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PART 1 — FINANCIAL INFORMATION

ITEM 1 — FINANCIAL STATEMENTS.
Report of Independent Registered Public Accounting Firm
To the Board of Directors and Stockholders
Vaughan Foods, Inc. and Subsidiary
We have reviewed the accompanying consolidated balance sheet of Vaughan Foods, Inc. and subsidiary (the
“Company”) as of March 31, 2011, and the related consolidated statements of operations and cash flows for the three
months ended March 31, 2011 and 2010, and the related statement of stockholders’ equity for the three months ended
March 31, 2011. These consolidated financial statements are the responsibility of the Company’s management.
We conducted our reviews in accordance with the standards of the Public Company Accounting Oversight Board
(United States). A review of interim financial information consists principally of applying analytical procedures to
financial data and making inquiries of persons responsible for financial and accounting matters. It is substantially less
in scope than an audit conducted in accordance with the standards of the Public Company Accounting Oversight
Board, the objective of which is the expression of an opinion regarding the financial statements taken as a whole.
Accordingly, we do not express such an opinion.
Based on our reviews, we are not aware of any material modifications that should be made to such financial
statements for them to be in conformity with accounting principles generally accepted in the United States of
America.
We have previously audited, in accordance with the standards of the Public Company Accounting Oversight Board,
the balance sheet of the Company as of December 31, 2010, and the related statements of operations, stockholders’
equity and cash flows for the year then ended (not presented herein); and in our report dated March 30, 2011, we
expressed an unqualified opinion on those financial statements. In our opinion, the information set forth in the
accompanying consolidated balance sheet as of December 31, 2010, and the accompanying statement of stockholders’
equity for the year ended December 31, 2010, are fairly stated, in all material respects, in relation to the financial
statements from which they have been derived.

Oklahoma City, Oklahoma
May 16, 2011
/s/ Cole & Reed, P.C.
Cole & Reed, P.C.
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Vaughan Foods, Inc.
Consolidated Balance Sheets
March 31, 2011 and December 31, 2010

March 31, 2011 December 31,
2010

(unaudited)
Assets
Current assets:
Cash and cash equivalents $220,534 $—
Cash receipts subject to account control agreement 889,467 533,541
Accounts receivable, net of allowance for credit losses of $78,180 at March
31, 2011 and December 31, 2010 7,278,857 6,088,245

Inventories 3,661,849 3,104,976
Prepaid expenses and other assets 621,441 246,001
Deferred tax assets 383,897 369,604
Total current assets 13,056,045 10,342,367
Restricted assets:
Cash 584,592 937,336
Investments 729,255 557,566
Total restricted assets 1,313,847 1,494,902
Property and equipment, net 14,383,050 14,576,322
Other assets:
Loan origination fees, net of amortization 264,790 286,767
Intangible assets 38,529 46,241
Deferred tax assets, noncurrent 2,735,079 2,604,045
Total other assets 3,038,398 2,937,053
Total assets $31,791,340 $29,350,644
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payable $9,857,830 $6,980,713
Disbursements in transit — 729,300
Line of credit 3,264,764 2,688,302
Note payable to related party 30,355 29,724
Accrued liabilities 2,003,176 1,945,094
Current portion of long-term debt 1,132,680 1,155,310
Total current liabilities 16,288,805 13,528,443
Long term liabilities:
Long-term debt, net of current portion 6,567,670 6,694,917
Note payable to related party, net of current portion 810,392 811,023
Deferred gain on sale of assets 6,768 7,747
Total long-term liabilities 7,384,830 7,513,687
Stockholders’ equity:
Common stock, $0.001 par value; authorized 50,000,000 shares; 9,380,577
shares issued and outstanding at March 31, 2011 and December 31, 2010 9,381 9,381

Preferred stock, $0.001 par value; authorized 5,000,000 shares; 0 shares issued
and outstanding at March 31, 2011 and December 31, 2010 — —

Paid in Capital 14,547,662 14,525,179
Retained Earnings (deficit) (6,439,338 ) (6,226,046 )
Total stockholders’ equity 8,117,705 8,308,514
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Total liabilities and stockholders’ equity $31,791,340 $29,350,644

The accompanying notes are an integral part of these consolidated financial statements.
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Vaughan Foods, Inc.
Unaudited Consolidated Statements of Operations
For the Three Months Ended March 31, 2011 and 2010

Three Months Ended March 31,
2011 2010
(unaudited) (unaudited)

Net sales $23,578,993 $21,695,865
Cost of sales 21,401,493 18,933,711
Gross profit 2,177,500 2,762,154
Selling, general and administrative expenses 2,313,684 2,270,428
Operating income (loss) (136,184 ) 491,726
Interest expense (223,414 ) (269,182 )
Gain (loss) on sale of asset 979 8,965
Other income and expense, net (222,435 ) (260,217 )
Net income (loss) before income taxes (358,619 ) 231,509
Income tax expense (benefit) (145,327 ) 114,918
Net income (loss) $(213,292 ) $116,591
Weighted average shares outstanding Basic and diluted 9,380,577 6,526,077
Net income (loss) per share basic and diluted $(0.02 ) $0.02

The accompanying notes are an integral part of these consolidated financial statements.
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Vaughan Foods, Inc.
Consolidated Statements of Stockholders’ Equity
For the Year Ended December 31, 2010 and the Three Months Ended March 31, 2011

Common Stock

Shares issued Amount Paid in
Capital

Retained
Earnings
(Deficit)

Total
Stockholders’
Equity

Balance at January 1, 2010 4,623,077 $4,623 $12,734,115 $(5,864,161 ) $6,874,577
Stock-based compensation
expense — — 89,934 — 89,934

Issuance of common stock
and warrants in connection
with private placement
transaction

4,757,500 4,758 1,701,130 — 1,705,888

Net (loss) — — — (361,885 ) (361,885 )
Balance at December 31,
2010 9,380,577 $9,381 $14,525,179 $(6,226,046 ) $8,308,514

