Human Resource Management

Vermont Teddy Bear efaployees were known as the “Bear People;” a term that expressed man-
agement’s appreciation and respect: for their dedication. Beth Peters was Vice President of
Human Resources. As of June 30, 1998, the company employed 181 individuals, of whom 94
were employed in production-related functions, 67 were employed in sales and marketing
positions, and 20 were employed in administrative and management posiﬁons.76 None of the
employees belonged to a union. Overall, the company believed that favorable relations existed
with all employees.”” '

The company supplemented its regular in-house worlkforce with homeworkers who per-
formed production fonctions at their homes. The level of outsourced work fuctuated with

company production targets. As of June 30, 1998, there were 21 homeworkers prodii
product for the company. Tomeworkers were treated as independent contractors for all
poses, except for withbolding of federal employment taxes. As independent cantra¢
homeworkers were free to reject or accept any work offered by the company.”8 IndePe‘
contractors allowed the company flexibility in meeting heavy demand at holiday periods
as Christmas, Valentine’s Day, and Mother’s Day. This relationship also allowed the ho
workers flexibility in scheduling their hours of work.
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Bear Market

. larger than those of Japan (the number two market) and Western Europe combined.35 Most toys

The teddy bear was first created in the United States in 1902. The Steiff Company
Grengen/Brenz, Germany, displayed one at a fair in Leipzig in 1903. Thomas Michton o
Brooklyn, New York, was credited with creating the name “Teddy Bear” in honor of President
Theodore Roosevelt. At the time of the naming, President Roosevelt had been on a well-
publicized hunting trip in Mississippi while negotiating a border dispute with Louisiana.
When he came up empty-handed from his hunting, his aides rounded up 2 bear cub for the
President to shoot. His granddanghter, Sarah Alden “Aldie” Gannett, said, “I think he felt he
could never face his children again if he shot anything so small. So he letit go” |

The incident was popularized in cartoons by Clifford Berryman of the Washington Post.
Michton 2nd his wife stitched up 2 couple of honey-colored bears and then displayed them in
their novelty store window along with a copy of Berryman’s cartoon.

The bears sold in a day. Michton made another stuffed bear and sent it to President
Roosevelt requesting his permission to use his name. Roosevelt replied with a handwritten
note: “I doubt if my name will mean much in the bear business, but you may use it if you
wish” It was simply signed “T. "% m

Teddy bears today fall into one of two broad categories: either toa subsegment of the toy
industry, plush dolls and animals, or are part of the collectibles industry. Although no one
knows exactly how many teddy bears are sold each year, it is known that teddy bears accounted
for 70 to 80% of the §1 billion plush toy industry in 1997.51 “Bears sell across every 5€4807,;
occasion, and holiday,” said Del Clark, Director of Merchandising for Fiesta, a Verona,
California, maker of stuffed animals.5> Not only bave bears historically been a steady seller, but
returns of teddy bears are almost nonexistent.3

The U.S. toy industry {including teddy bears, dolls, puzzles, games, action figares and vehi-
cles, and preschool activity toys) was estimated to be worth $25 billion in sales and had been
growing at an annual rate of more than 3% % With its combination of a large demographic base
of children and a population with a high Jevel of disposable income, the U.S. toy market was

that are sold in the United States were made in foreign countries. Chinese-produced toys repre-
sented about 30% of all U.S. toy sales due to inexpensive labor and favorable duty rates on
imports.3¢ The big toy manufacturers weze buying each other’s operations and those of smaller
1oy makers. In 1997, the number one toy manufacturer, Mattel (maker of Fisher-Price toys and
Barbie dolls), bought Tyco Toys, formerly ranked number three. Hasbro (maker of G.IL Joe,
Monopoly, and Milton Bradley toys) was the number two toy maker. Some games and toys
maintained popularity over time, others were passing fads. It was difficult to predict which
would remain popular over time. In the 1990s, marketing appeared to be the key to success: Toy
production and marketing were regularly integrated with movies and television programs- For
example, Star Wars action figures and other merchandise accourited for about one third of num-
ber 3 toy make Galoob Toys’ 1957 sales of $360 million.%” Small toy makers found it difficult 10
compete with the multimillion-dollar marketing campaigns and the in-depth market research of
companies like Mattel, fithough there was always an exception such as Beanie Babies.
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During 1997, manufacturers’ shipments of piu:h products rose 37.5%, from $984 million
to $1.4 billion, largely as a result of the Beanie Baby craze.®® Designed by Ty Warner, the owner
of Ty, Inc., Beanie Babies had been the big sales item since 1996 when they generated sales of
$250 million. The $5 toys were produced in limited numbers and sold through specialty toy
stores rather than through mass-market retailers. Beanie Baby characters no longer in produc-
tion fetched up to $3,000 among collectors. Sorme retailers reported a decline in the sales of
other plush toys due to the demand for Beanie Babies.89

