (500% increase in the number of subscribers).  He is a seasoned marketing, sales and operating executive with a proven ability to perform successfully in both small, unstructured environments, and in larger organizations requiring sophisticated professional management.

Financial Projections

Based on capitalization taking place in the fall of 1995, it will be possible to launch in the Seattle market with two locations in the spring and summer of 1996.  By the end of the year 2000, the plan projects a total of 110 locations generating $46.7-million in sales and $8.8-million in net after-tax profit.

The start-up capital required to execute this plan is $1-million.  These funds will be used for initial capital expenses, operating losses, and contingencies during the first year of operations.  A second $2-million round of financing will be required in early 1997, after which expansion will be internally funded in years three through five.

100,000 common shares are being offered at $10.00 per share in minimum units of 4,000 shares.  Based on a valuation of $88-million in the year 2000 (10x earnings), and allowing for dilution from stock options, an additional round of private financing, and an eventual IPO, the projected rate of return for investors in the start-up round is 62% per annum.

CONCEPT DESCRIPTION

Stone Beach stores will be relatively small (under 1,000 square feet), and will be located in regional malls and in selected high-traffic downtown street locations.  The stores will be based on a careful and thoughtful adaptation and refinement of the proven formula developed by Marvel Williams at her store in Portland, Oregon.

The Unique Selling Advantage:

You can choose from over 10,000 swimming suits in all of the latest styles -- available at competitive prices -- and each custom made and guaranteed to fit you perfectly.

No other chain of stores can match this claim.

Each Stone Beach store will be comprised of five major components:  a suit display, where customers can see samples of approximately twenty different styles of tops and bottoms and ten one-piece designs; a fabric section, where customers can choose from over fifty fabrics; rounders which hold sample suits in all styles and sizes so that women can try them on for fit; a cash stand; and finally a large, comfortable dressing area with four spacious private rooms, each containing wrap-around mirrors, comfortable seating, and flattering incandescent lighting.

The stores will be carefully designed, staffed, and merchandised to create an inviting and fashionable atmosphere, avoiding at all costs being positioned as a "large size" or "hard-to-fit" store.  Suit styles and fabrics will follow the current fashion trends, being updated twice a year.  Customers will have a choice of cuts from the most radical to the most conservative.

Suit prices will start at $60 plus shipping, and will go up from there, depending on the fabric chosen.  The price includes minor alterations, such as changing the length of shoulder straps or back straps on two-piece suits, changing the height of the leg cut, or adding length to the body of one-piece suits.

In addition to serving the mainstream customer, there will be an opportunity to develop a number of niche markets over time, such as maternity, prosthetic, extreme petite or large sizes, and matching children's suits.  As the business expands to the point where volume allows, it would be possible to offer upscale labels by licensing exclusive fabric and suit designs with well-known designers, providing an opportunity to push prices to the $100+ range.

The staff will undergo rigorous training in order to provide customers with knowledgeable guidance, particularly in the area of fit -- being able to recommend the most flattering suit styles for each customer.

Once a selection of suit style, size, and fabric is made, orders will be placed via cash, check, or credit card.  The orders are entered into a point-of-sale computer, which is programmed to electronically transmit them to the factory each evening.  The orders are filled within five to seven working days at the factory, and are shipped directly to the customer's home.  Suits may be ordered on a rush basis for a 20% premium.

All suits come with an unqualified "Triple Guarantee" which assures the customer that the suit will fit, that it will be made correctly (right size, style, and fabric), and that it will be shipped on the date promised.

Store Name

Stone Beach Custom Swimwear is the current working name for the stores, although it is possible that this will be changed prior to launch in the spring of 1996.

Stone Beach, Inc., has retained The Retail Group to refine and develop the store name, logo design, and store layout and design.  The Retail Group is one of the country's premier retail design organizations, having developed world-class retail design solutions for clients such as The Disney Co., Robert Redford's Sundance Catalog Stores, Seattle's Best Coffee, Tommy Hilfiger, AT&T, Mr.  Raggs, Starbuck's, Pacific Linen, and Blockbuster Video.

CONSUMER RESEARCH

Consumer Opinion Services was retained in order to conduct a preliminary test of the concept.  50 target consumers were interviewed via telephone during the week of July 10th through the 15th, 1995.  Calls were made to prefixes in the Edmonds, Bellevue, Kent, and Federal Way areas of Washington State.  These census tracts were selected due to the heavy concentration of married suburban women among the "frequent buyer" target audience as defined by Simmons Market Research Bureau.

Callers were screened to assure that all respondents were from households with incomes in excess of $30,000, and that they had purchased at least one swimming suit in the past two years, or intended to purchase a suit within the next two years.  The survey design and questionnaire were developed by Peter Norris of Norris & Associates.

Two key highlights emerged from the results:

· 88% of the respondents said they found the concept to be "somewhat appealing" or "very appealing."

· 80% of the respondents said they would be "somewhat likely" or "very likely" to purchase a swimming suit at the store.

Due to the small sample size of fifty, the range of error is relatively high (11% at the 95% confidence level).  However, these are extraordinarily high numbers for this type of test, particularly for a phone survey where the respondents were simply read a simple description of the store.  Even allowing for the sampling error, it appears safe to say that an overwhelming majority of the target audience find the concept appealing, and will try a store if given the chance.

The full results of the survey can be found in the appendix. 

TARGET MARKET ANALYSIS

While the Stone Beach concept offers a service, product, and value which will be appealing to almost all women, there is a definite core group of customers who provide the greatest opportunity for market development.

It's not the market most would predict.  Based on most swimsuit design, advertising, and marketing, one would expect the best customers to be young, thin, and single.  Nothing could be further from the truth.

According to the 1994 Simmons Market Research Bureau report, there are 18.8-million women who bought a swimming suit in the past year.  Among those, 9.5 million purchased more than one.  These "frequent shoppers" are older than might be expected -- they index highest in the 35 - 44 age group.  Household income is $30,000+.  They are well educated, working women who are married and raising families in the suburbs.

There is very little difference in consumption patterns from one region of the country to another.

Summary data from 1994 SMRB report

	
	Primary Target
	Secondary Target

	Age
	35 – 44
	25 – 54

	Income
	$30,000+
	$30,000+

	Education
	High School
	College

	Employment
	Part Time
	Full Time

	Family Status
	Parent / 1 or 2 children
	Married / No children

	Location
	Suburban
	Suburban


Detailed data from 1994 SMRB report

All data is for frequent buyers -- women who purchased two or more swimming suits in the past year (9.7% of all women).

