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INTRODUCTION

There are many opportunities in the small retail business field 

for an individual desiring to operate his own establishment. Retail 

business is a facinating and attractive field to many. It is easy to 

enter, requires little capital, and no one is barred because he lacks 

either experience or skill. There are, however, many problems. A busi

nessman provides goods and services for his customers in the hope of 

earning a profit by efficient operation. Profits, however, are not 

automatically assured when an individual goes into a retail business.

There is always the very real possibility that "anticipated" profits may 

turn into losses. And if these losses continue, an individual will pro

bably lose his investment in both time and capital. In spite of this 

possibility of loss, many creative and imaginative individuals enter 

retail business for the pleasure to be derived from being one's own boss, 

and for the hope of gain.

Many individuals, however, do not fully understand the risks they 

are undertaking. The odds against a retail concern succeeding are ex

tremely high. Competition is keen, customer demand is difficult to under

stand and predict, and the application of proper business principles re

quires constant analysis and study. Survival in an environment such as 

this can challenge the energy, ambition, and aspirations of anyone en

gaged in the operation of a retail firm.

The risks associated with the ownership and operation of a small 

' retail establishment can usually be reduced if an individual is well pre

pared before he enters business. This preparation consists of an under

standing of certain aspects of the retail field Itself. It also consists

1
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of an individual becoming knowledgeable in many basic areas of retail 

operation. An-awareness of these fundamentals will certainly enhance an 

individual's chances of being successful.

The purpose of this paper is to discuss many of these fundamentals 

so that anyone who is anticipating the purchase of a retail firm will 

become more aware of what he may be venturing into. Although much of the 

information in this paper can be applied to small business in general, 

the primary concern will be with the small retail firm. Furthermore, 

most of the discussion concerning the purchase of a retail business will 

focus on a firm that is already in existence and operating, rather than a 

firm being started from "scratch."

The major areas discussed in this paper are presented in four chap

ters. Chapter one concerns the advantages and disadvantages of owning 

your own business, investigates profit considerations, and discusses aids 

that may be helpful to a prospective retail owner. Chapter two is about 

the initial capital needs of a retail firm, how these needs can be deter

mined, and where the funds to meet these needs can be obtained. Chapter 

three shows how a prospective retail buyer can make a more factual deci

sion about a retail business when the proper market, financial, and legal 

information has been obtained and analyzed. It also shows how the value 

of a retail firm can be determined if the proper valuation methods are 

used. The last chapter is concerned with the overall failure record of 

retail business, the symptoms of impending failure, and some of the causes 

of retail business failures.

This paper does not attempt to explore the whole subject of buying 

a retail concern. For example, it does not consider such things as the 

kind of retail business to choose, whether ownership should be shared, 

merchandising, record keeping, laws and regulations, taxes and insurance,
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vendor relations, inventory considerations, and customer credit and 

collections. Consequently, the best that can be hoped for is that the 

reader will gain at least some Insight into the retail business field.

At the very least, the reader will become aware of the many areas of 

# retail business ownership that could be investigated much further. Some 

of the appendices in this paper have been designed for this purpose. The 

selected bibliography has also been designed as an aid to area investiga- 

tion. Both can be helpful to a prospective retail owner.

i



CHAPTER I

SO YOU ARE THINKING OF GOING INTO BUSINESS

' This chapter discusses many aspects of the small retail business

field. It discusses the pros and cons of owning and operating a retail 

business, with some emphasis on the reasons individuals give for enter

ing business for themselves. The profit that might be expected in operat-
i
ing a typical retail store is also discussed. A hypothetical example is 

used to demonstrate how the financial return in retail business operation 

may be lower than a prospective businessman might expect. This is follow

ed by a discussion of two important aids that have been designed to help 

a businessman "look before he leaps" into any business for himself. 

ADVANTAGES OF OWNING YOUR OWN RETAIL BUSINESS

An individual has many ways of earning a living. One is to accept 

employment in an existing business. If this alternative is selected, one 

then trusts to his ability and effort to get ahead. This involves working 

for and with people. The ultimate result may be executive employment at a 

high salary, in addition to many other associated benefits. There can be 

many advantages in being an employee of an existing business. Some of the 

more obvious ones are: (l) security of employment, (2) pride in employ
ment, (3) regular hours, (4) periodic vacations, and (5) no risk to per
sonal savings. 1 There can also be disadvantages in being an employee.

Some of these Include: (l) discharge, with or without cause, (2) trans

fer, (3) forced retirement, and (4) possibility of less self-expression 
and personal satisfaction.

1J. K. Lasser, Business Management Handbook (New York: McGraw-Hill 
Book Company, Inc., i960), pp. 159-69•
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Another way of earning a living is to become an entrepreneur, an 

independent retail businessman, who undertakes the management of his own 

business. If this alternative is chosen, the rewards do not come in thei
form of wages or salaries. They come in profits earned as the result of 

capital, time, and effort successfully invested in the business. The 

retail businessman must sell some good or service that permits profitable 

operation. In most cases this requires a high degree of intelligent man

agement on the part of the businessman.

There are both advantages and disadvantages of an individual owning 

his own retail business in the same way that there are for an individual 

acting as an employee for another. Some of the more obvious advantages 

that are possible through ownership and operation of a small retail busi

ness are:

1. Personal satisfaction.

2. Independence.

3. Opportunity for service.

4. Security of employment.

5. Protection of business or property.

Personal Satisfaction. Personal satisfaction is perhaps the biggest 

advantage that is possible from the successful operation of a retail busi

ness. Running a retail business constitutes a way of life as well as a 

means of earning a living. As his own boss, an individual has fewer res

traints on his actions, is able to express himself more fully, and can 

develop any creative idea he has to the limit of his ability and resources. 

If an individual has ideas and wants to try them out, he can do so as his 

own boss to a greater extent than as an employee. He is not restrained by 

precedents, regulations, or limitations that are characteristic of many 

employee organizations. A person also has a chance to exercise all his
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abilities, skill, knowledge, energy, and desire for pioneering and adven

ture. If he likes people, he will enjoy participation in civic affairs 

into which he is thrust by retail business ownership. He may also gain 

greater prestige within the community than he could as an employee. To 

some individuals, this standing in the community is of vital importance.

They like the special status they have in the eyes of their fellow citi

zens. A successful retail businessman may actually enjoy the risks in

volved, the decision-making required, and the added responsibilities. 

Further, he has an opportunity to utilize all of his managerial talents 

as well as opportunities for creativity and self-expression. For many 

individuals, this may strengthen their self-respect and their self-reli

ance.

\ The personal satisfactions gained from operating a retail business 

may emotionally provide expression for an individual's entire personality. 

This can bring him gratification, pleasure, and contentment. For these 

reasons, it is easy to understand why personal satisfaction is a major 

reason individuals give for deciding to enter business for themselves.

Survey results support this contention. A 1949 survey conducted by the 

University of Mississippi encompassed 250 business majors of that Univer

sity who had graduated during the period from 1923 through 1948.2 Approxi

mately one-third were business owners. The survey revealed that 30 percent 

of this group entered business to be their own boss or to gain independence.

A more recent survey on why individuals enter business for themselves was
.......... ...... ......  3

conducted in 1953 by the University of Oklahoma. The survey was of 93

2Pearce C. Kelley, and Kenneth Lawyer, How to Organize and Operate a 
Small Business (Englewood Cliffs, N.J.: Prentice-Hall^ Inc., 1965), p. 72. 
Appendix A in this paper contains the results of the complete survey.

■3'Tbid., p. 73. Appendix B in this paper contains the results of the 
complete survey.
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self-employed business college alumni. The survey showed that 36 percent 
of the self-employed individuals entered business for themselves for rea

sons of independence, freedom, initiative, challenge, prestige, or con

tentment. The results of these two surveys show that reasons relating to 

personal satisfaction motivate individuals to enter business for themselves, 

at least for the groups included.

Independence. Another possible advantage for an individual operat

ing his own business, which relates somewhat to that of personal satisfac

tion, is the fulfillment of a man's desire for independence. America has 

long been known the world over as a nation of rugged individualists. Many 

individuals have a strong desire to "be their own boss." They like to 

make their own decisions, take risks, and reap any rewards for themselves. 