Stock-based compensation
expense (unaudited) — — 22,483 — 22,483

Net (loss) (unaudited) — — — (213,292 ) (213,292 )
Balance at March 31, 2011
(unaudited) 9,380,577 $9,381 $14,547,662 $(6,439,338 ) $8,117,705

The accompanying notes are an integral part of these consolidated financial statements.
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Vaughan Foods, Inc.
Unaudited Consolidated Statements of Cash Flows
For the Three Months Ended March 31, 2011 and 2010

Three Months Ended March 31,
2011 2010
(unaudited) (unaudited)

Cash flows from operating activities:
Net income (loss) $(213,292 ) $116,591
Adjustments to reconcile net income (loss) to net cash provided by (used in)
operating activities:
Depreciation and amortization 577,113 726,595
Provision for credit losses — 51,317
(Gain) on sale of assets (979 ) (8,965 )
Stock option expense 22,483 22,483
Deferred income taxes (145,327 ) 114,918
Changes in operating assets and liabilities:
Accounts receivable (1,190,612 ) (782,803 )
Inventories (556,873 ) 85,028
Prepaid expenses and other assets (375,440 ) (6,190 )
Accounts payable 2,877,117 (1,538,200 )
Disbursements in transit (729,300 ) 121,811
Accrued liabilities 58,082 551,969
Net cash provided by (used in) operating activities 322,972 (545,446 )
Cash flows from investing activities:
Purchases of property and equipment (354,152 ) (515,801 )
Distribution of insurance proceeds from restricted assets 352,744 —
Investments in restricted assets (171,689 ) (182,391 )
Net cash (used by) investing activities (173,097 ) (698,192 )
Cash flows from financing activities:
Proceeds from stock issue — 1,705,888
Net borrowings (repayments) on line of credit 576,462 (337,602 )
Net proceeds from funds subject to account control agreement (355,926 ) —
Cash receipts subject to account control agreement — 90,335
Repayment of notes payable to related party — (3,203 )
Repayment of long-term debt and capital leases (149,877 ) (211,780 )
Net cash provided by (used in) financing activities 70,659 1,243,638
Net increase (decrease) in cash and cash equivalents 220,534 —
Cash and cash equivalents at beginning of period — —
Cash and cash equivalents at end of period $220,534 $—
Supplemental disclosures of cash flow information:
Cash paid during the period for:
Interest paid, net of capitalized interest $229,125 $181,092
Software development costs financed through accrued expenses 96,000 —
Issuance of warrants to placement agent in connection with private placement
transaction — 219,661

The accompanying notes are an integral part of these consolidated financial statements
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Vaughan Foods, Inc.
Notes to Unaudited Consolidated Financial Statements
March 31, 2011 and 2010

(1)Nature of Operations

Vaughan Foods, Inc. (the “Company”) is an Oklahoma-based specialty food processor serving customers in a multi-state
region. The Company and its subsidiaries operate from processing facilities in Moore, Oklahoma and Fort Worth,
Texas.

(2)Summary of Significant Accounting Policies
(a)Basis of Reporting
The accompanying consolidated financial statements and notes thereto have been prepared pursuant to the rules and
regulations of the Securities and Exchange Commission (“SEC”). Accordingly, certain disclosures normally prepared in
accordance with accounting principles generally accepted in the United States of America have been omitted. The
accompanying consolidated financial statements and notes thereto should be read in conjunction with the audited
consolidated financial statements and notes thereto included in the Company’s Annual Report filed on Form 10-K with
the SEC on March 30, 2011.
This summary of significant accounting policies is presented to assist in understanding the Company’s consolidated
financial statements. The consolidated financial statements and notes are representations of the Company’s
management which is responsible for the integrity and objectivity of the consolidated financial statements. These
accounting policies conform to accounting principles generally accepted in the United States of America and have
been consistently applied in the preparation of the consolidated financial statements.
(b)Unaudited Interim Financial Information
The financial information herein is unaudited; however, such information reflects solely normal recurring adjustments
which are, in the opinion of management, necessary for a fair presentation of the results for the interim periods
presented. Operating results of the interim period are not necessarily indicative of the amounts that will be reported for
the entire year.
(c)Cash and Cash Equivalents
For purposes of the consolidated statements of cash flows, the Company considers investments with maturities of
three months or less at date of purchase to be cash equivalents. Cash subject to account control agreement represents
unrestricted cash that results from collections of trade accounts receivable. Such amounts are generally applied the
next business day to outstanding balances and accrued interest on the revolving credit agreement, and subject to
availability and other terms of the agreement, can be re-borrowed immediately after being applied to the line of credit.
(d)Disbursements in Transit
Disbursements in transit as presented in the consolidated balance sheet and consolidated statement of cash flows,
represent drafts for payment to the Company’s vendors in transit and in the process of being collected.
(e)Accounts Receivable and Credit Policies
Trade accounts receivable are customer obligations due under normal trade terms generally requiring payment within
15 to 21 days from the invoice date. Receivables are recorded based on the amounts invoiced to customers. Interest
and delinquency fees are not included in income until realized in cash. Discounts allowed for early payment, if any,
are charged against income when the payment is received. Payments of accounts receivable are allocated to the
specific invoices identified on the customer’s remittance advice or, if unspecified, are generally applied to the earliest
unpaid invoices.
The carrying amount of accounts receivable is reduced by an allowance for credit losses that reflects management’s
estimate of the amounts that will not be collected. The allowance for credit losses is based on various factors including
among other things, (a) our assessment of the collectability of specific customer accounts, (b) our macro assessment of
political and economic risk, (c) the overall aging of accounts receivable portfolio, and (d) the effects each of these and
other factors have on the consolidated portfolio. Balances still outstanding after management has used reasonable
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off to the valuation allowance. Recoveries on accounts previously charged off are credited to the valuation allowance.
A lien exists on certain receivables related to fresh produce under the Perishable Agricultural Commodities Act of
1930, which partially subordinates the lien placed by the line of credit.
(f)Inventories
Inventories consist principally of food products and are stated at the lower of average cost (which approximates
first-in, first-out) or market. Costs included in inventories consist of materials, certain prepaid expenses related to
materials, packaging supplies, and labor. General and administrative costs are not charged to inventories.
(g)Property and Equipment
Property and equipment are recorded at cost. Equipment classified as capital leases are recorded at the present value of
the future minimum lease payments, and amortized on a straight-line basis over the shorter of the lease term or the
estimated useful life of the asset. Expenditures for major additions and improvements are capitalized, while minor
replacements, maintenance and repairs are charged to expense as incurred. When property and equipment are retired
or otherwise disposed of, the cost of the asset and related accumulated depreciation are removed from the accounts
and any resulting gain or loss is included in other income and expense.
Depreciation, including assets classified as capital leases, are provided using the straight-line method over the
following estimated useful lives:
Plant and improvements 15 - 40 years
Machinery and equipment 2 - 15 years
Transportation equipment 3 - 10 years
Office equipment 2 - 7 years
(h)Concentrations of Credit Risk
The Company maintains its cash in bank deposit accounts which, at times, may exceed federally insured limits. The
Company has not experienced any losses in such accounts. The Company believes it is not exposed to any significant
credit risk on cash and cash equivalents.
(i)Revenue Recognition
The Company recognizes revenue, net of related sales discounts and allowances, when persuasive evidence of an
arrangement exists (such as a customer purchase order), delivery has occurred, the price to the customer has been
fixed or is determinable, and collectability is reasonably assured. The Company's customers consist of foodservice
distributors and retail sector customers. Generally, the risk of loss of ownership of products in the industry in which
the Company operates, transfers from the supplier to the purchaser at the point of delivery at the customer's designated
place of business. The Company considers the transfer of risk of loss to the customer as the point in which the
Company has earned revenue. Revenues include those amounts related to shipping and handling. Shipping and
handling expenses are also included in cost of sales.
Consideration from the Company to a customer in the form of cash payments, reductions applied to customers'
accounts receivable balances and direct payment of sales and marketing related expenses are presumed to be a
reduction to the selling price of the Company’s products and accordingly, is characterized as a reduction of sales when
recognized in the Company’s consolidated statements of operations. As a result, certain sales, marketing and
promotional expenses are recorded as a reduction of net sales, at the time in which the sale is recognized.
(j)Accounting for Rebates
The Company establishes liabilities for rebates to customers based on specific programs, expected usage and historical
experience.