Age

	
	% Frequent Buyers
	Index

	18-24
	9.1%
	94

	25-34
	9.9%
	102

	35-44
	14.7%
	152

	45-54
	9.7%
	100

	55-64
	8.9%
	92

	65+
	4.8%
	49


Household Income

	
	% Frequent Buyers
	Index

	Over $75,000
	12.9%
	133

	$60,000+
	13.2%
	136

	$50,000+
	12.2%
	126

	$40,000+
	11.9%
	123

	$30,000+
	12.1%
	125

	$30,000 - $39,999
	12.7%
	131

	$20,000 - $29,999
	6.6%
	68

	$10,000 - $19,000
	7.5%
	77

	Under $10,000
	5.8%
	60


Education

	
	% Frequent Buyers
	Index

	Graduate School
	13.7%
	141

	Attended College
	11.6%
	120

	Graduated from High School
	9.8%
	101

	No High School
	3.8%
	39


Employment

	
	% Frequent Buyers
	Index

	Employed Full Time
	11.2%
	115

	Employed Part Time
	13.7%
	142

	Not Employed
	7.3%
	76


Family status

	
	% Frequent Buyers
	Index

	Single
	9.7%
	100

	Married
	10.8%
	111

	Divorced/Widowed
	7.2%
	74

	Parent
	12.6%
	130

	
	
	

	1 Person Household
	5.4%
	56

	2 People
	9.6%
	99

	3 or 4 People
	11.8%
	121

	5 or more People
	8.6%
	89


Location

	
	% Frequent Buyers
	Index

	Metro City
	8.1%
	84

	Metro Suburban
	11.5%
	118

	Non-Metro
	8.2%
	84

	
	
	

	Northeast
	10.9%
	112

	Midwest
	9.1%
	94

	South
	9.5%
	98

	West
	9.5%
	98


THE SWIMWEAR CATEGORY

Overall, swimwear is a mature market category.  Growth has been relatively flat for the past few years.  According to DuPont, Inc., 1994 saw a modest increase over 1993 of 1% in unit volume to a total of 47-million, and 2% in dollar volume to an estimated $1.4-billion at the retail level.

As is typical in this type of competitive environment, the industry has seen significant consolidation, with four manufacturers (Jantzen, Apparel Ventures, Authentic Fitness, A.N.H.) now dominating through a variety of brands serving various market niches.

Despite flatness of the overall market, several of the above are doing well.  Authentic Fitness (Speedo, White Stag, Catalina, Cole of California) has shown remarkable growth over the past several years, with sales increasing from $85.5-million in 1991 to $178.6-million in 1994.

Companies are succeeding by focusing on key market niches which provide growth opportunity within the overall flat market.  The two healthiest niches have been at the low end (via mass merchandisers) and at the high end with the advent of more designer labels, as well as from new product innovations such as pool suits, push-up bras, and body-shaping panels.

Seasonality

Not surprisingly, the swimwear category exhibits strong seasonal characteristics, peaking in the spring and summer, and again in November and December as people get ready for their winter vacations.  According to figures available from DuPont, Inc., 70% of the suits are sold in the four month period from May through August:

Because of this strong seasonal trend, planning for store openings will follow an annual "season," with site selection and preliminary negotiation taking place in the summer, leases signed in the fall, and construction taking place in the winter, with the goal of having all stores open by April or May of the following year.  By following this approach, it will be possible to capture 80% of the potential sales volume in each calendar year -- providing the fastest possible return on invested capital.

Retail competition

The industry has seen a move away from traditional full-line department stores.  Instead, consumers are shopping either at discount stores or at specialty beach and swimwear outlets.

Swim In is a local chain of women's swimwear stores which was started fourteen years ago in the Puget Sound area.  There are now six stores in Washington and one in Oregon.  Expansion to Southcenter Mall is planned for the near future.  Each store carries twenty-five labels, with an average of about 3,000 units in stock.  Since Swim In is a private company, it is difficult to obtain detailed financial information.  However, one reliable source indicates the chain sells over 120,000 units per year.  This correlates closely to the Dun & Bradstreet sales estimate of $4.6-million for calendar 1994.  This equates to just over $650,000 per store.

THE MARVEL'S EXPERIENCE

Marvel's Creations was launched in Portland, Oregon in 1983, and was operated profitably for the following twelve years until the retirement of its founder, Marvel Williams, in January of 1995.

Initially, Marvel's Creations specialized in dancewear, selling directly to customers out of a small retail shop at 8005 S.E. King Road as well as through wholesale distribution to Nordstrom, Park Lane, and Women-At-Large.  Within a few years, Marvel's Creations had added custom swimwear to the dancewear line, and this quickly became the fastest growing and most profitable segment of the business.

The business peaked in 1989 with revenues of $187,000 and net profits of $82,000 (in addition to the owner's salary of $20,000).  For the past five years, Marvel Williams has slowly pulled back from the business in order to devote time to charitable causes and to prepare for retirement.

Production costs

The Marvel's Creations experiment demonstrated conclusively that this business concept will deliver substantial gross margin levels over time.  Mrs. Williams was able to keep her cost/suit at $9.00 or less, delivering an 85% gross margin on a $60.00 sale.  Production cost/unit broke down as follows:

Material




2 suits/yard @ $8.00/yard 

$4.00

Bra cups, elastic, thread

  1.40

Total material



$5.40

Labor (including salary and benefits)




Cutting: 8 suits/hr.  @ $8.00/hr.
$1.00

Sewing: 4 suits/hr.  @ $7.50/nr.
  1.88

Misc.: 10 suits/hr.  @ $7.50/hr.
    .75

Total labor



$3.63

Total





$9.03

MARKETING STRATEGY

This plan is designed to achieve four key marketing objectives:

1.  Create the right position -- one which will have broad appeal to all customer segments, and which will be focused on the four key benefits of fit, fashion, selection, and value.  In addition, much care will be taken to reinforce the image of a fashionable store which carries all of the latest styles, in order to avoid being pigeon-holed as a "large sizes" store.

2.  Generate high levels of trial as quickly as possible, so that satisfied customers will spread the gospel to their friends and relatives.  The success of this undertaking depends on first-rate store location, merchandising, advertising, and publicity, followed with delighted customers who generate positive early word-of-mouth recommendations.

3.  Maximize dollar volume, by adding customized accessories to suits, selling more than one suit at a time, and by selling additional items such as matching sarongs, skirts, and cover-ups.

4.  Create a long-term relationship with every new customer.  Build a base of loyal customers who shop exclusively and frequently at the store.  Cultivate that relationship over time through frequent mailings and special promotions targeted exclusively at existing customers.

The Product

Stone Beach, Inc., is in the business of providing women with an enjoyable and satisfying shopping experience, and with a swimming suit which they feel is stylish, flattering, and of excellent value.

In order to provide an image of wide selection, it will be necessary to offer as many as twenty to thirty different styles of tops, bottoms, and one-piece suits, along with fifty or more fabric selections.  Given the custom nature of the business, it is possible to provide this level of choice without maintaining large inventory stocks, or risking future mark-downs on unpopular products.  The Marvel's experience suggests that 75% of the suits purchased will be of six to eight basic styles.  However, despite this mainstream concentration, it will be important to keep the selection quite broad (with bi-annual updates in the spring and fall) in order to reinforce the notion that stores offer fashionable, up-to-date styles.