Although this desire is psychological in character, it is very real and 

compelling. This is because independence or self-reliance in itself pro

vides a source of individual satisfaction.

Independence also rates high as a reason for individuals entering 

business for themselves. Surveys of both the University of Mississippi 

and the University of Oklahoma can be cited as evidence since personal 

satisfaction responses in each survey contained elements of independence.

Opportunity for Service. For some individuals, the opportunity for 

service is an advantage of business ownership that cannot be gained as an 

employee of another. Some individuals that enter business like to feel 

that the business they select provides a service to their fellow men and 

promotes the general welfare of their home community. As a salaried 

employee, an individual's contribution is less direct and perhaps less 

substantial than that possible as an independent businessman. By being 

in business for himself, there is little question about his contribution.

If successful, he can provide jobs, support civic projects, and provide
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goods and services for his customers. Hence, an individual can know 

that he is helping others.

There are few individuals, however, that enter business for the 

purpose of providing a service to others. This was revealed in the 1953 

University of Oklahoma survey. Of the 93 self-employed business college 

alumni, there was only one graduate who entered business because he wanted 

to provide a service to others. If this survey is valid, it certainly 

indicates that opportunity for service is a weak motivational factor in

determining whether an individual enters business or not.
1

Security of Employment. Once established, a small retail business 

can offer the advantage of security of employment comparable to employee 

status. When a person owns his own business, he cannot be fired except 

by his customers. These are his real bosses. He need not have fear of 

petty jealousies, factions, internal politics, or favoritism. Instead, 

he has the forces of competition to be met successfully. If he meets 

these forces and sustains the operation of the business profitably, he 

Is both financially and occupationally secure. His income and job are 

assured, so long as he retains the goodwill of his customers.

Although security of employment can be an advantage of small retail 

business ownership, there are not many individuals that enter business 

for this reason. The University of Mississippi survey showed that only- 

three individuals were Influenced to go into business because of security 

reasons. The results of the University of Oklahoma survey were quite 

similar. Only six individuals stated that employment security was a rea

son for entering business for themselves. Since both surveys reflect 

almost similar results, it seems safe to conclude that security of employ

ment is a minor reason for individuals entering a small business venture.

Protection of Business. Protection of business interests can be an
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advantage of retail business ownership in the case of an individual 

inheriting a business. If an individual inherits a retail business, he 

must either sell it, employ a manager to operate it for him, or manage 

it himself. Selling usually results in losses, and obtaining a manager 

with good managerial skill may be extremely difficult. Even if avail

able, such a manager may be reluctant to stay long, for he may be rest

less in his position and be desirous of venturing into business for him

self. There is also the possibility that the manager will run the busi

ness into bankruptcy or cause other losses to the owner. Thus, in many 

cases, the only practical alternative open to the heir is to manage the 

business himself.

The University of Mississippi survey revealed that only three in

dividuals entered business because they wanted to protect an inherited 

investment. The reason is certainly obvious: few individuals actually 

inherit a business.

DISADVANTAGES OF OWNING YOUR OWN RETAIL BUSINESS

These advantages to retail business ownership are not without 

their limitations. If there are employees, the payroll must be met each 

week. There must be money to pay creditors. In addition, the individual 

owner must accept sole responsibility for all decisions and their out

come. Wrong judgment can result in losses not only to the retail owner 

but to employees, creditors, and customers as well. Moreover, the in

dividual owner must withstand adverse situations caused by circumstances 

beyond his control, such as depressed economic conditions and strong 

competition. Furthermore, the individual must operate in an environment 

which is at best disinterested and very often hostile. To be successful 

in this environment requires, among other things, long hours of hard work. 

Almost without exception, when an individual becomes his own boss he will
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work longer hours than he normally would as an employee of someone else.

In addition, there are nearly always problems in having to satisfy the 

demands of customers, creditors, health authorities, insurance companies, 

as well as meeting certain legal requirements.

There are many more distasteful aspects of retail business owner

ship. Dr. Pearce C. Kelley, Professor of Marketing, Oklahoma University, 

has compiled what he feels is an inclusive list of the disadvantages of 

owning a small retail business. This list of disadvantages is as follows:

"1. Greater risks, financial and personal; some may be 
covered by insurance if the owner has a policy, but many he must 
bear himself. Among the later group are: errors in forecasting, 
demand and price changes, obsolescence, changes in government 
policy, changes in taxation, change in international situations, 
new inventions, ideas launched by competitors, and changes in 
traffic routing or rates.

\ 2. Longer hours, and, sometimes, more worry.

3. Entire responsibility for all decisions and for meeting 
payroll and other expenses.

k. Irregular income since all business is subject to ups 
and downs.

5. Responsibilities to self, family, employees, and creditors.

6. Bosses are not one but several: the public, customers, 
creditors, the government, and other social groups.

7. Income is usually small, especially at the beginning.

8. Many agencies, in addition to those already mentioned, 
will regulate activities and reduce independence. Some are the 
requirements by insurance companies of minimum standards, the local 
or police department, health authorities, labor unions, and quite 
possibly others— depending on the type of business.

9. The burden of numerous government reports and investiga
tions that make heavy demands on the owner's time and resources.

10. Taxation that bears especially heavily on the beginning 
small enterprise."

Pearce C. Kelly, and Kenneth Lawyer, How to Organize and Operate 
Small Business (Englewood Cliffs, N.J.: Prentice-Hall, Inc., 19&5), PP*
WT-

a



11
Up to this point little has been said of the profit opportunity 

in a small retail business. This aspect of retail business ownership 

is discussed in the next section since it is probably the main reason 

that most individuals enter business for themselves. Unless an individ

ual operates a retail business profitably, there is a danger he will 

lose the capital he personally invests in the business. The existance 

of this danger is a major disadvantage of owning a retail business.

PROFIT CONSIDERATIONS OF SMALL RETAIL BUSINESSES

The profit potential of small retail business ownership should 

always be investigated thoroughly before an individual decides to enter 

business. Will the rate of return on the money he invests in the busi

ness be greater than the rate he could receive if he invested the money 

elsewhere? While an individual’s decision to go into business may not 

depend entirely upon this, it is one of the factors which should be con

sidered. Too frequently an individual invests money in a small retail 

business under the misapprehension that the financial return will be far 

greater than the return he can expect from other investments.

It is possible for the profits of a successful retail businessman 

to exceed the level of earnings he would realize in a career as a salaried 

employee. A businessman enjoying such success would certainly rate pro

fit as an advantage of going into business for oneself. It must be real

ized, however, that opportunities offering large potential profits typi

cally entail serious risks. If the investment were perfectly safe, some

one else would have probably grabbed at the opportunity before this.

These are the hazardous aspects of retail business ownership. Perhaps 

the greatest danger is the possibility of an individual losing all the

personal capital he has invested in his business.
retail businesses that have the potential ofThere are very few
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offering large profits. In fact, most small retail businesses do not 

even generate average profits when one considers that the rate of return 

to an efficient, successful businessman should cover interest on his in

vested capital, plus an additional return compensating him for the risks 

carried and for the exercise of his managerial talents. Table 1 shows 

the profitability experience of 22 retail lines of business for the year 
i960. Both the percent return on investment and the percent return on 

sales is shown. Each of the retail businesses listed are those that had 

total assets of under $250,000. Caution should be used with these ratios 

because they show results for one year only. In addition, they are in

dustry averages and do not show ratios of large and small retail firms 

within the industry. Nevertheless, they give a good idea of what the 

experience has been in the line of business an individual may be consider

ing.
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BUSINESS

TABLE 1

SMALL1 RETAIL BUSINESS PROFITABILITY, i960
PERCENT RETURN^
ON INVESTMENT

PERCENT RETURN“ 
ON SALES

Automobiles 4.16 .39
Drugs 10.49 I .94
Electrical appliances 4.42 .94
Family clothing 5.01 1.82
Farm supplies 3.T9 .89
Floor coverings 7.32 1.10
Footwear 6.26 I.5I
Furniture 4.38 1.39
Groceries 11.83 .92
Hardware 4.20 1.35
House trailers, campers 6.O8 1.21
Infant clothing I3.I9 3.25
Jewelry 6.63 3.I5
Laundries 7.26 1.62
Lumber yards I .97 .64
Men's clothing 4.73 1.44
Paints, glass 8.71 2.27
Photography 4.84 .99
Restaurants 13.04 2.16
School supplies 8.81 2.04
Sporting goods 2.54 . 68
Women's ready-wear 6.31 1.44

1The ratios of only those businesses with total assets under
$250,000 are quoted here.