7
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(k)Income Taxes
Income taxes are accounted for under the asset and liability method. Deferred tax assets and liabilities are recognized
for the future tax consequences attributable to differences between the financial statement carrying amounts of
existing assets and liabilities and their respective tax bases. Deferred tax assets and liabilities are measured using
enacted tax rates expected to apply to taxable income in the years in which those temporary differences are expected
to be recovered or settled. The effect on deferred tax assets and liabilities of a change in tax rates is recognized in
income in the period that includes the enactment date.
(l)Earnings (Loss) Per Share
Basic earnings (loss) per share (“EPS”) excludes dilution and is calculated by dividing net income (loss) available to
common stockholders by the weighted-average number of shares of common stock outstanding during the period.
Diluted EPS is computed in a manner similar to that of basic EPS except that the weighted-average number of
common shares outstanding is increased to include the number of incremental common shares (computed using the
treasury stock method) that would have been outstanding if all potentially dilutive common shares (such as stock
options) were issued during the period. Diluted EPS is not presented if the effect of the incremental shares is
anti-dilutive.
As of March 31, 2011, the Company has Class A and Class B warrants outstanding resulting from its initial public
offering. The Class A and Class B warrants entitle the holder to buy one common share at $9.75 and $13.00,
respectively. The Company may redeem some or all of the warrants at a price of $0.25 per warrant, on 30 days notice
to the holders. The Company may redeem the Class B warrants only if its gross revenue, for any period of twelve
months preceding a 30 day notice to the holders, is equal to or greater than $100 million. The Class A and Class B
warrants are traded on the OTC Bulletin Board under the symbols FOODW and FOODZ, respectively. Both classes of
warrants expire on June 27, 2012. The exercise price of both classes of warrants exceeds the Company’s stock price,
therefore the Company has not included these warrants as shares in diluted earnings per share because the effects of
inclusion would be anti-dilutive.
On November 26, 2008, March 12, 2009 and November 11, 2010 the Company granted 605,000, 14,120 and 110,000,
respectively, stock options to certain employees, members of the board of directors and certain consultants to the
Company, vesting over four years. The exercise price of the options is equal to the Company’s stock price on the date
of issuance. The exercise price of the options exceeds the Company's stock price, therefore the Company has not
included these options as shares in diluted earnings per share because the effects of inclusion would be anti-dilutive.
On March 6, 2009, the Company issued a seven-year warrant to purchase 252,454 shares of common stock to its
lender in connection with refinancing its revolving line of credit, as further described in Note 7. The exercise price of
the warrant $0.59 per share, which is greater than the Company’s average stock price, therefore the Company has not
included these options associated with the warrant in diluted earnings per share because the effects of inclusion would
be anti-dilutive.
On February 24, 2010, the Company issued five year warrants to purchase 1,903,000 shares of common stock to 71
accredited investors in connection with a private placement transaction. The exercise price of the warrants is $0.70 per
share, which is greater than the Company’s average stock price, therefore the Company has not included these options
associated with the warrants in diluted earnings per share because the effects of inclusion would be anti-dilutive.
On February 23, 2010, the Company issued five year warrants to purchase 475,750 shares of common stock to the
placement agent in connection with a private placement transaction. The exercise price of the warrants is $0.625 per
share, which is greater than the Company’s average stock price, therefore the Company has not included these options
associated with the warrants in diluted earnings per share because the effects of inclusion would be anti-dilutive.
(m)Use of Estimates
The preparation of the consolidated financial statements in conformity with accounting principles generally accepted
in the United States of America requires management to make estimates and assumptions that affect reported amounts
of assets and liabilities and disclosure of contingent assets and liabilities at the date of the consolidated financial
statements and the reported amounts of revenues and expenses during the reporting period. Actual results could differ
from those estimates.
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(n)Fair Value of Financial Instruments
The carrying value of cash and cash equivalents, accounts receivable, accounts payable and accrued liabilities are
measured at cost which approximates fair value because of the short-term nature of these instruments. The carrying
amount of the Company’s borrowings under the line of credit and long-term debt approximates fair value because the
interest rate on the instruments fluctuate with market interest rates or represents borrowing rates available with similar
terms.
(o)Investments
The Company’s investments primarily consist of money market mutual funds. These investments are classified as
available for sale and are reported at fair value, which was determined using quoted market prices in active markets
for identical assets. Any related unrealized gains and losses are excluded from earnings and reported net of income tax
as a separate component of stockholders’ equity until realized. There were no unrealized gains or losses for the three
month periods ended March 31, 2011 and 2010. Realized gains and losses on sales of securities are based on the
specific identification method. Declines in the fair value of investment securities below their carrying value that are
other than temporary are recognized in earnings.
(p)Stock-Based Compensation Expense
The Company measures stock-based compensation costs at the grant date based on the fair value of the award and
recognize as expense ratably over the service period, net of estimated forfeitures. The Company uses the
Black-Scholes option-pricing model to determine the fair-value of stock option awards. The Company awards stock
options to employees, executive officers, directors and certain consultants.