Suit styles will be selected by closely following industry trends.  Stone Beach will not develop new and innovative designs, but rather will provide interpretations of current favorites.  Again, given the custom nature of the business, it will be possible to react quickly to changing fashions.  Slow sellers can be dropped and new, hot suits can be added in as little as two weeks, with no need for close-outs or mark-downs, and with no negative impact on gross margins.  For instance, when the Wonderbra was launched and gained immediate widespread attention and acceptance, most swimwear manufacturers were unable to capitalize on the trend until the next season.  Stone Beach would be able to offer a competing product immediately.

All swimming suits will be sold with a strong "Triple Guarantee," which assures the customer that the suit will fit, that the suit will be made correctly (right size, style, and fabric), and that it will be shipped on the date promised.  An accrual of one percent of sales will be established in order to fund this guarantee.  Unused funds from this accrual account will be distributed quarterly to the production team as a quality bonus.

Pricing

Pricing will be the single biggest strategic issue to be resolved as the business develops in the early years.  As the research indicates, customers who like the concept (88% of the total) seem to have no problem with the pricing level.  In fact, many commented that it seemed like a very good deal for a custom suit.

Certainly, there may be an opportunity to reap significant incremental dollar volume with minimal fall-off in unit sales by increasing prices above this amount.  This was the experience at Marvel's Creations.  Initially, Mrs. Williams sold her swimming suits for less than $40.  As she neared retirement and wanted to pull back on her commitment to the business, she took a risk and increased prices over a few years to a high of $60.  She saw no fall off in demand and received no consumer complaints, and in fact, continued to receive ongoing comments that $60 seemed lake a bargain for a custom-made suit, and was competitive with other off-the-shelf suits of similar quality.

Further research will be conducted on this issue prior to launch.  However, it is extremely difficult to evaluate alternate prices via research alone.  There is simply no substitute for real market experience.  One strategy under consideration is to price at a higher level initially -- possibly in the range of $60 to $70.  Then to move toward a lower optimum pricing level, if necessary, based on real world customer reaction.

For the purpose of moving forward at this stage, it is planned that suits will be priced starting at $60 - roughly at parity with other high quality off-the-rack swimming suits.  Extra charges will be added for premium fabrics or rush delivery.

Promotion

During the initial launch period, the promotional effort will rely primarily on highly-targeted local radio campaigns.  Radio offers the ability to hit the target audience with precision at a reasonable cost.  Frequent swimming suit purchasers are also frequent radio listeners.  According to SMR.B, they are particularly fond of classic rock, adult contemporary, golden oldies, and soft contemporary station formats.  The strategy will be to develop a close relationship with a handful of appropriate stations in each market, running regular flights of paid advertising.  In addition, every effort will be made to develop extensive no-cost extensions via promotional tie-ins with the female on-air personalities, such as sweepstakes, call-in contests, and live remotes.

Based on the Marvel's experience, it is reasonable to expect that the news media will find this to be a story with strong appeal to its women readers, listeners, and viewers.  Marvel's Creations relied solely on media coverage in order to gain public awareness in the Portland market.  Major stories in the daily newspapers and on television talk shows were secured with minimal effort and without professional public relations assistance – a simple call was all it took to obtain coverage.  Marvel's received a huge influx of customers after each exposure of this type.

As the business develops, it will be possible to develop an ongoing relationship with customers by building a database of names and addresses, along with information on style and fabric preferences, as well as on size and customization needs.  Prior customers will receive a mailer in the spring and in the fall which introduces the new season's suits and accessories, providing the opportunity to order additional suits without a visit to the store.  These sales will be particularly profitable, as sales expense (rent, salary, and commissions) will be eliminated.  This opportunity represents significant upside potential above and beyond the business plan, as no provision for these sales was made in the financial projections contained in this document.

Another idea: Without exception, swimming suits are purchased by women for themselves.  It's not a gift item, which means that men (who spend billions of dollars on gifts on their spouses, girl friends, and female family members) never purchase swimming suits as gifts.  It's a huge untapped market which can easily be developed by offering gift certificates.

Place

The stores will be located in high-traffic regional malls.  Although expensive, these locations offer the opportunity to generate high trial rates as a result of the built-in foot traffic.  In addition, the target audience is extremely busy, working during the day and managing the household at night, so it is imperative the stores be located in convenient, easy to reach locations, with free close-by parking, and that they be open in the evening and on weekends.

Each store will be relatively small (under 1,000 square feet including storage space).  The stores will be divided in half.  The front will include the cash stand, rounders of sample suits, fabric samples, and graphical representations of available suit styles.  The back half will have room for four large, comfortable, mirrored dressing rooms.

The plan calls for the opening of two stores in the spring and summer of 1996.  Both of these will be located in the Puget Sound region in order to improve the efficiency and the return on media advertising and public relations efforts.  Expansion will continue down the coast by moving into Portland, then to secondary Washington and Oregon markets such as Spokane and Eugene.  National expansion will begin in 1998 through the year 2000.

This plan will undoubtedly need to be adjusted based on the availability of prime mall space.  When good space within the existing geographic area is not available, the search will move outside of the boundary in order to secure high-quality locations.

SALES PROJECTIONS

The sales projections in the plan are set at conservative levels due to the difficulty of accurately forecasting sales at this early stage of planning.  The spreadsheet on the following page outlines the assumptions for the build-out schedule, dollar volume per store, and same-store sales increases in each year.  This analysis yields the following sales projection:

   Year
   Ending Stores
       $ Volume


1996
2
$530,000

1997
10
$3,537,600

1998
30
$11,571,400

1999
60
$24,497,100

2000
110
$46,766,900

Over the course of the five years, the average volume for each store is in the range of $450,000 to $550,000 per year (annualized).  This number appears to be achievable given the following five facts:

· The above projections yield a sales/sq. ft. range of $450 to $540 (on an annualized basis), a reasonable estimate given the ability (due to lack of inventory requirements) to generate high volumes out of a small retail location.  For instance, most Swim Inn stores offer 3,000 suits and two dressing rooms in a 1,500 sq. ft. space.  Stone Beach Custom Swimwear shops will be able to offer over 10,000 suits and four generous dressing rooms in under 1,000 square feet.

· In its best year, Marvel's Creations achieved retail swimwear sales of $51,000 out of a 250 sq. ft. store, for sales per square foot of over $200.  This was from an extremely poor retail location on a side street in low-to-middle income mixed residential and industrial neighborhood.  The store was located in a small house hidden at the back of a deep parking lot behind a cafe with no visible signage from the street, and was only open on Tuesday through Friday from 10:00 a.m. to 5:00 p.m., and Saturdays from 10:00 a.m. to 2:00 p.m.

· The above projections are 30% below the best estimate for sales/store for the Swim In chain ($650,000/store according to D&B estimates), when in reality, it should be possible to outperform the Swim In stores with this concept.

· According to the survey conducted by Consumer Opinion Services in July of 1995, the Swim In held a 12% share of the women's swimwear market.  Assuming that Stone Beach eventually had as many stores as the Swim In, and that the per store sales were achieved as identified above, then the market share for Stone Beach would be below 10% -- a conservative and reasonable long-term objective.