“The amount of net profit after taxes divided by tangible net
worth.

3The amount of net profit after taxes divided by net sales.

SOURCE: "Starting and Managing a Small Retail Business of Your Own,"
The Starting and Managing Series, Vol. 1 (Washington, D.C.: 
Small Business Administration, 1961), p. 8.

The use of this table through a hypothetical example will demon

strate how financial return in a retail business can be far less than 

what could be obtained from other investments. Suppose an individual is 

anticipating entering the retail furniture business. For sake of sim

plicity, let's assume the following:

1. The land and building for a retail furniture business



can be purchased for $27> 000.
2. All of the equipment and fixtures needed to operate the

business can be purchased for $3,000.

3. No investment in furniture stock is required since all 

goods that will be held for sale can be obtained from suppliers on a 

"floor planning" arrangement. This means that no payment is required 

to suppliers of furniture stock until the stock has actually been sold.

1 k. The outlay of $30,000 comes from the personal savings 

of the individual and no borrowed funds are involved.

The individual decides to enter the furniture business. He pur

chases the land, building, equipment and fixtures for $30,000 cash.

After obtaining the necessary furniture stock from suppliers, he opens 

his front door for business.

After the business has been in operation for one year, the owner 

prepares an income statement. He finds that his net income, after all 

expenses, is $10,900. If the owner feels his salary is worth $10,000 a 

year based on what he previously made before going into business, what 

return was made on his investment of $30,000? The dollar amount is 

$900. This is only a 3 percent ($900 divided by $30,000) return on the 

owner's investment' Referring to Table 1 we find that the average return 

on investment in the retail furniture business is 4.38 percent. If the 

owner continued in business and made the same income year after year, it 

is obvious that he has made a poor financial investment. This is true 

for two reasons. First, the owner is not making as much profit on his 

investment as the average furniture store does. Secondly, the 3 percent 

return is lower than the return that could be realized from other sources, 

such as banks and savings and loan associations (assuming these institu

tions are paying depositors more than 3 percent).
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This simplified example shows why an individual would be wise to 

investigate the profit-making potential of a small retail business ven

ture. He may find that the investment may not be as attractive as he 

might have originally thought, at least from a financial point of view.

Although the financial returns in most retail businesses are low 

in comparison to many other types of investments, most individuals that 

enter business do so primarily for financial reasons. The University 

of Mississippi survey showed that 43 percent of the business owner group 

decided to enter business for themselves because of economic reasons.

The University of Oklahoma survey revealed almost identical results. 

Almost 44 percent entered business for themselves because they were con

cerned primarily with the financial advantages of being independent. In 

view of these surveys, profit certainly is apparent as a major motive 

leading to entrepreneurship.

AIDS HELPFUL TO A PROSPECTIVE BUSINESS OWNER

The greatest assurance of success in entrepreneurship is adequate 

planning and preparation. This should include experience and knowledge 

and their applications. It should also include careful investigation 

into a proposed business venture. The prospective small entrepreneur 

should make an effort to "look before he leaps." Many small business 

aids have been designed to assist a prospective retail owner in this 

task. The two that will be discussed in this section are: (l) rating 

scale for evaluating personal traits, and (ii) checklist for starting a 

business. Both of these aids were prepared by the Small Business Admin

istration (SBA), an agency in the U.S. Department of Commerce. The SBA 

strongly recommends their use by anyone who is considering the operation 

of a small retail business.

Rating Scale for Evaluating Personal Traits. A decision so
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important and so complicated as whether or not you should enter retail 

business for yourself deserves careful consideration. The first ques

tion you could ask yourself is, "Am I the type?" To answer this ques

tion you could sit down with yourself for an honest analysis of your own 

history, your likes and dislikes. You could also consider the pre

requisites for successful business ownership, and then compare or eval

uate yourself in terms of these requirements. What are the prerequisites 

for personal success in retail business? Some of the typical ones in

clude :

1. Ability to handle money wisely.

2. Ability to inspire and instruct others„

3. Ability to make sound decisions.

4. Knowledge of modern business methods.

5. Knowledge of merchandise and materials.

6. Knowledge of laws and restrictions.

7. Willingness to accept responsibility.
8. Willingness to work hard and long.

9. Willingness to wait for results.

These are some of the skills, knowledges, and attitudes that will 

help an individual be successful in a small retail business. There are 

personality factors, however, that are just as important for an individ

ual's success. Chart 1 on the following page lists ten personal traits 

considered important for the person operating his own business. These 

personal traits have been arranged as a rating scale checklist. Anyone 

seriously considering entering the business world as an entrepreneur 

could rate himself using this scale. This scale is not designed as a 

psychological test. It is merely for the purpose of calling a potential 

businessman's attention, a little more vividly than usual, to his own



CHART 1
RATING SCALE FOR EVALUATING PERSONAL TRAITS 
IMPORTANT TO THE PROPRIETOR OF A BUSINESS1

Initiative____________ _______________
Additional tasks 
sought; highly ingenious

Resourceful; alert to 
opportunities

Attitude
toward others _____ ______________________

Positive; friendly interest
in people

Leadership^__________ _______________________
Forceful, inspiring confi
dence and loyalty

Responsibility _____ ______________________
Responsibility sought and
welcomed

Pleasant, polite

Order giver

Accepted without pro
test

Organizing ability _________
Highly capable Able organizer

Industry Industrious; capable of work- Can work hard, but not 
ing hard for long hours for too long a period

Decision_

Sincerity

Quick and accurate Good and careful

Courageous, square-shooter On the level

Perserverance________________________ ______
Highly steadfast in purpose Effort steadily main

tained

Physical energy ____________________________
Highly energetic at all times Energetic most of time

^INSTRUCTIONS : Place a check mark on the line following each trait 
where you think it ought to be. The check mark need 
not be placed directly over one of the guide 
phrases, because the rating may be somewhere between 
the phrases.

SOURCE: "Starting and Managing a Small Business of Your Own,
The Starting and Managing Series, Vol. 1 (Washington, 
D.C.: Small Business Administration, 19&2), p. 4.

IT



CHART 1 (Continued)

Regular work performed without 
waiting for directions

Routine worker awaiting direc
tions

Sometimes difficult to work 
with

Inclined to be quarrelsome or 
uncooperative

Driver Weak

Unwilling to assume without 
protest

Avoided whenever possible

Fairly capable of organizing Poor organizer

Fairly industrious Hard work avoided

Quick, but often unsound Hesitant and fearful

Fairly sincere Inclined to lack sincerity

Average determination and per
sistence

Little or no persistence

Fairly energetic Below average

I 18
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characteristics.

An individual should rate himself objectively. Above all, he 

should be honest. He must remember that in operating his own business 

he will be risking his money and his time. With these cautions in mind, 

an individual should rate himself on each trait, comparing himself with 

someone who has that trait in a highly developed form. Are most of the 

check marks on the left-hand side of the page? That is where they should 

be. But each one should be looked at carefully to be sure none of them

are there because of wishful thinking.
$

After the rating scale has been completed, attention is then fo

cused on one's own characteristics, both strengths and weaknesses. If 

one's weak points are recognized before he actually opens a business, it 

may be possible to compensate for them by obtaining associates whose 

strong points offset one's own weaknesses. In addition, once you are 

aware of your weaknesses, you can set to work to eliminate them. Natur

ally, if an individual is weak in too many of the characteristics needed 

for managing a business and can't eliminate or compensate for them, he 

may be wise not to undertake the venture.