Competitors of Vermont Teddy Bear were of various types. Major plush doll manufactuz-
ers such as Mattel and Hasbro were considered competition in this subsegment of the toy
industry. More direct competition for Vermont Teddy came from other bear manufacturers
including Steiff of Germany, Dakin, Applause, Fiesta, North American Bear, and Gund, the
leading maker of toy bears. Information about some of these direct competitors is presented
in Exhibit 6. ‘ )

In general, these competitors relied on sales though retail outlets and had much greater
financial resources to drive sales and marketing efforts than did Vermont Teddy Bear. Unlike
Vermont Teddy Bear, these companies depended on foreign manufacturing and sources of raw
materials, enabling them to sell comparable products at retail prices below those currently
offered by Vermont Teddy. In addition, small craft stores had begun to sell locally produced
all-American-made teddy bears, and publications had been developed to teach people to craft
their own bears,

The collectible market in bears had recently been bodihing with people seeking bears as
financial investments. Collectible bears are those that are meant to be displayed, not drocled
or spit up on by their owners. “In the past 5 to 10 years we've seen a tremendous growth in the
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upscale bear, the limited editions, and the artist-designed bears,” said George B. Blac,
director of the Teddy Bear Museum in Naples, Florida.?® The “collectible” segment of
plush market generated $441 million in consumer sales for 1996, up from $354 miljiq
1995, Collectible plush sales for 1997 were expected to reach nearly $700 million. This wy
make plush one of the fastest growing categories in the $9.2 billion collectibles indugty
Collectible bears started at about $25 but could cost $1,000 or more. This number was some.
what misleading, considering that the value of a collectible bear can be in excess of $50,000,
1904 Steiff “Teddy Girl” bear sold at a Christie’s auction in 1994 for a record $171,380.92
‘Two trade magazines, Teddy Bear and Friends and Teddy Bear Review, targeted the col
lectibles market. These magazines tell bear collectors where they can buy and sell old bears, I
1998, major bear shows and jamborees were held in at least 25 states, as well as hundreds of
bear-making retreats and workshops.% :
The concept of Bear-Grams lent itself to two distinct groups of competitors. Vermort
Teddy Bear competed not only with soft plush stuffed animals, especially teddy bears, but alse
with a variety of other special occasion greetings such as flowers, candy, balloons, cakes, and
other gift items that could be ordered by phone for special occasions and delivered the next

day. Many of these competitors had greater financial, sales, and marketing resources than
Vermont Teddy Bear.% b

Patents, Trademarks, and Licenses

The company’s name in combination with its original logo was a registered trademark in the
United States. In addition, the company owned the registered trademarks in the United States
for “The Vermont Teddy Bear Company,” “Bear-Gram,” “Teddy Bear-Gram,” and “Make A
Friend For Life.” The company also owned the registered service marks “Bear Counselor,”
“Vermont Bear-Gram,” and “Racer Ted,” and had applications pending to register the com-
pany’s second and third company logos, “Bearanimal,” “Coffee Cub,” “Vermont Bear-Gram,”
“Vermont Baby Bear,” “The Great American Teddy Bear,” “All-American Teddy Bear,” “Beau
and Beebee,” “Teddy-Grams,” and “Vermont Teddy Wear?? :

Vermont Teddy Bear also owned the registered trademark “Vermont Teddy Bear” in Japan
and had an application pending to register“The Great American Teddy Bear” in Japan,”®

Although the company had continuously used the “Bear-Gram” trademark since April

" 1985, its initial application to register the mark on June 13, 1990, was rejected by the U.S.
Patent and Trademark Office due to prior registration of the mark “Bear-A-Grams,” by
another company on June 7, 1988. The company reapplied to register “Bear-Gram,” and its
application was approved on November 5, 1996.

The company also claimed copyright, service mark, or trademark protection for its teddy
bear designs, its marketing slogans, and its advertising copy and promotional literature.

On May 16, 1997, Vermont Teddy Bear sued Disney Enterprises, Inc., for injunctive relief
and unspecified damages claiming that Disney copied its bear-by-mail concept with Pooh-
Grams based on Disney’s Winnie the Pooh character. The complaint accused Disney of unfait
competition and trademark infringement saying the Pooh-Gram is “confusingly similar” to
Bear-Grams in name, logo, how it is personalized, how it is delivered, and even how it is mar-
keted.?’ Disney introduced Pooh-Grams in its fall 1996 catalog and escalated its promotion of
the product using the Internet, print, and radio advertising, Disney disagreed saying that the
Vermont Teddy lawsuit was without merit because Winnie the Pooh has been a well-known
Disney character for 25 years and there are all kinds of grams—mail-grams, candy-grams,
money-grams, telegrams, flower-grams—not just Bear-Grams.