(3)Operating Results and Liquidity
Our liquidity position remains adequate for the foreseeable future. On March 23, 2011, we executed an amendment
under our loan and security agreement with our primary lender, increasing the maximum amount available under our
revolving line of credit on a seasonal basis from $3.5 million to $4.5 million, effective April 1, 2011. Since our
revenues have held up nicely, and the revolving line of credit borrowing base is driven by the level of our accounts
receivable balances, we have been able to take advantage of the increase in availability under this facility. We did
experience a violation of the EBITDA covenant in our revolving loan agreement as of the end of the first quarter of
2011 however, the lender has granted a written waiver of this covenant. The minimum and maximum amounts
outstanding on our revolving loan agreement were $2.0 million on January 14, 2011, and $3.5 million on February 22,
2011, respectively. Our cash needs vary with the time of the month and the day of the week, as does our borrowing
base. Since all of our cash receipts are swept to pay down the revolving loan agreement each business day, we borrow
only the amount needed to fund daily operations. Accordingly, the cash balance on our balance sheet will generally be
zero. However, as of March 31, 2011, we had drawn funds on our revolving loan agreement, but delayed the
settlement of certain accounts payable items for one day, leaving cash of $0.2 million on the balance sheet.
Our capital expenditures have consisted primarily of maintenance expenditures for plant and equipment and
capitalization of certain software costs for internal use, in connection with the continued implementation of our
enterprise resource planning (“ERP”) systems. We expect that the implementation of our ERP systems will continue to
move to additional phases, and will continue for a period of time, before winding down over the next twelve to
eighteen months. Maintenance capital expenditures (“Maintenance Capex”), although highly variable, will run about
$250,000 to $500,000 per year. We define Maintenance Capex as money that is required to maintain or replace assets.
We do not believe that the concept of Maintenance Capex is subject to precise calculation or definition, but is often a
matter of judgment. Accordingly, the amount stated herein is an estimate and will necessarily vary by period.
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(4)Inventories
A summary of inventories follows:

March 31,
2011

December 31,
2010

(unaudited)
Raw materials and supplies $2,547,642 $2,440,989
Work-in-process 350,266 245,955
Finished goods 701,450 524,185
Deferred production costs 168,644 —
Total 3,768,002 3,211,129
Allowance for obsolete inventory (106,153 ) (106,153 )
Total inventory, net of allowance for obsolete inventory $3,661,849 $3,104,976

(5)Restricted Assets
The Company is required to hold cash in reserve in separate trust accounts applicable to its $5.0 million Cleveland
County Industrial Authority Industrial Development Revenue Bonds, issued December 2004. The project construction
account represents proceeds of the bond offering to be drawn for approved capital expenditures. The debt reserve
account represents funds to be used for debt service in the event of default. The interest and principal accounts
represent deposits to be used for debt service. Letters of credit are amounts placed in deposit with a lending institution
for purposes of securing letters of credit. These assets are as follows:

March 31,
2011

December 31,
2010

(unaudited)
Debt reserve account $500,000 $500,000
Interest fund account 87,588 22,147
Principal fund account 141,667 35,419
Insurance proceeds on deposit 56,592 409,336
Deposits related to letters of credit 528,000 528,000
Total restricted assets $1,313,847 $1,494,902

(6)Property and Equipment
Property and equipment, at cost, consists of the following:

March 31,
2011

December 31,
2010

(unaudited)
Land $238,162 $238,162
Plant and improvements 11,927,608 11,266,946
Machinery and equipment 9,589,084 9,589,084
Transportation equipment 461,595 461,595
Software and office equipment 2,411,592 2,058,635
Software development 96,000 459,261
Construction in progress 76,454 396,659

24,800,495 24,470,342
Less accumulated depreciation (10,417,445 ) (9,894,020 )
Property and equipment, net $14,383,050 $14,576,322
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During the three months ended March 31, 2011 and 2010, depreciation expense was $523,424 and $588,541,
respectively.