Checklist for Starting a Business. In addition to using this rat

ing scale, a prospective businessman may find a "Checklist for Starting 

a Business" extremely helpful. A checklist can be a valuable aid in 

guiding his thinking and to help prevent serious mistakes. There are so 

many things that should be considered that unless some guide is followed 

seriously, there is a danger of an individual overlooking important mat

ters.

The checklist shown on the next page contains many areas of concern 

that could be explored by anyone going into a small retail business. 

Obviously this list does not cover all points of importance— no list could.



FIGURE 1
CHECKLIST FOR STARTING A BUSINESS5

(A check or nota
tion in this 
column will show 
you have consid
ered each point)

Are You the Type?

Have you rated your personal qualifications using a
scale similar to that in Chart 1? ________________

Have you had some acquaintances rate you on such
scales? ________________

Have you carefully considered those qualities in
which you are weak and taken steps to improve them 
or to get an associate whose strong points will
compensate for them? ________________

What Business Should You Choose?

In what business have you had previous experience? ________________
In what business do you know the characteristics of

the goods or services you will sell? ________________
Do you have special technical skills, such as those 

needed by a pharmacist, plumber, electrician, or
radio repairman, which may be used in a business? ________________

Have you studied current trends to be certain the new
business you are planning is needed? ________________

Have you considered working for someone else to get
more experience? ________________

What Are Your Chances for Success?

Are general business conditions good or bad? ________________
Are business conditions in the city and neighborhood

where you are planning to locate good or bad? ________________
Are current conditions in the line of business you

are planning good or bad? ________________

What Will Be Your Return on Investment?

How much will you have to invest in your business? ________________
What will be your probable net profit? _______________
Will the net profit divided by the investment result 

in a rate of return which compares favorably with 
the rate you can obtain from other investment
opportunities? ________________

5"Starting and Managing a Small Business of Your Own," The Starting 
and Managing Series, Vol. 1 (Washington, D.C.: Small Business Administra
tion, 1961), pp. 4l-6.
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How Much Capital Will You Weed?

What income from sales or services can you reasonably 
expect in the first 6 months? The first year?
The second year?

What is the gross profit you can expect on these 
volumes of business?

What expenses can you forecast as being necessary?
Is your salary included in these expenses?
Are the net profit and salary adequate?
Have you compared this income with what you could 

make as an employee?
Are you willing to risk uncertain or irregular income 

for the next year? Two years?
Have you made an estimate of the capital you will 

need to open and operate this business until 
income equals expenses?

Where Can You Get the Money?

How much have you saved which you can put into the 
business immediately?

How much do you have in the form of other assets 
which you could, if necessary, sell, or on which 

\ you could borrow to get additional funds?
Have you some place where you could borrow money to 

put into the business?
Have you talked to a banker? What does he think 

about your plan?
Does he think enough of the venture to lend you 

money?
Do you have a financial reserve available for: 

unexpected needs?
How does the total capital, available from all 

sources, compare with the estimated capital 
requirements?

Should You Share the Ownership of Your Business With
Others?

Do you lack needed technical or management skills 
which can be most satisfactorily supplied by one 
or more partners?

- Do you need the financial assistance of one or more 
associates?

If you do (or do not) share the ownership with
associates, have you checked the features of each 
form of organization (individual proprietorship, 
partnership, corporation) to determine which will 
best fit your operation?
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Where Should You Locate?

Should you locate nearer to your source of material 
supply, your labor, or your market, measured by 
relative freight, labor, distribution, power, and 
other costs?

Which is more desirable, a city, suburban, or
country location, measured by cost and availability 
of labor, transportation, power, etc.?

Where will you find an adequate supply of labor of 
the types you require?

What transportation, power, water supply, fuel, do 
you need, and where will you find them adequate?

—  Are climatic conditions important to your product or
process?

How do tax rates compare, allowing for differences in 
municipal services?

" What type of building will you need?
How much space do you need?
What provision are you making for future expansion?
What special features do you require, such as parti

cular types of lighting, heating, ventilating, air 
conditioning, or dust collecting facilities?

—  What equipment do you need?
x If proper equipment is not in the building site you 

have selected, where can it be obtained?
If you are planning a manufacturing plant, what

structural strengths are required in the building 
you select to support the machinery and other 
equipment? Have you complied with the building 
code in this regard?

After selecting a location on the basis of the above 
factors, are you and the members of your family 
satisfied that the community will be a desirable 
place to live and rear your children?

If the proposed location does not meet nearly all 
your requirements, is there a sound reason why you 
should not wait and continue seeking a more ideal 
location?

Should You Buy a Going Business?

Have you considered the advantages and disadvantages 
of buying a going business?

Have you compared what it would take to equip and 
stock a new business with the price asked for the 
business you are considering buying?

How Much Should You Pay for It?

Have you checked the owner's claims about the business 
with his copies of his income tax returns?
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Are the sales increased by conditions which are not 

likely to continue?
"Is the stock a good buy? How much would have to be 

disposed of at a loss? How much is out of date, 
unsalable, or not usable?

—  Are the fixtures and equipment and/or the machinery 
modern? Or would they be unsuitable? Overvalued? 
In poor condition?

Are you going to buy the accounts receivable? Are 
you sure they are worth the asking price?

Does the present company have good will to offer?
Have you been careful in your appraisal of its 
worth?

Would you assume the liabilities? Are the creditors 
willing to have you assume the debts?

Have you consulted a lawyer to be sure that the title 
is good?

Has your lawyer checked to see if there is any lien 
on record against the assets you are buying?

Are there any accumulated back taxes to pay?
Is this a bulk sale? Has the bulk sales law been 

complied with?
Why does the owner wish to sell?
What do the suppliers think of the proposition?

Are You Familiar With the Problems of Buying?

In estimating your total stock have you considered:

In what quantities and how often does the user buy 
your product?

What share of the market do you think you can get?
Have you broken this total estimate down into the 

major lines to be carried?
What characteristics, specifications, or properties 

will you require in your materials or parts?
Has your stock selection been guided by an analysis 

of customer preference?
Have you set up a model stock assortment to follow in 

your buying?
Will it be cheaper to buy large quantities infrequent

ly or small quantities frequently, weighing price 
differentials for large orders against capital and 
space tied up?

Have you decided what merchandise to buy from manu
facturers? from wholesalers?

Have you planned to make your account more valuable 
by concentrating your buying?

Have you considered affiliating with a voluntary or 
cooperative group?

/  Have you worked out any stock control plans to avoid 
overstocks, under-stocks, out-of-stocks?
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How Will You Price Your Products and Services?

Have you decided upon your price ranges?
What prices will you have to charge to cover your 

costs and obtain a profit?
How do these prices compare with prices of competi

tors?
Have you investigated possible legal restrictions on 

your establishment of prices?

What Are the Best Methods of Selling in Your Proposed
Business?

Have you studied both the direct and indirect sales 
promotional methods used by competitors?

Have you outlined your promotional policy?
—~ Why do you expect customers to buy your product or 

service— price, quality, distinctive styling, 
other?

Are you going to do outside selling?
Are you going to advertise in the newspapers? 

magazines?
Are you going to do direct mail advertising?
Are you going to use handbills?
Are you going to use radio advertising?
Are you going to use television?
Are you going to use display?

How Will You Select and Train Personnel?

Will employees supply skills you lack?
What skills are necessary?
Have you written job descriptions for prospective 

employees?
Are satisfactory employees available locally?
What is the prevailing wage scale?
What do you plan to pay?
Would it be advantageous or disadvantageous to hire 

someone now employed by a competitor?
What labor legislation will affect you?
Have you planned your training and follow-up proce

dures?
i

What Other Management Problems Will You Face?

Are you going to sell for credit?
Do you have the additional capital necessary to 

carry accounts receivable?
What will be your returned goods policy?
Have you considered other policies which must be 

established in your particular business?
Have you planned how you will organize the work?
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Have you made a tentative plan to guide the distribu

tion of your own time and effort? _

What Records Should You Be Prepared to Keep?