· According to DuPont, Inc., there are 47-million swimming suits sold each year in the United States.  Based on population, 1,000,000 of those suits will be sold in the state of Washington.  Ten Stone Beach locations throughout the state should conservatively be able to deliver a minimum market share level of 10%, which translates to total dollar sales of $6,000,000, or $600,000 per store.

	SALES PROJECTIONS

	
	Year 1

1996
	Year 2

1997
	Year 3

1998
	Year 4

1999
	Year 5

2000

	Store build-out schedule:

	Beginning Stores
	0
	2
	10
	30
	60

	New Stores
	2
	8
	20
	30
	50

	Ending Stores
	2 
	10
	30
	60
	110

	Sales projection: (x$1,000)

	Volume/new store (annualized)
	440.0
	460.0
	480.0
	500.0
	520.0

	Adjusted volume/new store*
	265.0
	368.0
	384.0
	400.0
	416.0

	
	
	
	
	
	

	Same store sales increase
	
	12%
	10%
	8%
	6%

	
	
	
	
	
	

	Existing store sales
	0.0
	593.6
	3,891.4
	12,497.1
	25,966.9

	New store sales
	530.0
	2,944.0
	7,680.0
	12,000.0
	20,800.0

	
	
	
	
	
	

	Total sales
	530.0
	3,537.6
	11,571.4
	24,497.1
	46,766.9

	
	
	
	
	
	

	Sales growth
	
	56%
	22%
	112%
	91%


*Sales for new stores adjusted at 80% of annualized amount.  Assumes that stores are opened in the spring, which captures the peak summer and holiday volumes.  1996 is adjusted at 60% to account for unforeseen problems in the start-up phase.

MANAGEMENT/ORGANIZATION

A key priority during the initial year of operation will be to assemble the management team which will be responsible for executing this plan.  In addition to Clark Kokich, there will be four key positions to be filled:

Function



Responsibilities
Finance:




Forecasting and budgeting

Cash flow management

Analysis/decision support

Accounting

Information systems

Retail Operations:


Store operations and sales

Sales training

Marketing and advertising

Store design

Construction:



Site selection

Lease negotiations

Project management

Construction supervision

Manufacturing:



Manufacturing operations

Purchasing

Shipping

Serious candidates for each of the above positions have already been identified.  However, in order to minimize overhead during the start-up phase, the two initial stores will be operated with a hands-on, small business approach by founder Clark Kokich.  The full senior management team will be assembled after the concept is proven during the summer of 1996, and prior to the second round of financing in early 1997.

Organizational Style

Stone Beach, Inc., will be an "open-book" organization.  Senior executives will meet weekly to closely review sales performance and key leading indicators of organizational effectiveness.  Profit performance will be reviewed monthly with the entire management staff down to the supervisor level.

Budgeting and spending will be monitored closely, using the "5 over/10 under" rule.  That is, all expense budgets will include cost estimates at least 5% higher than prevailing estimates, thus providing for a significant cushion to absorb surprises and bad breaks.  Then managers will be trained and incented to develop plans which target actual expenses at least 10% below the budgeted level.

In order to assure that the whole team supports this approach, all managers and supervisors will share in an "at risk" compensation plan which will provide an opportunity to receive significant annual cash bonuses based on over-performance against plan.  In addition, stock options will be granted each year to managers and supervisors who overachieve their annual performance objectives.

The organization will be as flat and decentralized as is possible -- the goal will be that the head of the company is never more than three levels removed from front line employees.  Headquarters staff will be held to an absolute minimum -- most decisions will be made by line field people who are responsible for meeting carefully laid out performance and financial targets.  Front line employees will be empowered to use their judgment in order to satisfy customer needs.

Clark Kokich has demonstrated the ability to build and lead a high-performance team based on this type of collaborative and empowered workforce.  Clark is also the son of Marvel Williams, owner of Marvel's Creations, and has been involved in that business in a consulting role since its inception.

FINANCIAL ANALYSIS

The following financial section contains five-year pro formas for profit and loss, capital investment, cash flow and balance sheet.  A list of key assumptions which drive the financial model is included.  Highlights to the five-year plan:

· Sales grow from $530,000 in the first year of operations to a total of $46.7-million in the year 2000.

· The business loses $789,000 during 1996 and 1997, then tums around in the third year of operations, increasing to a total after-tax profit of over $8.8-million in the year 2000.

· An investment of $1-million is required in order to pay for initial capital expenses, to cover operating losses, and to provide a $200,000 contingency fund in the first year of operations.  A second $2-million round of financing will be required in early 1997.  Cash flow turns positive in 1998, and growth is funded internally through the remainder of the five-year period.

Stone Beach, Inc.

Statement of Operations--Pro Forma

Periods ended December 31 of the year indicated

($000's)

	
	--------------------P R O J E C T E D---------------



	
	1996
	1997
	1998
	1999
	2000

	
	
	
	
	
	

	Sales
	$530
	$3,537
	$11,572
	$24,498
	$46,766

	Cost of Sales
	106
	707
	2,314
	4,900
	9,353

	
	
	
	
	
	

	Gross Profit
	424
	2,830
	9,257
	19,598
	37,413

	Gross Margin Percentage
	80.0%
	80.0%
	80.0%
	80.0%
	80.0%

	
	
	
	
	
	

	Advertising
	160
	300
	579
	1,225
	2,338

	Store Selling Expense
	231
	1,238
	4,050
	8,574
	16,368

	G & A / Overhead
	504
	1,260
	1,654
	2,084
	2,310

	Other
	      0
	       0
	       0
	       0
	        0               

	
	
	
	
	
	

	Total S, G, & A
	895
	2,798
	6,283
	11,883
	21,016

	
	
	
	
	
	

	EBITDA
	(471)
	32
	2,975
	7,716
	16,396

	Depreciation
	       64
	      286
	      798
	1,570
	2,808

	
	
	
	
	
	

	EBIT
	(535)
	(254)
	2,176
	6,145
	13,588

	Other Income/(Expense)
	         0
	          0
	         0
	         0
	         0

	
	
	
	
	
	

	EBT
	(535)
	(254)
	2,176
	6,145
	13,588

	Income Taxes
	         0
	         0
	    762
	  2,151
	  4,756

	
	
	
	
	
	

	Net Income
	($535)
	($254)
	$1,415
	$3,994
	$8,832

	
	======
	======
	======
	======
	======

	Shares Outstanding
	250,000
	400,000
	450,000
	500,000
	500,000

	Earnings Per Share
	(2.14)
	(0.64)
	3.14
	7.99
	17.66

	
	
	
	
	
	

	Average Sales Per Location
	265,200
	353,748
	385,720
	408,300
	425,144

	Average Sales Per Sq. Ft.
	265
	354
	386
	408
	425

	
	
	
	
	
	


Stone Beach, Inc.