(7)Line of Credit

On March 18, 2009, the Company closed on an asset-based line of credit of up to $3.0 million, secured by accounts
receivable and inventories (the “revolving line of credit”). The revolving line of credit bears interest, floating at the Wall
Street Journal Prime Rate plus 4.5 percent, and is subject to certain financial covenants, including minimum cash
position and EBITDA, measured on a monthly and quarterly basis, respectively, which the Company was in
compliance with as of December 31, 2010. The Company would be considered to be in technical covenant default
when its EBITDA results are less than the amounts agreed upon with the lender. A violation was experienced with the
results of the three-month periods ended September 30, 2009, March 31, 2010, and March 31, 2011. The violations
were related to the minimum EBITDA covenant, and were cured, in each case, with a waiver. The Company
experienced another violation with the results of the three-month period ended September 30, 2010 related to the
minimum cash requirement. This violation was cured with a waiver and the Company cured the violation as of
October 31, 2010. Non-compliance with these covenants in the future may result in the inability to obtain a waiver and
could cause the lender to require the outstanding balance of the line of credit to become due and payable, provided the
Company is unable to cure the covenant violation within a reasonable period.
The maximum amount of the line of credit was increased to $3.5 million on September 30, 2009 in connection with a
modification of terms used to calculate the available borrowing amount and a modification of the covenants. The
revolving line of credit matured on May 1, 2010. On April 26, 2010, the Company entered into a second amendment
to extend the maturity date to July 1, 2010. On June 25, 2010, the Company entered into a third amendment to extend
the maturity date to June 25, 2011 under substantially the same terms. On August 9, 2010, the Company entered into a
fourth amendment to modify the terms of the EBITDA covenant. On March 23, 2011, the Company entered into a
Fifth Amendment in which the Company and its lender agreed to increase the maximum amount available under the
revolving line of credit on a seasonal basis from $3.5 million to $4.5 million, effective April 1, 2011.

(8)Long-Term Debt
Long-term debt consists of the following:

March 31,
2011

December 31,
2010

(unaudited)
6.75 - 7.10% Cleveland County Industrial Revenue Bonds secured by real
property final payment due December 1, 2024 $3,245,000 $3,245,000

5.75-9.00% Real estate loans secured by real property final payments due
September 22, 2015 and August 1, 2028 3,125,709 3,157,455

10.00% Unsecured note payable due to officer, final payment due July 25,
2013 840,747 840,747

5.50% Unsecured note payable, final payment due November 26, 2015 765,079 758,205
8.75% Equipment loan secured by manufacturing equipment final
payment due March 3, 2012 422,795 535,470

Various equipment and real estate loans with interest rates from
5.25-9.56% and due dates from 2011-2021 141,767 154,097

Total long-term debt 8,541,097 8,690,974
Less current portion 1,163,035 1,185,034
Net long-term debt $7,378,062 $7,505,940
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The Industrial Development Revenue Bonds issued by Cleveland County Industrial Authority contain certain financial
covenants as follows:
Debt Service Coverage Ratio: The Company is required to maintain a debt service coverage ratio of at least1.50x to
1.00. The ratio will be reported to the Trustee and notice given to Beneficial Owners quarterly for each of the previous
four quarters. If the debt service coverage ratio reported for each of the previous four quarters is less than 1.50x to
1.00, the Company is required to retain a consultant. The actual debt service coverage ratio as of March 31, 2011 is
1.36x to 1.00.
Current Ratio: The Company is required to maintain a current ratio of 1.10x to 1.00 calculated as of the last day of
each calendar quarter beginning after January 1, 2006. The actual current ratio as of March 31, 2011 is 0.80x to 1.00.
Debt to Equity Ratio: The Company is required to maintain a debt to equity ratio of not more than 4.00x to 1.00
calculated as of the last day of each calendar quarter beginning after January 1, 2006. The actual debt to equity ratio as
of March 31, 2011 is 0.90x to 1.00.
Accounts Payable: The Company agrees that not more than 10 percent of its accounts payable shall be in excess of 75
days past due. The actual percentage as of March 31, 2011 is 0.56 percent.
Accounts Receivable: The Company agrees that not more than 20 percent of accounts receivable will be in excess of
90 days past due. The actual percentage as of March 31, 2011 is 1.31 percent.
The Company is currently in violation of the Debt Service Coverage Ratio and Current Ratio covenants under the
terms of its industrial revenue bond agreement. Noncompliance with the current ratio has resulted in an increase in the
interest rate on each of the Bonds of 1% until the Company is in compliance with the required ratio.
Annual Debt Service Requirements
The annual principal payment requirements to maturity, for long-term debt at March 31, 2011 are as follows:
Twelve-Month Period Ending
March 31, Long-Term Debt

2012 $ 1,163,035
2013 756,865
2014 1,619,263
2015 854,011
2016 912,123
Thereafter 3,235,800
Principal outstanding at March 31, 2011 $ 8,541,097

(9)Accrued Liabilities
A summary of accrued liabilities follows:

March 31,
2011

December 31,
2010

(unaudited)
Rebates and commissions $609,915 $749,263
Interest expense 96,064 29,067
Compensation 659,688 316,681
Workers’ compensation 335,595 373,830
Promotions and incentives 224,037 373,218
Property taxes 77,877 103,035
Total accrued liabilities $2,003,176 $1,945,094
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(10)Intangible Assets
The Company holds an intangible asset, a customer list acquired by the Company in the amount of $154,210. As of
March 31, 2011 the accumulated amortization expense was $115,681 and the net carrying amounts was $38,529.