Have you planned a bookkeeping system?
Have you planned a merchandise control system?
Have you obtained any standard operating ratios for 

your type of business which you plan to use as 
guides?

What additional records are necessary?
What system are you going to use to keep a check on 

costs?
Do you need any special forms or records? Can they 

be bought from stock? Must they be priced?
Are you going to keep the records yourself? Hire a 

bookkeeper? Have an outsider come in periodi
cally? _

What Laws and Regulations Will Affect You?

Is a license to do business necessary? State? City?_
Have you checked the police and health regulations as 

they apply to your business?
\ Are your operations subject to interstate commerce 

regulations?
Have you received advice from your lawyer regarding 

your responsibilities under Federal or State 
statutes or local ordinances pertaining to such 
matters as advertising, pricing, purity of pro
duct, royalties, labeling, trade practices, 
patents, trademarks, copyrights, brand names?

What Tax and Insurance Problems Will You Have?

Have you worked out a system for paying the withhold
ing tax for your employees?

Have you worked out a system for handling sales taxes? 
Excise taxes?

Has fire insurance been purchased? Windstorm? Use 
and occupancy?

Has insurance protecting against damage suits and 
public liability claims been purchased?

Has workmen's compensation insurance been provided?
Has burglary and hold-up insurance been considered?
What other hazards should be insured against?

Will You Keep up to Date?

How do you plan to keep up with improvements in your 
trade or industry?
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It can, however, serve as a starter. Each point in the list is present

ed as a question designed to stimulate thought concerning the topic. To 

gain maximum benefit, three factors should be kept in mind. First, each 

question should be carefully considered as it applies to a particular 

problem. Second, the question should be answered only after an honest 

effort has been made to consider all possible aspects of the item con

cerned. Third, questions should be ignored only if they do not apply to 

the particular business operation being considered.



CHAPTER II

FINANCING THE SMALL RETAIL BUSINESS

This chapter discusses the initial capital needs of a small retail 

business. Emphasis is placed on how capital requirements can be deter

mined prior to the actual purchase of a firm. An example is used to 

demonstrate how this can be accomplished. The sources of funds available 

to satisfy capital needs are also discussed. Particular emphasis is 

placed on the Small Business Administration as a possible source of funds. 

INITIAL CAPITAL NEEDS. * 1

Before any retail business is actually started, the amount of capi

tal needed to establish and operate the business should be determined as 

accurately as possible. Without sufficient capital to meet unexpected 

expenses and to operate on a sustained basis, a firm may fail. The cause 

of these failures can be minimized if a prospective businessman carefully 

plans for the capital requirements of the retail business he is consider

ing.

Capital invested in a retail firm is used for two kinds of funds 

requirements:

1. Fixed capital.

2. Working capital.

Fixed capital is for relatively permanent assets of the business 

that are intended for use rather than for sale, such as land, buildings, 

machinery, equipment, and fixtures. Investments in assets of this type 

generally involve long-term commitments.

Working capital is for assets that are used in the operation of 

the business. This type of capital is invested in such items as supplies,

27



28
materials, merchandise inventory, wages, rent, and advertising. Working 

capital, sometimes called "circulating capital," undergoes constant change 

in the operation of a business. As an example, in a retail operation that 

sells merchandise on credit, the cash is converted to inventory, to re

ceivables, to cash, and so on. Many other working capital assets also 

"circulate" in a similar type manner. The "circulating" capital actually 

becomes the minimum amount required to sustain operations. As such, it 

is relatively permanent in nature and can be considered for all practical 

purposes, to be a fixed capital requirement.
I

"Net" working capital is the sum total of the current assets of a 

business minus its current liabilities, and is one indication of a firm's 

ability to meet current obligations and weather financial crisis. Current 

assets are items (such as cash, accounts receivable, and inventory) that 

are expected to be converted into cash during the normal operating cycle 

of the business, generally one year. Current liabilities are the debts 

(such as accounts payable and wages payable) owed by a business that are 

normally due for payment during the same operating cycle. If a firm has 

more current assets than it has current liabilities, then there is "net," 

working capital available. The following illustration shows how "net" 

working capital can be determined:

Current assets of the business
C a s h ...............................$ 5,000
Accounts receivable (credit sales) . . . $10,000
Inventory held for sale............ $20,000
Store supplies................ .. $ 1,000

Total current assets. . . . . . . .  $36,000

Current liabilities of the business
Accounts payable (inventory purchases) . $30,000
Wages payable.......................$ 2,000
Rent payable.......................$ 1,000

Total current liabilities ........  $33,000

"Net" working c a p i t a l ......................  $ 3,000
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In the above illustration, working capital is $33,000 ($36,000 

minus $3,000). This is the amount that would "circulate" in the opera

tion of the business (assuming no other factors are involved). There

fore, $33,000 would be the working capital requirement to sustain busi

ness operation.

The existence of "net" working capital is a measure of a firm's 

liquidity. Liquidity may be thought of simply as ability to pay your 

bills. Is there enough cash, plus assets that can be readily turned into 

cash, so debts can be paid? Or put another way, does the business have 

enough current assets to meet its current debts with a margin of safety 

for possible losses, such as uncollectible accounts or sales decline? 

Questions such as these indicate that an adequate investment in working 

capital is certainly important.

It has been seen that both kinds of funds are important to success

fully sustain a retail operation. But how does a prospective business

man determine the total amount necessary? The answer to this question 

can be difficult for two reasons.

First, there are many factors that may influence the funds required 

to establish a retail business. The capital needed varies considerably 

with the type and size of the business concerned, current trends in costs 

and price levels, and the desirability of having the newest or most expen

sive types of fixtures and equipment. Requirements will also depend upon 

decisions about whether to own certain types of fi or whether

they will be leased. Capital requirements also vary widely according to 

the kind of merchandise handled, managerial ability and trade connections 

of the businessman, location of the store, time required to establish the 

business on a self-supporting basis, and attitude of the businessman to

ward risk-taking. Another factor of influence is whether the business



under consideration is being started from "scratch" or is a going con

cern. A new firm being started from "scratch" will require funds for 

such items as physical facilities, fixtures, merchandise, and supplies.

A going concern may already have assembled the necessary inventories, 

physical facilities, and other assets needed for carrying on the busi

ness. Naturally, the funds required will be different for each situa

tion. All of these factors can influence the initial funds requirement.

The second reason that initial capital requirements are difficult 

to determine stems from the fact that no "standard" method has been 

devised for estimating capital funds for each and every type of retail 

business. This is obviously due to the numerous factors that can influ

ence initial funds requirements. There are, however, recommended ap

proaches for determining capital requirements that can be adapted to a 

particular kind of retail business. One of these approaches translates 

sales data into asset requirements by use of industry standard ratios. 

This approach can best be explained through the following discussion.

Determining Probable Sales Volume. As a first step in estimating 

capital requirements, it is necessary to determine the volume of sales 

that may be expected. This step is required because the minimum amount 

of so many assets fluctuates directly with business volume. It obviously 

requires more inventory and accounts receivable, for example, to operate 

with sales of $200,000 than it does with sales of $100,000.
One approach to sales prediction is to select a desired profit 

figure and to work backward from that to sales. Suppose a prospective 

businessman hopes to earn profits of $5,000 in the retail business he is 
considering. If this type of business typically earns five percent on 

sales, then the businessman must achieve sales of 20 times his proposed 
profit, or $100,000. Caution is needed with this approach because if

30
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sales are over-estimated, you are likely to invest too much in both 

fixed capital and working capital.

Industry Standard Ratios. A ratio shows the relationship between

two items, usually between a whole and one or more of its parts, or
£

between two or more of the parts themselves. Industry standard ratios 

have been developed for numerous types of business concerns, and are pro

bably used most extensively in retailing. They are averages or stand- 

# ards calculated from the experience of thousands of businessmen in the 

same field. They are extremely useful in determining a firm's fixed 

capital and working capital needs. In addition, they are useful as 

guides in operating the business once it is established. There are many 

sources of ratio data. One of these sources is the Small Business Admin-
7istration.