Cash Flow Analysis - - Pro Forma

Periods ended December 31 of the year indicated

($000's)

	
	1996
	1997
	1998
	1999
	2000

	
	
	
	
	
	

	Net Income
	($535)
	($254)
	$1,415
	$3,994
	$8,832

	Add Depreciation
	64
	286
	798
	1,570
	2,808

	Change in A/R
	0
	0
	0
	0
	0

	Change in Inventory
	(10)
	(40)
	(100)
	(150)
	(250)

	Change in Current Liabilities
	         8
	        38
	       291
	       505
	       920

	
	
	
	
	
	

	Cash Flow from Operations
	(473)
	30
	2,404
	5,920
	12,311

	
	
	
	
	
	

	Capital Expenditures
	322
	1,100
	2,560
	3,860
	6,190

	
	
	
	
	
	

	Proceeds from Stock Sale
	1,000
	2,000
	
	
	

	
	
	
	
	
	

	Net Change in Cash
	205
	920
	(156)
	2,060
	6,121

	
	
	
	
	
	

	Cash at Beginning of Year
	          0
	       205
	    1,125
	       969
	   3,029

	
	
	
	
	
	

	Cash at End of Year
	$205
	$1,125
	$969
	$3,029
	$9,150

	
	======
	======
	======
	======
	======

	Delta Cash
	
	0
	0
	0
	0


Stone Beach, Inc.

Balance Sheet -- Pro Forma 

as of December 31 of the year indicated

($000's)

	
	1996
	1997
	1998
	1999
	2000

	
	
	
	
	
	

	Cash
	$205
	$1,125
	$969
	$3,209
	$9,150

	“Excess Cash”
	0
	0
	0
	0
	0

	Accounts Receivable
	0
	0
	0
	0
	0

	Inventory
	10
	50
	150
	300
	550

	Prepaids
	0
	0
	0
	0
	0

	Current Assets
	215
	1,175
	1,119
	3,329
	9,700

	
	
	
	
	
	

	Store Build Outs
	200
	1,000
	3,000
	6,000
	11,000

	Plant Machinery
	62
	212
	552
	1,062
	1,802

	Office Equipment
	60
	220
	440
	790
	1,240

	
	322
	1,432
	3,992
	7,852
	14,042

	Less:  Accumulated Depreciation
	64
	351
	1,149
	2,720
	5,528

	
	258
	1,081
	2,843
	5,132
	8,514

	
	
	
	
	
	

	Total Assets
	$473
	$2,257
	$3,962
	$8,461
	$18,214

	
	=======
	======
	======
	======
	======

	
	
	
	
	
	

	Accounts Payable
	$3
	$17
	$50
	$100
	$183

	Accrued Expenses
	4
	29
	96
	204
	390

	Accrued Taxes
	0
	0
	190
	538
	1,189

	Other Current
	0
	0
	0
	0
	0

	
	8
	46
	337
	842
	1,762

	
	
	
	
	
	

	Long Term Liabilities
	0
	0
	0
	0
	0

	
	
	
	
	
	

	Common Stock
	1,000
	3,000
	3,000
	3,000
	3,000

	Retained Earnings
	(535)
	(789)
	625
	4,619
	13,452

	
	465
	2,211
	3,625
	7,619
	16,452

	
	
	
	
	
	

	Total Liabilities
	$473
	$2,257
	$3,962
	$8,461
	$18,214

	
	=======
	======
	======
	======
	======

	ROE (Beginning of Period)
	nil
	nil
	64.0%
	110.2%
	115.%


Stone Beach, Inc.

Key Assumptions

Periods ended December 31 of the year indicated

	
	1996
	1997
	1998
	1999
	2000

	
	
	
	
	
	

	Average Unit Selling Price
	60
	60
	60
	60
	60

	
	
	
	
	
	

	Unit Sales—New Stores
	4,420
	6,133
	6,400
	6,667
	6,933

	Unit Sales—Existing Stores
	0
	4,947
	6,486
	6,943
	7,213

	
	
	
	
	
	

	Total Unit Sales
	8,840
	58,958
	192,860
	408,300
	779,430

	
	
	
	
	
	

	New Stores in Period
	2
	8
	20
	30
	50

	Existing Stores in Period
	0
	2
	10
	30
	60

	      Total Stores
	2
	10
	30
	60
	110

	
	======
	======
	======
	======
	======

	
	
	
	
	
	

	New Store Sales ($M)
	530
	2,944
	7,680
	12,001
	20,799

	Existing Store Sales ($M)
	0
	594
	3,892
	12,497
	25,967

	      Total Sales ($M)
	530
	3,537
	11,572
	24,498
	46,766

	
	======
	======
	======
	======
	======

	
	
	
	
	
	

	COS per Unit
	12
	12
	12
	12
	12

	      Total COS
	106
	707
	2,314
	4,900
	9,353

	
	
	
	
	
	

	Sales Price Inflation
	0.0%
	0.0%
	0.0%
	0.0%
	0.0%

	Tax Rate
	35.0%
	35.0%
	35.0%
	35.0%
	35.0%

	
	
	
	
	
	

	Capital Expenditure Stores
	100
	100
	100
	100
	100

	 Total New Store Build Out
	200
	800
	2,000
	3,000
	5,000

	
	
	
	
	
	

	Plant (per store)
	
	
	
	
	

	Total Plant Expenditures
	62
	150
	340
	510
	740

	
	
	
	
	
	

	Office Capital Expenditures
	60
	160
	220
	350
	450

	
	
	
	
	
	

	Total Capital Expenditures
	322
	1,100
	2,560
	3,860
	6,190

	
	
	
	
	
	

	Ending Inventory Level per Store
	5
	5
	5
	5
	5

	Total Inventory
	10
	50
	150
	300
	550

	
	
	
	
	
	

	Store Selling Expense per Store
	116
	124
	135
	143
	149

	Total
	231
	1,238
	4,050
	8,574
	16,368

	
	
	
	
	
	

	Advertising
	160
	300
	579
	1,225
	2,338

	As a Percentage of Sales
	
	
	5.0%
	5.0%
	5.0%


	
	
	
	
	
	

	Depreciation (5 Year Life)
	
	
	
	
	

	      Year 1
	64
	64
	64
	64
	64

	      Year 2
	
	222
	222
	222
	222

	      Year 3
	
	
	512
	512
	512

	      Year 4
	
	
	
	772
	772

	      Year 5
	
	
	
	
	1,238

	            Total Depreciation
	64
	286
	798
	1,570
	2,808

	
	
	
	
	
	

	
	
	
	
	
	

	Accounts Receivable to Sales
	0.0%
	0.0%
	0.0%
	0.0%
	0.0%

	Accrued Taxes to Tax Expense
	25.0%
	25.0%
	25.0%
	25.0%
	25.0%

	Accounts Payable to Inventor
	33.3%
	33.3%
	33.3%
	33.3%
	33.3%

	Accrued Expenses to COS
	4.2%
	4.2%
	4.2%
	4.2%
	4.2%

	Cash Required in Business
	250
	250
	250
	250
	250

	
	
	
	
	
	

	Assets Excluding Excess Cash
	473
	2,257
	3,962
	8,461
	18,214

	
	
	
	
	
	


CORPORATE STRUCTURE & CAPITALIZATION

Stone Beach, Inc., was incorporated in Delaware as a Subchapter S corporation in October of 1995.  The company's authorized capital stock consists of 450,000 shares of common stock, $.01 par value.  A copy of the certificate of incorporation and bylaws are available on request.