On September 9, 1997, Vermont Teddy announced that it had entered into an agreement
to resolve its dispute with Valt Disney Co. Under the agreement, Disney will continue to offer




Finance

its Pooh-Gram products and services but will voluntarily limit its use of the Pooh-Gram mark '
in certain advertising and will adequately distinguish its trademarks and service marks from
those of Vermont Teddy Bear. Vermont Teddy in turn will be allowed to offer certain Winnie-
the-Pooh merchandise for sale in its mail order catalogs but cannot offer the merchandise
with its Bear-Gram program.’®

On November 23, 1993, Vermont Teddy Bear Co., Inc., sold 1.15 million shares of stock at $10
a share through an underwriting group led by Barrington Capital Group L.P. The stock rose as
high as $19 before closing the day at $16.75, an increase of 67.5% in its first day of trading. The
market’s reaction to the IPO signaled that investors thought the stock was undervalued at $10
and that the company had a great deal of growth potential. During fiscal 1998, the company’s
stock price fluctuated between $2.56 and $0.75 a share. This was an indication that investors
reconsidered the growth potential of Vermont Teddy Bear.

Vice President of Finance was Mark Sleeper. Exhibits 7 and 8 detail Vermont Teddy Bear’s
financial situation. Prior to 1994, Vermont Teddy Bear had experienced a great deal of success
and profitability. The company’s net sales increased 61% from $10,569,017 in 1992 to
$17,025,856 in 1993, while the cost of goods sold decreased from 43.1% of sales to 41.8% during
the same time period. Net income increased 314% from $202,601 in 1992 to $838,955 in 1993.

Sales reached a peak in 1994 at $20,560,566. This represented a 21% growth over 1993.
Unfortunately profits did not experience similar growth. Had it not been for an almost
$70,000 tax refund, the company would have experienced a net loss in 1994. The company’s
net profitfell to $17,523 after taxes in 1994 due to a substantialincrease in both selling expense
and general and administrative expenses. These two items combined for an increase of 35%
over comparable figures for 1993,

In 1995, sales fell to $20,044,796. Although this represented only a 2.5% decline, this
decline in sales painted a picture for the next two years. While sales were decreasing, selling
and general and administrative expenses continued to climb. These expenses grew by 10% to
$13,463,631 in 1995. These two items represented 67% of sales in 1996, whereas they were
53% of sales in 1993,

After three years of declining sales, Vermont Teddy Bear’s sales grew by 4.4% in 1998 to
$17,207,543. Vermont Teddy Bear experiericed a loss of $2,422,477 in 1995, It returned to
profitability in' 1996, earning $151,953. Unfortunately that was the last profitable year for the
company. Losses were $1,901,745 in 1997 and $1,683,669 in 1998. Interest expense had risen
dramatically for the company from $35,002 in 1995 to $608,844 in 1998,

The company included in its quarterly report to the SEC (Filing Date: 5/14/98) that it had
been operating without a working capital line of credit since July 18, 1997. On that date, the
company completed a sale-leaseback transaction involving its factory headquarters and a por-
tion of its property located in Shelburne, Vermont. This financing replaced the company’s
mortgage and line of credit. The company received $5.9 million from this transaction. Of this
amount, $3.3 million was used to pay off the mortgage-and $600,000 was used to pay off the
line of credit. A $591,000 transactions cost was associated with the sale-leaseback. The lease
obligation was repayable on a 20-year amortization schedule through July 2017.

On October 10, 1997, Vermont Teddy received a commitment from Green Mountain
Capital L.P. whereby it agreed to lend the company up to $200,000 for up to five years at 12%
interest. The loan was secured by security interest in the company’s real and personal property.
Green Mountain Capital also received warrants to purchase 100,000 shares of common stock
at an exercise price of $1.00. The warrants could be exercised any time from two years from the
date of the loan to seven years from the date of the loan.
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To reduce costs, the company closed its retail store in New York City and planned to close
the Freeport, Maine, and North Conway, New Hampshire, stores before the end of 1998
because the revenue increases necessary to support the annual lease obligations would not be
achievable in the short run. The company’s lease obligation of $300,000 per year on the New
York City store would continue until a replacement tenant was found.