(11)Income Taxes
Income tax expense (benefit) for the three months ended March 31, 2011 and 2010, consist of the following:

Three months ended March 31,
2011 2010
(unaudited)

Current:
Federal $— $—
State — —

— —
Deferred:
Federal (130,024 ) 102,817
State (15,303 ) 12,101

(145,327 ) 114,918
Total income tax expense (benefit) $(145,327 ) $114,918
Deferred tax assets (liabilities) are as follows:

March 31,
2011

December 31,
2010

(unaudited)
Net operating loss carryforward $3,159,971 $3,062,128
Depreciation (491,485 ) (517,197 )
Deferred gain on sale of assets 2,572 2,944
Inventory capitalization 165,984 129,312
Reserve for worker compensation expense 127,526 142,055
Allowance for credit losses 29,708 29,708
Work opportunity credit carryforward 37,133 37,132
Oklahoma job and investment credits 1,000,188 1,000,188
Allowance for state job and investment credits (912,621 ) (912,621 )
Net deferred tax asset $3,118,976 $2,973,649
Current portion $383,897 $369,604
Non-current portion 2,735,079 2,604,045
In assessing the realizability of the net deferred tax assets, management considers whether it is more likely than not
that some or all of the deferred tax assets will not be realized. The ultimate realization of deferred tax assets is
dependent upon either the generation of future taxable income during the periods in which those temporary differences
become deductible or the carryback of losses to recover income taxes previously paid during the carryback period.
The Company is not currently subject to any specific audit by any federal, state or local taxing authority. The
Company is no longer subject to income tax examinations by tax authorities before 2005. There are no tax positions
previously taken which could give rise to uncertainty, and therefore there are no calculations or classifications of
interest, penalties or effects on income tax rates related to such uncertainties
As of March 31, 2011, the Company has a net operating loss carryforward of $8.2 million representing a tax
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asset of $3.2 million which, if unused, will commence expiring in 2023 and state new jobs/investment credit
carryforwards totaling $1.0 million of which the Company has elected to provide a realizability allowance of $0.9
million resulting in a net carrying amount of $0.1 million. If unused, the credits will commence expiring on December
31, 2021.
Actual income tax expenses differ from “expected” income tax, computed by applying the U.S. Federal corporate tax
rate of 34 percent to earnings from operations before income taxes, as follows:

Three months ended March 31,
2011
(unaudited)

2010
(unaudited)

Computed “expected” income taxes $(116,744 ) $78,713
State income taxes, net of federal income tax (13,597 ) 9,168
Other (14,986 ) 27,037

$(145,327 ) $114,918
(12)Operating Lease

In March 2011, the Company entered into a lease for warehouse space for the purpose of consolidating its existing
off-site warehouse facilities.
As of March 31, 2011, the space is undergoing tenant improvement construction which is expect to be completed in
the third quarter of 2011. The term of the lease is for ten years, with two, five-year renewal options. Management
anticipates that this lease will be initially accounted for as an operating lease.
The minimum rentals due under the lease will depend on the final cost of the tenant improvements however, as of
March 31, 2011, management estimates that the annual rental costs during the primary ten-year term of the lease will
be $315,000.
(13)Stock Based Compensation
The Company charged $22,483 against earnings for each of the three month periods ended March 31, 2011 and 2010,
respectively, leaving a total of $185,851 of unrecognized expense in connection with the issuance of the stock options
as of March 31, 2011.

(14)Major Customers
The Company has two major customers which comprised 16 percent and 10 percent of its sales for the three-month
period ended March 31, 2011. A change in either of these customer relationships could adversely affect our revenue,
results of operations and cash flows.

(15)Commitments and Contingencies
The Company and its subsidiaries are subject to legal proceedings and claims which arise in the ordinary course of
business. Although occasional adverse decisions or settlements may occur, the Company is not aware of any
proceeding at March 31, 2011, which would have a material adverse effect on its consolidated financial position,
results of operations or liquidity.

(16)    Note Payable to Related Party
The Company has a note payable to Herbert B. Grimes, its current chief executive officer in the amount of $840,747
due on July 5, 2013 with interest rate of 10 percent per annum. The Company is making weekly payments to Mr.
Grimes in the amount of $1,500 and has scheduled one-time payments of $35,000 on April 8, 2011. Mr. Grimes has
agreed that repayment of the note is subject to the Company's ability to pay as measured by its liquidity position,
projected cash flows and EBITDA.

14

Edgar Filing: Vaughan Foods, Inc. - Form 10-Q

21



ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATONS.
Forward-looking Statements
Certain written and oral statements set forth below or made by the Company with the approval of an authorized
executive officer constitute “forward-looking statements” within the meaning of the Private Securities Litigation Reform
Act of 1995. The words “believe,” “expect,” “intend,” “anticipate,” “project,” “will” and similar expressions identify
forward-looking statements, which convey the uncertainty of future events and generally are not historical in nature.
All statements which address operating performance, events or developments that we expect or anticipate will occur in
the future, including statements relating to the business, expansion and marketing strategies of the Company, industry
projections or forecasts, the impact on our financial statements of inflation, legal action, future debt levels, sufficiency
of cash flow from operations and borrowings and statements expressing general optimism about future operating
results, are forward-looking statements. Such statements are based upon our management's current estimates,
assumptions and expectations, which are based on information available at the time of the disclosure, and are subject
to a number of factors and uncertainties, including, but not limited to:
Any of the foregoing factors and uncertainties, as well as others, could cause actual results to differ materially from
those described herein. We undertake no obligation to affirm, publicly update or revise any forward-looking
statements, whether as a result of new information, future events or otherwise.
The following discussion should be read in conjunction with the unaudited consolidated financial statements of the
Company and the related notes thereto appearing elsewhere in this report. Our Form 10-K filed with the U.S.
Securities and Exchange Commission on March 30, 2011, includes a more comprehensive discussion and analysis.
The following is an update and should be read in conjunction with this more comprehensive discussion included in
that Form 10-K.
We are an integrated manufacturer and distributor of value-added, refrigerated foods. We believe that we are uniquely
able to distribute fresh-cut produce items along with a full array of value-added refrigerated prepared foods multiple
times per week. We sell to both food service and retail sectors. Our products consist of fresh-cut vegetables, fresh-cut
fruits, salad kits, prepared salads, dips, spreads, soups, sauces and side dishes.
Our vision is to be the first national food company with regional facilities that will manufacture and market a full
array of fresh foods multiple times per week. To our knowledge, there is no one else in the business that can do this.
We believe that our variant of fresh prepared foods are convenient, easy to prepare, flavorful, and of the highest
quality. Our labels contain short ingredient statements, with a minimum of preservatives.
We have a marquee customer base of food service providers and retailers that are household names. Our business is a
recurring revenue model, in which our customers order from us and receive deliveries multiple times per week.
Although this is common in the fresh cut produce business, it is uncommon in the prepared salad and soup business.
And, combining these orders on one truck for multiple-time-per -week deliveries is even rarer still.
Results of Operations
The following is an overview of our financial condition and results of operations for the first quarter of 2011,
compared with the year earlier quarter (dollars in thousands):