150,000 common shares have been issued to Clark Kokich and his family members.  An additional 100,000 common shares are currently being offered at a price of $10.00/share, subject to a minimum purchase by each prospective investor of one unit consisting of 4,000 shares, for a minimum investment of $40,000.

The purchase of the common stock of Stone Beach, Inc., involves a substantial degree of risk and is suitable only for persons of adequate financial resources who can afford the total loss of their investment and who have no immediate need for dividend income or liquidity.  As a result, this investment is limited to "accredited investors" as defined in Regulation D under the Securities Act of 1933, as amended.

An "accredited investor" is defined as any person whose individual net worth or joint net worth with that person's spouse exceeds $1-million, or any person with an individual income in excess of $200,000 per year, or joint income with that person's spouse in excess of $300,000 per year.  Purchasers of the common stock of Stone Beach, Inc., must be acquiring the securities for their own account and not on the behalf of others.

This offering has not been reviewed by securities administrators, the securities have not been registered, and they cannot be resold unless they are registered or are exempt from registration.

It is the intention of the board to continue the S corporate designation at least through the end of 1996, after which the structure may at some time be changed to a C designation in order to provide for additional flexibility in the second round of financing.  Investors should consult their own counsel in evaluating the tax consequences of this investment.

Board of directors

There will be five positions on the board of directors.  Three have been identified so far:

Clark Kokich, President, Stone Beach, Inc.

Robert Johnson, General Manager, AT&T Wireless Services

Jann Blackbourn, President, Washington Transit

An additional director position will be selected from the initial group of investors, and one will be recruited from the retail/fashion industry.

Options

A total of 150,000 shares have been set aside in a pool available for options to Clark Kokich, directors, key employees, and consultants.  Options to purchase additional common shares have been granted to Clark Kokich, to Jann Blackbourn, and to Robert Johnson.  These shares have an exercise price of $1.00/share, and vest equally in thirds on the last day of October in 1996, 1997, and 1998.  The quantities granted are as follows:

	Name
	No. of Shares

	
	

	Clark Kokich
	100,000

	Robert Johnson
	1,000

	Jann Blackbourn
	1,000


Subscription procedures

Investors will be asked to sign a subscription agreement (available on request) and to submit a check for the amount of the investment.  All funds will be held in an escrow account administered by Commerce Bank of Washington.  A minimum total investment of $700,000 is required in order to close the transaction and to disperse the funds to the company.

Contact information for potential investors




Clark Kokich




President, Stone Beach, Inc.




Street  (Removed by case writer)




Seattle, Washington 98103




Phone:  (removed by case writer)

Dilution and Valuation

The chart on the next page outlines the projected returns on the initial investment given a variety of assumptions.  Based on the most conservative example of a p/e multiple of 10x earnings in the year 2000, an initial investment in the seed round of financing will deliver an annual rate of return of 62% per annum.

Note that this analysis includes dilution from an IPO in 1999.  This is an extremely conservative forecast, as the proceeds from an IPO would be used primarily to accelerate the pace of national expansion.  The financial model does not include the sales or profits generated from such an investment.

	DILUTION & VALUATION ANALYSIS

	
	Year 1

1996
	Year 2

1997
	Year 3

1998
	Year 4

1999
	Year 5

2000

	
	
	
	
	
	

	Earnings
	($535,000)
	($254,000)
	$1,415,000
	$3,994,000
	$8,832,000

	
	
	
	
	
	

	No. Shares Outstanding
	250,000
	400,000
	450,000
	800,000
	800,000

	
	
	
	
	
	

	Earnings/Share
	($2.14)
	($0.64)
	$3.14
	$4.99
	$11.04

	
	
	
	
	
	

	P/E Multiple
	10
	10
	10
	10
	10

	Cost/Share
	$10
	
	
	
	

	Value/Share
	n/a
	n/a
	$31
	$50
	$110

	5-Year IRR%
	
	
	
	
	62%

	
	
	
	
	
	

	P/E Multiple
	20
	20
	20
	20
	20

	Cost/Share
	$10
	
	
	
	

	Value/Share
	n/a
	n/a
	$63
	$100
	$221

	5-Year IRR%
	
	
	
	
	85%

	
	
	
	
	
	

	P/E Multiple
	30
	30
	30
	30
	30

	Cost/Share
	$10
	
	
	
	

	Value/Share
	n/a
	n/a
	$94
	$150
	$331

	5-Year IRR%


	
	
	
	
	101%


Assumptions:
1.    150,000 initial founder shares.

2.    100,000 initial investor shares.

3. 150,000 options, exercised equally in 1997, 1998, and 1999.

4. 100,000 shares in second round financial in 1997.

5. 300,000 shares in an IPO in 1999.

RISK FACTORS

An investment in the stock of Stone Beach, Inc. involves a high degree of risk.  In evaluating an investment in the stock, investors should carefully consider the following factors:

Unproved concept.  While Marvel's Creations was able to successfully operate a business using this concept, there is no assurance that the basic business proposition will appeal to sufficient numbers of customers to create and maintain a profitable business over time.

Uncertainties in apparel retailing.  The apparel industry historically has been subject to substantial cyclical variations.  The company and other apparel retailers rely on the expenditure of discretionary income for most, if not all, of their sales.  Any downturn, whether real or perceived, in economic conditions or prospects could adversely affect consumer spending habits and the company's sales and results of operations.  The company's products are subject to changing consumer preferences.  There can be no assurance that the company will be able to accurately predict or respond to such changes or that such changes will not adversely affect the company.

Dependence on key personnel.  The company's success largely depends on the personal efforts and abilities of Clark Kokich.  The loss of the services of Mr. Kokich could have a material adverse effect on the company.  It is the intention of the company to secure a "key man" life insurance policy in the amount of $1.0-million on Mr. Kokich.  There can be no assurance that such insurance will be available at an acceptable cost, if at all, or would adequately compensate the company for a loss of services.  The company does not have an employment agreement with Mr. Kokich.

No history of profitability.  The company has no history of profitable operations.  There can be no assurance that the company will be profitable on either a quarterly or an annual basis.  In addition, the company's expense levels are based in part on anticipated future revenue levels.  If revenues fall below anticipated levels, operating results would be adversely affected.  As a newly formed entity, the company will be subject to all risks associated with the creation of a new business, including the absence of a history of operations.  The likelihood of the success of the company must be considered in light of the problems, expenses, difficulties, complications and delays frequently encountered by a new business.  These include, among others, uncertainty as to market acceptance of the company's products and designs, the need to expand marketing capabilities, and unanticipated problems and expenses relating to the marketing, manufacturing, and delivery of the company's products.  There can be no assurance that the company will ever achieve profitable operations.