Translating Sales Data Into Asset Requirements. When the esti

mated sales figure and standard ratios have been obtained, the next step 

is to compute the amount of assets necessary for that particular sales 

volume. This is accomplished by applying the standard ratios to the 

sales volume for the various kinds of assets needed to establish and 

operate the retail firm.

The actual demonstration of estimating the amount of capital needed 

to start a new retail business can best be explained in terms of a

^"A Handbook of Small Business Finance," Small Business Mana0c.;ient 
Series No. 15 (Washington, D.C.: Small Business Administration, 1964), 
p. 23.

7
Also see: "Operating Ratios for Forty-one Lines of Retail Trade" 

(New York: Dun and Bradstreet, Inc., 1958); "l4 Important Ratios in 72 
Lines of Business" (New York: Dun and Bradstreet, Inc.); A Handbook of 
Small Business Finance (Washington, D.C.: Small Business Administration, 
1964); Operating Costs and Ratios - Retail (Washington, D.C.: Small 
Business Administration, June, 1959)•
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specific example. The illustration below pertains to a small men's

clothing and furnishings store with an annual sales volume expectancy

of approximately $100,000, using fairly typical ratios for conditions
in this line of trade. The results of this illustration are shown first,

8followed by details of the various individual estimates:

"l. For initial merchandise inventory $16,500.00
2. For store fixtures and equipment 8,000.00
3. For pre-opening expenses 2,000.00
4. For accounts receivable 5,000.00
5. For operating expenses for 3 months 6,587-55
6. For cash and contingencies 3?500»00

Total initial capital requirements $4l,587*55

1. Merchandise inventory. The amount of capital required 

can be estimated from typical relationships between inventory and sales. 

If the usual gross margin (sales less cost of goods sold; as a ratio, it 

is the percent of net sales) is 34 percent, then the cost of goods sold 

would be 66 percent of sales. On the basis of $100,000 annual sales, the 

cost of sales is $66,000. A typical rate of stock turnover is four times 

per year. This means that the cost of sales is likely to be about four 

times the average inventory investment. The cost value of the average 

stock is therefore $l6,500 ($66,000 divided by 4). This is the capital 

needed for the iiiitial inventory, assuming that it will be typical of 

conditions throughout most of the year.

2. Store fixtures and equipment. Each individual item of 

furniture, fixtures, or equipment should be listed, and individual pur

chase prices determined. It is possible to obtain a list of the types 

of items needed in most stores from trade associations or governmental 

sources. This is recommended in order to avoid overlooking items that 

may necessitate a substantial expenditure. For the store in question

Q
°Anton F. Doody, and William R. Davidson, Retailing Management 

(New York: The Ronald Press Company, 1966), pp. 98-IOO.



33
the total purchase price has been estimated at $8,000.

* 3. Pre-opening expense. A number of expenditures usually

have to be made prior to opening. This may involve a substantial amount 

for advertising, legal fees, special licenses, and similar items. An 

amount of $2,000 has been allowed for such items.
lj.. Accounts receivable. It is expected that about thirty 

percent of sales will be on credit and that customers will be billed 

monthly. Because of some normal lag between billing and receipt of pay

ment and because of the likelihood of some slow-paying accounts, esti

mates are based on the assumption that credit will be outstanding on the 

average for sixty days. This necessitates financing credit sales for a 

period of two months before receipt of income from such sales. Average 

monthly sales are $8,333 ($100,000 divided by 12), and monthly credit 
sales are $2,500 ($8,333 X 30$). Thus the amount of capital needed to

%
finance credit sales for two months is $5,000.

5. Operating expenses during the early months. It is essen

tial to have capital available to meet operating expenses during the early 

months of operation when sales are not likely to be at a normal level. 

Necessary expenditures should be planned for approximately one turi)o\er 

period, which, in this case, is one-fourth of a year, or three months.

Such expenses can be approximated by applying the typical percentage to 

sales ratios for various items of expense to average monthly sales, as 

follows:

Ratio of Average Monthly
Item of Expense Expense to 

Sales
X Monthly

Sales
= Expenditure

Payroll, including owner's
salary 15-5$ X $8,333.00 = $1,281.21

Rent and occupancy costs 4.5$ X 8,333.00 = 373.99
Advertising 2.0$ X 8,333.00 = 166.66
Other expenses 

Total
4.5 $ X 8,333.00 = 373.99 

$2,195.85



During the first turnover period then, the amount to be paid out for 

^  operating expenses would be about $6,587-55 ($2,195-85 X 3 months). It

would be wise to provide initial financing for this amount in order to

be sure of the ability to meet these costs.

6. Operating Cash and Contingencies. In the store in ques

tion $1,000 was set as a minimum operating cash balance, $1,5 0 0 has been 

determined as an amount needed to build inventory for peak seasons, and 

$1,000 was set as an amount from which to meet unanticipated business 

emergency expenditures."

The specific figures in this illustration apply to one particular 

situation. It shows, however, the general nature of the detailed plan- 

' ing work that should be done to determine the initial capital require

ments of a retail firm.

After the capital requirements have been determined, the next 

question is how these needs are to be met. This is the subject of the

next section.

SOURCES OF FUNDS
A knowledge of the available sources of funds, and the conditions 

under which the Various sources may be used is extremely important. 

Suppliers of funds usually have different requirements for making loans, 

and an understanding of these differences make it easier to raise money 

when it is needed. The discussion to follow will be devoted to sources 

and kinds of funds.
Personal Savings. In the “small business" world there is an ever 

present danger of business failure. For this reason a substantial part 

of the capital for small retail firms must of necessity be risk or ven
ture capital. It would be unrealistic to expect bankers or other lending 

institutions to accept these risks by lending all the required capital at

34.
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their normal loan rates of interest. Consequently, the primary source 

of equity capital in a small retail business must be the personal sav

ings of the businessman himself. In a study made by the Department of 

Commerce on initial financing of retail businesses, it was found that
9two-thirds of the total initial investment came from personal savings. 

Further, it was indicated that 45 percent of these firms financed the 

investment entirely through savings.^ This study was accomplished in 

1948. A more recent study available on initial financing is one con

ducted by Brown University in I960."1""*" As Table 2 shows, 52.5 percent 

of the total initial financing was equity capital, consisting of cash 

and savings supplied by the owners themselves. These figures correspond 

closely to the 1948 Department of Commerce study. Therefore, it seems 

safe to assume that personal savings will probably be the major source 

of initial capital for small businesses for some time to come. 9 10

9
"Capital Requirements of New Trade Firms," Survey of Current 

Business (December, 19̂ -8), p. 19.
10

Ibid., p. 19-

"The First Two Years: Problems of Small Firm Growth and Survival, 
Small Business Research Series No. 2 (Washington, D.C.: Small Business 
Administration, 196l). p. 53*

I.
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TABLE 2

SOURCES OF FUNDS FOR INITIAL CAPITAL INVESTMENT, i960
Number of 
firms report
ing use of Total Percentage
particular amount of of total

Source source capital capital

Total .................. 80 $394,200 IOO.9
Cash and savings ............ 65 206,8OO 52.5
Previous ownership of stock and 

fixtures .................. 5 32,100 8.1
Loans from financial institu- 

tions.............. .. 20 6l, 800 15.7
Loans from family . . ........ 9 27,200 6.9
Loans from iriends . . . . . . 5 18,700 4.7
Suppliers! credit ..........  . . 16 23,8OO 6.0
Loans from previous owners . . 4 10,500 2.7
Surrendered insurance ........ 1 300 0.1
Other unspecified sources . . . 9 13,000 3.3

Source: "The First Two Years: Problems of Small Firm Growth and Sur-
vival," Small Business Research Series No. 2 (Washington, D.C.
Small Business Administration, 1961), p. 53*

In some cases, the personal savings of friends and relatives supple

ment the, total capital needed. However, the importance of funds supplied 

by friends and relatives is snail and probably reflects, in part, a desire 

for independence of ownership and control. Table 2 reveals that in i960, 
11.6 percent of initial capital came from family and friends. However, 

another study conducted in i960 by the University of South Carolina indi
cated that the reliance upon relatives and friends as a source of initial 

capital was much smaller. A rather small proportion of the firms, 7-6

percent of the total, received more than fifty percent of their funds from
12relatives and friends. Although loans from friends and relatives is not

Oils S. Pugh, Ph.D., Financing 689 Small Business Firms in South 
Carolina (Columbia, South Carolina: University of South Carolina, i960),

12

P. 33-
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a significant source, it may sometimes be the only other source available.