2011 2010
Revenues $23,579 $21,696
Cost of sales 21,401 18,934
Gross profit 2,178 2,762
Selling, general and administrative expenses 2,314 2,270
Net earnings (loss) (213 ) 117
EBITDA 442 1,120
Working capital (deficit) (3,233 ) (4,722 )
Capital expenditures 354 516
Gross margin 9.2 % 12.7 %
Selling price per pound $1.00 $0.92
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First Quarter of 2011
Our revenues increased by 8.7 percent in the first quarter of 2011 compared to the year-earlier quarter, driven
primarily by higher average sales prices per pound of product. Our volume - in terms of pounds shipped - was
comparable to a year ago however, the product mix changed, particularly within Fresh Cut produce sales, contributing
to a higher sales price per pound. The following is a comparison of pounds sold, total sales and prices per pound for
the three-month periods ended March 31, 2011 and 2010 (pounds and sales dollars, in millions):

2011 2010
Pounds
Sold Sales Price Per

Pound Pounds Sold Sales Price Per
Pound

Fresh Cut produce sales 16.4 $16.5 $1.01 16.7 $15.2 $0.91
Prepared Salads sales 5.9 5.3 0.90 5.6 5.0 0.89
Soups and sauces 1.0 1.5 1.43 1.0 1.2 1.20
Total food sales 23.3 23.3 $1.00 1.00 23.3 21.4 $0.92
Other revenue 0.3 0.3
Net sales $23.6 $21.7
Revenues improved during the first quarter, reversing a moderately negative trend. However, the quarter was also
affected by several external factors, including (a) weather-related quality and supply issues in produce, leading to
higher costs, lower quality, lower yields and increased plant labor, (b) two major blizzards in the Midwestern United
States, and (c) spiking fuel costs.
In January 2011, our industry experienced a significant loss of crop acres and yields due to a fungal disease called
Airborne Sclerotinia, which is caused by cold and wet conditions. The fungal disease has had an adverse effect on the
quality of Iceberg and romaine lettuce. The loss in crop yields caused significant shortages of product for an extended
period of time, resulting in high prices for raw materials. We experienced challenges during the first quarter of 2011
due to the raw material shortages and elevated costs.
In late January and early February, a historic blizzard, shut down the Oklahoma City metropolitan area for three
business days, including the company's primary production plant in Moore, Oklahoma, resulting in lost sales and
spoiled inventory. One week later, another major snowstorm affected businesses for 2 days. These snowstorms
hampered Vaughan's ability to receive raw materials, deploy production labor, and schedule and move transportation
equipment.
Fuel costs alone increased by $284,000 in the first quarter of 2011, compared with the year-earlier quarter.
Although we were able to partially mitigate the effects of higher product and transportation costs through pricing
adjustments, the net effect of all of these factors was a reduction in gross profit of $585,000 for the quarter.
The increase in our revenues compared to the year-earlier quarter, were driven primarily by enhanced pricing and
shifts in product mix from lower margin items to higher margin items. We expect this shift in product mix to continue
throughout 2011, as we resume our focus on the top line.
Although our first quarter was not as strong as we would have liked, our operating results were affected by a number
of external factors, and we were not always able to adjust our pricing as quickly or as much as we needed to sustain
our margins. Transportation costs are a large component of food prices, and although we have some automatic pricing
adjustments associated with fuel costs, it does not fully mitigate the effects of sudden spikes. We are now coming into
our peak season, and expect to see growth in the top line this year. Providing costs can stabilize, we also expect
margins and earnings to return to a more normal range.
First Quarter of 2010
We recorded net income for the first quarter of 2010 of $117,000 or $0.02 per share compared to a net loss of
$266,000 or $0.06 per share in the same period of 2009.
Net sales decreased 2.8 percent to $21.7 million in the first quarter of 2010, from $22.3 million in the same period of
2009 due to what management believes to be slower restaurant sales as a result of abnormal winter
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weather conditions, primarily in the month of January, in the regions in which we serve. Consistent with slower
restaurant sales, our product mix shifted in favor of items sold at the retail level.
 Our gross profit margin increased to 12.7 percent in the first quarter of 2010 compared to 8.7 percent in the first
quarter of 2009. Cost of sales in the first quarter of 2009 were higher than our historical experience due to higher
commodity costs such as corn, wheat and soybeans. We also experienced excessive labor costs in the first quarter of
2009 due to labor shortages as a result of what management believes to be effects of immigration enforcement
legislation in the State of Oklahoma. We have previously undertaken several different steps to mitigate the effects of
the reduced labor supply, and subsequently experienced an improvement in our retention and labor efficiency.
However, we expect our labor costs to remain higher than our historical labor costs.
 Our selling, general and administrative expenses increased to $2.3 million in the first quarter of 2010 compared to
$2.1 million in same period of 2009, primarily as a result of establishing accruals for employee incentive programs to
align employee and company objectives.
 Interest expense increased to $269,000 in the first quarter of 2010 from $227,000 in the same period of 2009,
primarily due to borrowings on our revolving line of credit. We completed the refinancing of our revolving line of
credit on March 18, 2009, increasing the outstanding balance to $2.8 million at March 31, 2009. Prior to March 18,
the outstanding balance on our previous revolving line of credit was $1.0 million. Borrowings on our revolving line of
credit at March 31, 2010 was $2.0 million.
Reconciliation of EBITDA
We present non-GAAP, EBITDA information because we believe this information is useful due to investors. The
following table reconciles net loss to EBITDA for the quarters ended March 31, 2011, and 2010 (dollars in
thousands):

2011 2010
Net earnings (loss) $(213 ) $117
Interest expense 223 269
Depreciation and amortization 577 727
Less: amortization of loan origination costs (22 ) (130 )
Equity based compensation 22 22
Income tax expense (benefit) (145 ) 115
EBITDA $442 $1,120
Critical Accounting Policies
There have been no changes in our critical accounting policies since the filing of our Form 10-K with the U.S.
Securities and Exchange Commission on March 30, 2011.