Competition.  The company operates in a highly competitive environment.  Competition in the women's swimwear category is intense and is based on price, quality, service, and name recognition.  Most of the company's competitors are large in size and have greater financial and other resources than the company.  If the company's business formula is proved effective, it is likely that competitors will copy the concept and compete directly with the company.  Over time, this could lead to loss of volume, market share, margin, and profits.

Variability in costs.  The profitability of the company is dependent on securing a dependable supply of Lycra and nylon fabrics at an affordable cost.  Fabric costs have varied over time, and may do so again in the future.  It is possible that fabric prices will increase significantly, and that the company may not be able to pass on such increases in the form of higher prices without experiencing significant volume declines, which would have an adverse effect on the company's profitability.

Seasonality.  The company's business will be highly seasonal, and its quarterly operating results will fluctuate dramatically due to the seasonality of swimwear sales.  Even in profitable years, it is likely that one or more quarters of the year may show significant losses.  In addition, weather can play a significant role in swimwear sales.  In years with cool or wet spring and summer weather, it is likely that sales will run below expectations, which will have a significant negative effect on profits and cash flow.

Availability of retail space.  Premium retail space is a scarce commodity.  The company may be unable to secure retail locations of high enough quality and in sufficient numbers to achieve the company's objectives.  This will have a significant negative impact on the company's ability to roll out the concept, which will adversely affect both sales and profits.

Control by existing shareholders.  The company's founder, Clark Kokich, will hold 57% of the existing stock after completion of the first seed round of financing.  As a result, Mr. Kokich will effectively be able to control most matters requiring approval by the company's shareholders, including the election of a majority of the company's directors.  Mr. Kokich would also be able to delay, deter, or prevent a change in control of the company.  By exercising his options, Mr. Kokich may be able to effectively control the company indefinitely, even after additional rounds of financing.

Immediate and substantial dilution.  Purchasers of shares of the stock of Stone Beach, Inc. will incur immediate and substantial dilution in the net tangible book value per share.  In addition, investors purchasing shares will incur additional dilution to the extent the company offers options or warrants to employees and directors, or raises funds through additional rounds of private placement or an initial public offering.

Financing uncertainty.  Successful implementation of the business plan will require significant additional financing over time, either through additional equity investment, bank loans, or debt offerings.  There can be no assurance that any such financing will be available to the company on terms acceptable to it, if at all.

Financial forecasts.  The financial forecasts in the business plan reflect the company's judgment as to the expected conditions and results of operations in the forecasted period.  The ability of the company to achieve the results in the business plan depends on financial, business, competitive, regulatory, and other factors affecting the company and the industry in general, as well as prevailing economic conditions, some of which are beyond the control of the company.  The assumptions to the financials identified in the business plan are those the company believes are significant to the forecasts.  No representation can be made with respect to the company's ability to achieve the forecasted results.  It is likely there will be differences between the forecasted and actual results because events and circumstances frequently do not occur as expected.

Lack of dividends.  There can be no assurance the company will have sufficient earnings to declare and pay dividends to the holders of the common stock, and in any event, a decision to declare and pay dividends is at the sole discretion of the company's board of directors.  The company does not currently anticipate declaring and paying any dividends in the foreseeable future.  It is the company's intention to apply any net earnings to increasing its capital base, and to expansion through new store openings.

Illiquidity.  There is currently no public market for the common stock of Stone Beach, Inc.  Consequently, holders of the stock must be prepared to hold their shares for an indefinite period of time.

Offering price.  The offering price for the common stock of Stone Beach, Inc., does not necessarily bear any relationship to the asset value, net worth or financial condition of the company, or to any other generally recognized criteria of value, and should not be regarded as an indication of any future value of the stock.

INSTRUCTOR'S GUIDE FOR STONE BEACH

Up to the time of the case Clark Kokich has only been able to raise $40,000 of the $1,000,000 he expected for start up.  It has been three months and although many of his potential "angel" investors have expressed interest only one has bought in, and that investor purchased only the minimum required number of shares.  

It would appear that Clark is faced with one of the most challenging decisions in his business career.  Should he give up now and accept a lucrative position with AT&T under his old boss and friend?  Or should he persevere?  Or does he have other options?

PEDAGOGICAL OBJECTIVES

The case presents an opportunity for students to analyze and evaluate an actual business venture proposal and determine what they would do in a similar situation.  They should consider these questions as they review the case:

1. Does the business concept make sense?  Why or why not?

2. Does the business venture proposal present the company adequately to potential investors?  If not, what is missing or unclear?

3. What are the risks?

4. What are Clark's options as of the date of the case, and what are the pros and cons of each?

5. What would you do?  Why?  What do you think Clark did? Why?

I find it helpful to analyze the business and the proposal first.  Then, in the context of a comprehensive venture analysis, a review of the options and a go/no-go decision may be made.

CASE DISCUSSION

Discussing each of the questions in turn is a straightforward way to present the case:

Does the Concept Make Sense?  

The business concept has intuitive appeal to most students.  They can understand the product and see the need.  The female students in class will point out the advantages of a custom suit very quickly to the male students who lack understanding of the customer fit problems associated with a mass produced suit. 

It is a good idea here to examine Clark's questionnaire.  A little probing will bring out the deficiencies in it.  He, himself, realized the inadequacy of the sample and the difficulties associated with telephone interviews.  His reasoning, however, was that "something is better than nothing" and that at least some consideration had been paid to potential customer demand.

At the same time, the business concept has more credibility than a small survey would indicate.  The concept was his mother's, and she was successful on a small scale.  Others have built small companies around this concept.  The idea has a history, therefore, but no one has built a multi-store business around it.  Can Clark successfully develop and then manage a large number of retail outlets?

Actually, Clark's strategy calls for him to control the entire distribution channel from manufacturing to retail sales.  In that, he is following a strategy comparable to Starbuck's.  The strength of this strategy is that Clark can hope to control quality and price, and present a uniform image to his customers.  The major weakness is that Clark and his management team must be competent in every aspect of channel management--manufacturing, distribution, and retail sales.  The very control they wished to have could be lost if one link in the channel is weak.

At the same time, this venture has a number of elements that make it very attractive.  It has high margins, since the company will reap the profits from manufacturing, distribution, and retailing.  Clark's stores are to be located in shopping centers, and shopping center management will not allow two similar businesses in the same center.  Finally, working capital requirements are minimal the first two years, and actually provide financing in later years as current liabilities exceed current assets.

Is the Presentation Adequate?  

There is much that could have been presented and was not; there is much that was presented that is open to question.  Here are typical reactions to the proposal from students:

· Seattle is a tough market in which to start such a business.  The cold water makes swimming a questionable activity at best, which is why boating is so popular.  (Many students fail to understand that swimsuits are purchased by Seattleites who are going to warmer climes for their vacations.)

· The marketing study is deficient…  (This was discussed earlier.)

· There is no indication that Clark Kokich is investing any money.  Is he sufficiently committed to this venture?  In February 1996, he changed his part of the deal so that 70 percent of his ownership would be contingent upon performance.