If this condition exists, however, the potential retail owner must realize 

that he is risking the money of others. He must also consider that friends 

and relatives as a source may be far from satisfactory. The reason is 

because friends may have a tendency to feel that their close personal re

lationship with the entrepreneur confers on them the right to give manage

ment advice.

Capital Stock. It has already been seen that most fluids for a small 

retail operation comes from personal savings. It is possible, on occasion, 

to sell capital stock to raise funds. Unfortunately, the smallness of a 

retail business in itself prevents this from being a major source. Public 

sale of stock is usually out of the question. There seems to be three rea

sons for the minor role played by a public offering of stock. First, there 

are costs of incorporating the business. Second, there is a widespread 

reluctance among founders of small retail firms to share the expected profits 

and control of the business. Third, the offering of stock involves consider

able overhead costs, as well as substantial risks, which make costs of small 

issues prohibitive. A study made by the Securities and Exchange Commission 

for the years 1951, 1953# and 1955# of costs of flotation of new issues of 
common stock for cash sale through investment bankers, showed that for issues 

under $500,000, commissions and discounts averaged 20.99 percent of gross pro
ceeds and other expenses averaged 6.l6 percent, giving a total cost of 27.15 

11percent. For these reasons, it can be seen that stock offerings are not 

usually a realistic means of raising funds.

J"Cost of Flotation of Corporate Securities," Securities and Exchange 
Commission (Washington, D.C.: U.S. Government Printing Office, June, 1957)#
p. 37-
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Community Investment Pools. These pools are a minor source of funds 

for small retail business. In these situations, the businessmen in a 

community pool their funds and loan them to small businesses. The primary 

purpose of such investment pools is to attract new firms to the community.

A secondary purpose is to encourage existing small businesses already in 

the area. Typically a business firm securing such financial assistance 

must be incorporated and the pool members must have the prerogative of 

reviewing certain business decisions.

Equipment Supplier Loans. Some retail establishments utilize equip

ment that may be purchased on the installment basis. A down payment is 

.usually required and the payments are spread over a period of one, two, or 

more years. The manufacturer or supplier typically extends credit on the 

basis of a conditional sales contract or mortgage on the equipment. There 

is a danger, however, in contracting for too much equipment in this manner 

as the businessman may find it impossible to meet current installment pay

ments . An example where this type of loan might be used is in the restaurant 

business.

Commercial Finance Companies. These companies specialize in extending 

loans on a secured basis. They make funds available by either granting a 

loan secured by a pledge of the firm's inventory or its accounts receivable, 

or by purchasing outright these accounts. The amount of an inventory loan 

usually varies between 50 and 90 percent of the cost of the inventory; the 

amount of a receivable loan usually varies between 60 and 80 percent of the 

dollar amount of the receivables. The loan charges of a finance company are 

substantially higher than bank rates for secured loans. There are three rea

sons for this. First, the finance company's rate is figured on the average 

daily balance outstanding, whereas the bank's rate is applied to the face 

value of the loan. Second, the finance company's rate includes a service
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charge for credit investigation and collection of the receivables if and 

when they become overdue. Third, the finance company, in granting a rela

tively large percentage loan against accounts receivable, assumes a greater 

risk than a bank, since banks do not loan as much against this type 

security. The rate charged by a finance company, therefore, consists of a 

package-rate which could run up to 20 percent a year or more. This is cer

tainly costly financing for any small retail firm.

Factors. Factoring companies generally operate on the same basis as 

finance companies. They can either make loans on accounts receivable or 

buy the accounts receivable outright from the borrowing business. The major 

drawback of factoring is the high cost of financing, which is comparable vO 

that by finance companies. A second disadvantage is that factors typically 

screen the accounts receivable of a borrowing firm and loan on those accounts 

that appear acceptable. Factors operating in this manner are striving tor 

zero risks. Therefore, any businessman anticipating the use of this type 01 

financing must evaluate his situation thoroughly since some factors have very 

rigorous requirements.

Trade Credit. This is the most widely used source of credit by retail 

businesses. It is supplied by the seller of goods or services. The duration 

of trade credit depends entirely on the line of goods involved. For some 

types of goods, the credit period may be up to six months or more. It is 

customary for most suppliers to offer a discount if payment is made within 

a specified number of days after receipt of the goods instead of at the end 

of the period. As an example, 2/l0, net 30, means that the buyer can deduct 

two percent from the invoice price by paying within ten days after delivery, 

or pay full price on the last day of the 30 days. Usually, the discount 

offered for early payment, called a "cash discount, is greater than uhe 

customary rate charged by banks or finance companies. For this reason a
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businessman should, as a general rule, take full advantage of the discount 

offered for early payment.

Trade credit is relatively easy to obtain. Where a bank will require 

financial statements and cash-flow forecasts, a supplier may not. Sup

pliers are inclined to place greater confidence in its customers and to 

extend credit more freely than would bankers. The reason is because sup

pliers have a financial interest in developing new customers and holding 

on to old ones. The supplier also is somewhat less exacting than a bank 

or other lender in requiring rigid adherence to loan terms. It is because 

of this policy on the part of suppliers that trade credit ranks as one of 

the major sources of funds for small retail businesses.

Short-Term Bank Loans. Banks are an important source for small busi

ness borrowers. It must be realized, however, that the gain to the bank 

from risk taking on short-term loans to businessmen is in striking contrast 

to the gain to the typical supplier from risk taking in extending trade 

credit to a customer. Suppliers compete with other sellers and usually 

lean over backward in granting trade credit to retailers. Their greatest 

potential gain is the profitable sale of merchandise and a continuing rela

tionship with a successful customer. The bank on the other hand can only 

earn a stipulated rate of return on money loaned (say 7/0* Viewed in this 

light, it is obvious that the limited and fixed return available to the bank 

does not justify its taking risks like a trade creditor would.

Banks loan on a short-term basis for: (l) temporary expansion of 

inventory and receivables, (2) seasonal needs, and (3) working capital re

quirements. These are the more important reasons for bank lending. There 

are others. First, banks are interested in making small as well as large 

loans. Second, some banks are interested in helping firms which contri- 

bute to the community's economy. Bankers, however, must view the businessman's
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situation favorably. The credit applicant must be of good character, 

have management ability, provide collateral in support of the loan when 

required, and present a sound plan. Of necessity, the bank must base its 

decision to grant a loan on the basis of financial statements as well as 

personal knowledge of the individual concerned. In addition to sound 

financial statements and plans, the bank desires that loans be short-term, 

inherently self-liquidating, and for productive or commercial purposes.
i kShort-term is interpreted by banks to be less than 12 months. Self- 

liquidating means that the loan should be for a purpose that will generate 

funds for repayment in the normal course of projected operations.

The main advantage in using banks for short-term loans is that the 

interest rate is usually lower than from other lenders. Any small retail 

business that uses a bank for loan purposes must create a favorable bank 

relationship and then make full usage of all available bank services, in

cluding the full range of the various types of bank loans available.

Longer Term Loans. The main characteristic of this type of loan is 

the time element. Usually longer term loans run for a period of approxi

mately five years. Small retail firms are typically required to pledge 

some of their assets as security for the loan. The big attraction for a 

longer term loan is the assurance of credit for an extended period of 

time, so long as the terms of the credit are met. The major disadvantage 

is that the penalty for non-payment can be severe. The major sources of 

longer term loans are banks, insurance companies, Small Business Adminis

tration, and Small Business Investment Companies. The following is a brief 

summary of these sources.

Banks. Smaller banks are hesitant to make term loans with a maturity
i

ihPearson Hunt, et. al., Basic Business Finance (Homewood, Illinois: 
Richard D. Irwin, Inc., 1966), p. 190.



of several years because to do so may handicap the bank in providing short

term loans to its commercial accounts. By contrast, larger banks are 

generally prepared to make term loans because of their sizeable resources.