Liquidity and Capital Resources
Our liquidity position remains adequate for the foreseeable future. On March 23, 2011, we executed an amendment
under our loan and security agreement with our primary lender, increasing the maximum amount available under our
revolving line of credit on a seasonal basis from $3.5 million to $4.5 million, effective April 1, 2011. Since our
revenues have held up nicely, and the revolving line of credit borrowing base is driven by the level of our accounts
receivable balances, we have been able to take advantage of the increase in availability under this facility. We did
experience a violation of the EBITDA covenant in our revolving loan agreement as of the end of the first quarter of
2011 however, the lender has granted a written waiver of this covenant. The minimum and maximum amounts
outstanding on our revolving loan agreement were $2.0 million on January 14, 2011, and $3.5 million on February 22,
2011, respectively. Our cash needs vary with the time of the month and the day of the week, as does our borrowing
base. Since all of our cash receipts are swept to pay down the revolving loan agreement each business day, we borrow
only the amount needed to fund daily operations. Accordingly, the cash balance on our balance sheet will generally be
zero. However, as of March 31, 2011, we had drawn funds on our revolving loan agreement, but delayed the
settlement of certain accounts payable items for one day, leaving cash of $0.2 million on the balance sheet.
Our capital expenditures have consisted primarily of maintenance expenditures for plant and equipment and
capitalization of certain software costs for internal use, in connection with the continued implementation of our
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to move to additional phases, and will continue for a period of time, before winding down over the next twelve to
eighteen months. Maintenance capital expenditures (“Maintenance Capex”), although highly variable, will run about
$250,000 to $500,000 per year. We define Maintenance Capex as money that is required to maintain or replace assets.
We do not believe that the concept of Maintenance Capex is subject to precise calculation or definition, but is often a
matter of judgment. Accordingly, the amount stated herein is an estimate and will necessarily vary by period.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
As a smaller reporting company we are not required to provide the information required by this Item.

ITEM 4. CONTROLS AND PROCEDURES.
(a)Evaluation of disclosure controls and procedures
The Company maintains disclosure controls and procedures that are designed to ensure that information we are
required to disclose in reports that we file or submit under the Securities Exchange Act of 1934 (i) is recorded,
processed, summarized and reported within the time periods specified in Securities and Exchange Commission rules
and forms, and (ii) is accumulated and communicated to our management, including our Chief Executive Officer and
our Chief Financial Officer, as appropriate to allow timely decisions regarding required disclosure. Our disclosure
controls and procedures are designed to provide reasonable assurance that such information is accumulated and
communicated to our management.
Management of the Company, including the Chief Executive Officer and the Chief Financial Officer, conducted an
evaluation of the effectiveness of the Company’s disclosure controls and procedures (as defined in the Exchange Act
Rule 13a-15(e)) as of March 31, 2011. Based on this evaluation, our Chief Executive Officer and our Chief Financial
Officer have concluded that our disclosure controls and procedures were effective as of March 31, 2011.
(b)Changes in internal control over financial reporting
There were no changes in our internal controls over financial reporting that occurred during the period covered by this
Report that has materially affected, or is reasonably likely to materially affect, our internal control over financial
reporting.
Effective in 2010, we began utilizing a new Enterprise Resource Planning (“ERP”) system, which we believe has further
strengthened our internal accounting and operating controls. We continue to evaluate the effects the new ERP system
has on our internal controls and make adjustments as necessary.

PART II — OTHER INFORMATION

Item 1. Legal Proceedings
We are not a party to any material legal proceedings. We could become involved in litigation from time to time
relating to claims arising out of our ordinary course of business.

Item 1A. Risk Factors
Our Form 10-K filed with the U.S. Securities and Exchange Commission on March 30, 2011, includes a detailed
discussion of our risk factors.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds
None.

Item 3. Defaults Upon Senior Securities
None.

Item 4. [Removed and Reserved]
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Item 5. Other Information
None.

Item 6. Exhibits
The following exhibits are filed herewith or incorporated by reference as indicated as required by Item 601 of
Regulation S-K.
Exhibit No. Description

31.1 Certification of Chief Executive Officer Pursuant to Exchange Act Rule 13a-14(a) or 15d-14(a), as
Adopted Pursuant to Section 302 of the Sarbanes Oxley Act of 2002.

31.2 Certification of Chief Financial Officer Pursuant to Exchange Act Rule 13a-14(a) or 15d-14(a), as
Adopted Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

32.1 Certifications of Chief Executive Officer and Chief Financial Officer Pursuant to 18 U.S.C. Section
1350, as Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.
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SIGNATURES
Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be
signed on its behalf by the undersigned thereunto duly authorized.
Dated: May 16, 2011 Vaughan Foods, Inc.

By: /s/ Herbert B. Grimes

Herbert B. Grimes
Chairman of the Board of Directors and
Chief Executive Officer
(Principal Executive Officer)

Dated: May 16, 2011 Vaughan Foods, Inc.

By: /s/ Gene P. Jones

Gene P. Jones
Chief Financial Officer
(Principal Financial Officer)
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EXHIBIT INDEX
Exhibit No. Description

31.1 Certification of Chief Executive Officer Pursuant to Exchange Act Rule 13a-14(a) or 15d-14(a), as
Adopted Pursuant to Section 302 of the Sarbanes Oxley Act of 2002.

31.2 Certification of Chief Financial Officer Pursuant to Exchange Act Rule 13a-14(a) or 15d-14(a), as
Adopted Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

32.1 Certifications of Chief Executive Officer and Chief Financial Officer Pursuant to 18 U.S.C. Section
1350, as Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.
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