On May 22, 1998, it was announced that The Vermont Teddy Bear Co., Inc., had signed a
letter of intent with the Shepherd Group, a Boston-based private equity investment firm, for a
proposed $600,000 equity investment with the company. The Shepherd Group invested in
venture and existing small- to middle-market companies focusing on companies with high-
growth potential and unique market-ready quality products and services. In return for the
$600,000 investment, the Shepherd Group received 60 shares of Series C Preferred Stock as
well as warrants to purchase 495,868 shares of Common Stock at $1.21 per share. The transac-
tion was subject to final agreements and various approvals and conditions.

The Series C Convertible Redeemable Stock carried a 6% coupon, and each share was
convertible into 8,264,467 shares of the company’s Common Stock. The Preferred had voting
rights, and the Shepherd Group was entitled to two seats on the company’s Board of Directors,

Elisabeth Robert noted, “The additional funds will provide working capital for the com-
pany to pursue growth in the Bear-Gram channel and to maximize the benefits of importing
raw materials. Additionally Tom Shepherd has strong financial and operations experience and
will bring a valuable perspective to the Board of Directors. Tom’s strong suit has been working
with companies that have not yet realized the full potential of their brand % ‘

According to.some analysts, the survival of this company was going to depend on main-
taining a source of working capital, cost containment, and a rebound in sales back to their
1995 level. The company had taken an aggressive approach to ensuring survival, but this was
not done cheaply. High interest rates were paid and warrants to purchase stock, at what might
turn out to be a bargain price, had been issued.
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Consolidated Balance Sheets: The Vermont Teddy Bear Co., Inc. .




‘weodsy onuny geg1 “out Kueduro)) Teag Appaj, JUOWISA 2], 2AM0T

TSELSYTIS

89%°0¢6°T$ SIEG6VTIS €12°69L%1§ FHSI9€°GIS TLT6ETHIS OCHEHIFTS

(110°TZ€'T) 626 DIE0T §79'6¥ 101 09G°T18°Z 6.7F96°L 6791699 £¥6206'F
(6£8°90L1)  (8£5°1Z6) (610°9£6) (£80%1£%) {0£1°291°¢) (Z16'6£1°6) (185°1689)
— - (¥78°901) (¥z8°901) (¥z8°901) (¥28°901) (§78%01)
898681 TPREL0°01 T¥8€L0°0T TH8EL0°01 S66FL0°01 78969501 9148501
000007 679'857 579852 §T9'857 8£9°85T 8£9°857 £81°65T
— — —_ — — SHTOL SHToT

— 000°006 000006 000006 0006006 000006 000770
6L%°16T°C 98£ 81T $80079F P86°6V5L €66VLL9 2084518 607856
— 6V LY 766'G01 £6£°971 S85°07Z 910'657 £0TEE7
617°866 — —_ — — — —

- — — 0SF 0T 0798 — —

05€°19 £88°95 077°86¢ PL8LFE FI87IE $S0°60C T81BFLS
10918 11%'78 80709 6L£°T5TE Z18°505°€ 666°TLE L1£°8¢€
6050617 009°566°T SOP'SS0F 806°9T9°¢ TGETETIC 8eL9TEYL LOLFITE
— 018211 OT8Z11 688°06 SocLE — —

1€ 12quIasa(] Surpus resd esL] 1
120N

A3mbs sxapjoryareys
pHE SSONIQEI 1L,
Aymbs syapjoysreys [210L
JDYOP PAIRMUIMIOY
(sareqs 000‘z1)
3500 18 3}00]s AInSeaL],
resded ur-pred [UORIPPY
$3IBYS 00 000°0T pazHIoqIY
:anjea Ted GO§ P03 UOWTIO))
g S9TIS
S3TRYS (OQGLE PRZHOYINY
:anjea 1ed gO$ o018 pRlIsfRId
948 ¢ SPUSPIATD SANR[OIIND)
Y S91198
S21BYS (00°Q00°] PAZLIOHNY
:anfea 1ed GO'§ YPOIS PaLBRIJ
Aimba s1apjoya1eys
SSITIqel] TBIQL
$3XB} SUIOIUT PRI
sarnyuaqep ajqeded 182191UT POTLIDY
i SRR 1RO
suonedqo sses] [eyde)
1qap ur-guoy
afqeded weoj vOIPOUISUOD)
SITY[IQRI] JU21IND TRI0L,
spqeded saxe) swoouy




s g s

Statemnent of Operations: The Vermont Teddy Bear Co., Inc.
1. Fiscal year ending December 31.

Exhibit 8
the

The Vermont Teddy Bear Company, Inc., 1998 Annual Repor?.

Source.