· There are no women on the board of directors, and yet the market is primarily female. (Some men will buy suits or gift certificates for suits to give as presents.  In that respect, one of the most notable early customers was Bill Gates, who walked into Clark's first store and purchased a gift certificate for his wife, Melinda.  Clark framed the purchase order and hung it in his manufacturing facility.)

· The long-range plan is vague.  Where will Clark "plant" new stores over the next five years? If instructors are so inclined, it is here that they may point out the parallels between this retail idea and the introduction of a new product, technology, or process to the marketplace.  A product idea usually goes through several steps of development before it appears on the market:

1. Concept Definition:  The initial calculations and theoretical technical analyses are done on paper to prove that the concept is feasible.  

2. Model Development: A reduction to practice model is created to prove that the product idea will work.; this stage is sometimes referred to as the working model stage.

3. Prototype Development:  A series of one-of-a-kind models, each more complex than the last.  Engineering and production prototypes are examples of these models; they prove that the product can be produced, and answer many operating and production questions.

4. Limited Production:  At this stage some production equipment and manufacturing space may be acquired, but only a few products are produced.  The objectives are to remove production bugs, verify production costs and economies of scale, recheck operating parameters and quality standards, and prepare for full production.

5. Full Production:  At this point full-scale production lines are created and production is "ramped up" to full capacity.

Instructors may wish to lead their classes through the steps in the development of a swimsuit or swimsuit line.  At the same time, Clark's concept also may be seen to be the "production" and development of retail stores served by a central manufacturing facility.  As such, his venture proposal demonstrates the initial calculations and technical analyses he performed to provide his concept definition.  He could skip Stage 2, but not Stage 3.  He is asking for money to finance Prototype Development of his retail store concept, not just the production of swimsuits.  He and his investors must know if the manufacturing to retail concept can actually work on a small scale. 

The prototype was envisioned as a production prototype consisting of one manufacturing facility and one retail store.  (However, once the prototype was in place, several changes were made.  Consequently, you could consider the first store to initially be an engineering prototype.)  Once the concept of a central manufacturing plant serving retail stores could be demonstrated, Clark could move on to a "limited production" of retail stores.  Full production will occur when Clark expands rapidly to shopping centers across the country and the world.  

Thus, the start-up retail and wholesale "chains" can be said to go through most or all of the steps mentioned above, just like a product.  The five-phase model is a good one to use to examine them all.  In examining Clark's business it is very important to point out that limited production will not prove that Clark can scale up and "produce" and manage a large number of retail stores.  As a consequence, detailed long range plans are not as helpful at this stage, except to show that Clark is convinced that there is a market beyond Seattle and that he has the desire to tap that market and not remain a one or two-store company.

· The name of the store is not quite right.  Actually, Clark decided to change the name to Calla Bay after the proposal was written.  He believed that "Stone Beach" seemed too hard or harsh, and that something softer was required.

· Monthly proforma cash flow projections are needed if the net cash flow turns positive in year two.  The cash required may be greater than indicated by a yearly figure because the monthly positive cash flow toward the end of year two will cancel out some of the negative cash flow at the beginning of that year.

· Clark has no experience in the women's sportswear line.  Clark noted that most of his experience was in consumer products and that the stores would be staffed by women.

· There is no specific exit plan.  How will the investors get their money back, and when?  There are four basic ways to exit: 1.) Liquidate and walk away.  2.) Continue in business for the long term and pay dividends when cash flow allows.  3.) Sell to another firm or individual.  4.) Go public with a stock offering.  Clearly, the latter two ways are preferable.  What does Clark have in mind?  He does assume an Initial Public Offering (IPO) in 1999, with the proceeds to be used for national expansion.  He also shows the value of the project by its internal rate of return and by discounting the cash flows, along with a future value at the end of five years of 10 times, 20 times, and 30 times earnings.

Other factors, such as the need for a breakeven analysis; detailed cost justifications; assumptions about number of customers, price and number of purchases used in forecasting demand; and other factors, could be mentioned.  In the context of a start-up, however, you must ask how much of this is too much and who is the audience for the proposal.

What Are the Risks?   
The question of risks overlaps the preceding discussion of presentation adequacy, but there is enough difference to warrant separating them.  Clark covers the major areas of risk in his section on Risk Factors.  There are at least two ways of analyzing this risk in the classroom.  The first is to remove the section, leaving only the title "Risk Factors" and a notation that the information in the proposal dealing with risk has been intentionally removed.  This requires the students to enumerate the risk factors.

A second approach leaves the risk factors intact and asks the students to estimate how important each risk factor is and whether one or a combination of several factors results in a fatal flaw, making the project unattractive to investors.  

What are Clark's Options?
As of the date of the case, Clark would appear to have three relevant options:

1. Take the job with AT&T.

2. Go into the cellular business.

3. Persevere with the Stone Beach venture.

If he takes the job with AT&T he knows he will have fun and make money for a given period of time.  It is a sure thing and there is comfort in that.  On the other hand, things will change over the next two to five years as the AT&T culture becomes more pervasive.  Clark does not think he will thrive in this big company culture.  Furthermore, he can not build wealth like he can in a new venture.

He can go into the cellular business as an entrepreneur, and have the entrepreneurial experience in a field he knows something about.  The demand for new products and services is certainly there.  At the same time, the cellular business is "cutthroat…a really tough business," and he does not have a product or service in mind.

If he continues with the Stone Beach venture and is successful, he can have fun and independence as an entrepreneur and make a great deal of money.  By the end of 1999 he will own 250,000 out of 450,000 shares--a controlling interest.   At $50 per share, he will have $12.5 million in paper worth.  On the other hand, selling women's swimsuits "is a goofy business."  What will Clark tell his friends who are involved in high-tech enterprises?  Further, he will take a huge cut in pay.   And, as he noted, "I might not be able to pull it off."  In that case he may end up losing his investor's money.  What will he do then?

THE OUTCOME

Clark stayed with the venture.  For him it was a "no-brainer.”  He wanted to be an entrepreneur, and the cellular business was not attractive to him.

By May 1996 he had called 400 potential investors, met with 100, and raised $750,000 from 20.  In October 1997 his 20 investors provided another $1.4 million for expansion.  He had five retail stores and was planning more for the future.  However, it became evident in 1998 that the stores were not realizing the profits expected of them.  As a result additional investment did not materialize and the venture was closed down.  Clark is now working with another entrepreneurial company.

It is important to note something about these "Angel Investors.”  They were all wealthy individuals who were in their 50's and 60's, and viewed investing as something of a hobby.  They have fun, and possibly a high rate of return from their investments.  Clark had most of his meetings with them at lunch, and there was literally no discussion of the merits of the project or the proposal.  Instead, the investors wanted to know if Clark understood the importance of customer service, and they paid close attention to his management background.  Their burning question was whether Clark had the entrepreneurial spirit and know-how to make this venture successful.

This is not to say that the business proposal was unimportant.  Clark would not have been able to meet these people without it; and many Angel Investors pay close attention to proposals.  In this case, however, the proposal seemed only to be a way to get in the door.  

After that, all Clark had to do was convince these people that he could manage this start-up and make it a success.
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