The bank, in considering a term loan to a retail firm, evaluates the firm’s 

profit prospects in greater depth than it would for a short-term loan. If 

the loan is granted, it is with certain conditions or limitations on the 

borrower, such as: (l) limit on amounts of profit that can be withdrawn,

(2) maintenance of a minimum amount of working capital, and (3) no sale of 
fixed assets without consent of the bank. Provisions such as these safe

guard the liquidity of the borrower and thus repayment of the loan.

Insurance Companies. Insurance companies favor longer term loans 

over short-term loans. The lifetime of the loan in the case of insurance 

companies is usually 7-10 y e a r s . T h e  interest rate is competitive with 

those charged by larger banks, and the conditions imposed upon the borrower 

are essentially the same. However, insurance companies place more emphasis 

on a complete set of financial statements, capital budgets, and projections 

then does a bank. Therefore, a loan may be harder to obtain from an insur

ance company than it would be from a bank. For this reason, many retail 

firms are sometimes reluctant to use insurance companies for this purpose.

However, they should not be eliminated altogether as a possible source of
$
funds.

Small Business Administration. The Small Business Administration 

(SBA) is an extremely important agency for small retail businesses. This 

9-gency was established in 1953 for the specific purpose of advising and 
assisting the many small businesses throughout the United States. Although 

the SBA offers many services, the one that will be discussed is the financial

^Soloman J. Flink, Equity Financing for Small Business (New York: 
Simmons-Boardman Publishing Corporation, 1962), p. 7^»
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one.

The SBA, through its loan program, has helped many retail firms to 

get started, to expand, and to grow. Within certain restrictions, small 

retail firms may borrow from the SEA to construct, expand, purchase build

ings, equipment, materials, or for working capital needs. One of the most 

important restrictions is that the SBA will not make a loan if the borrow

ing firm can obtain funds elsewhere. In addition, the SEA defines a small

retail business as small if annual sales or receipts are not over
, 16$1,000,000. If a retail business does not meet this definition, it will 

not be considered. There are many other situations that also make a retail 

business ineligible and a listing can be found in Appendix C.

If a retail firm meets all of the eligibility criteria, the SBA can 

loan up to $350,000 to the firm or guarantee a bank loan up to 90 percent 

of the amount of the loan. This guarantee-type loan is called a "partici

pation loan." The bank loans the funds, but the SBA guarantees them to the 

bank, up to 90 percent. There are two types of SBA loan programs of particu

lar interest. These programs are:

1. Regular loan program. Most loans under this program may be
17for as long as ten years. However, working capital loans are usually

18limited to six years. The maximum rate of interest that can be charged 

is 5 l/2 percent.^
202. Small loan program. This program is designed to help with 

the financing needs of very small retail, service, and other type businesses.

^SBA Business Loans (Washington, D.C.: Small Business Administration,
1966), p. 2.

^%he figures cited were obtained by telephone from the Small 
Business Administration Office, Omaha, Nebraska.

The SBA publishes many different kinds of documents on this program. 
Specialized information can be obtained on almost every type of small business.

20
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These smaller concerns often cannot obtain financing from other sources 

because of the collateral requirements imposed. Under this program, the 

SEA may not require collateral, or may accept whatever worthwhile colla

teral the small firm may have. The loan may be for as long as six years, 

plus any time needed for construction of a building or other facilities, 

if funds are to be used for this purpose. Interest rates are the same as 

for the regular loan program.

r Small Business Investment Companies. The Small Business Investment

Companies (SBIC) are a more recent addition to small business financing.

They were established under the authority of the SBA. The function of 

SBIC1s is to provide long-term capital, either debt or equity, to small 

businesses. The intent of the SBIC is to encourage private investment in 

small business and to recognize the critical need for equity funds, as well 

as debt capital. The investment policies of these companies vary greatly 

and a retail businessman may have to search widely for one that will loan 

him funds. In addition, the evidence seems to indicate that a great many 

applications for financial aid are rejected, which probably reflects the 

fact that many of the applicants have been turned down elsewhere for good 

reason. Many SBlC's are reluctant to lend unless the prospects for repay

ment are relatively good. Nevertheless, SBIC's are a possibility for funds 

and should be considered along with other sources.

In summary, it must be said that there is no one best way to finance 

a retail firm under all conditions. For this reason, great care should be 

exercised in determining capital needs and in selecting the sources from 

which these funds can be secured. Of utmost concern is the realization that 

the needs of a small retail business depend upon the nature of the business

itself



CHAPTER III

OTHER FACTORS TO CONSIDER BEFORE BUYING 
A SMALL RETAIL BUSINESS

The purpose of this chapter is to discuss some of the other pre

liminary factors that a prospective businessman might consider before he 

actually purchases a retail business. It points out the market, finan

cial, and legal information that could be important in making more fac

tual decisions about a retail firm under consideration. The question of 

retail business valuation is the subject of another discussion. Two common 

methods of determining the value of a retail firm are emphasized. Hypo

thetical examples are used to demonstrate how these two methods can be 

applied to a typical retail firm.

INFORMATION FOR DECISION-MAKING

Market Information. A market analysis is a vital step that should 

be accomplished before a retail business is purchased. This is an inves

tigation into the position of a business within its market or trade area 

in order to determine present status and to reflect future patterns. The 

basic purpose should be to obtain a clearer picture of the retail firm in 

the marketing scheme of things and give some indication of the general 

direction of the business. What is made evident through a market analy

sis should indicate the desirability of considering further whether the 

proposed business should be purchased.

It seems obvious that a prospective buyer of a retail firm should 

have some measurement of what the future will offer regarding not only 

the possibility of the firm to attract sales as in the past, but also the 

opportunity to improve thereon. He should have an idea of just what he is
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acquiring aside from the physical assets of the business. This can be 

accomplished by forecasting or projecting the market opportunity of the 

proposed firm into the future.

The task of creating a market analysis approach to a small retail 

firm is not easily accomplished because much of the data is not readily 

available and in some cases is extremely hard to obtain. In addition, 

there is the difficult problem of deciding just how complex and thorough 

the market analysis should be. An equally difficult problem is deciding 

how important a specific market characteristic is within itself, and, 

further, the degree of importance that should be placed on it. What may 

prove to be vital for one facet of the firm may be of little or no conse

quence in another.

x There are no easy solutions to these problems. The reason is pro

bably because, the specific nature of the retail business under considera

tion determines, to a large extent, the kind of information needed and in 

what depth. This is not a serious handicap if one understands that per

haps the principal value of a market analysis is the focusing of an 

individual's attention on certain aspects of the market that may affect 

the future operation of the proposed business.

The following areas of market information are designed to suggest 

what a prospective businessman might or should consider in analyzing the 

market of a proposed business. This listing does not include every 

market factor that could be considered. It does, however, give a good 

idea of how encompassing a market analysis might be:

1 . Competition factors. Unless the retail business under 

consideration enjoys a monopoly of some sort, an investigation of the 

forces of competition should be a definite part of a market analysis. 

This competition may be generalized or local and well defined, depending



on the nature of the business and the market environment. Trade associa-

tions and other agencies may be helpful in determining the pressures of 

competition. However, a good deal of information must come from direct 

investigation of similar type retail businesses in the trade area. The 

following is a listing of some of the competitive factors that could be 

investigated:

a. How many competitive businesses are there within the 

trade area of this business? Where are they located? What can be found 

out about them?

b. How many competitive businesses have ceased operation 

in the trade area (within the past year)?

c. How many competitive businesses have started up in 

the trade area (within the past year)?

d. Are there other competitive businesses for sale within

the trade area?

e. What is the ¿stimated sales volume of competitive 

businesses within the trade area?

f. What kind of services to customers are competitors 

offering that this business does not?

g. What is the nature of sales effort of competitive

businesses?

2. Location factors. Careful thought should be given to 

location, particularly in relation to the market of which it is a part. 

Such factors as economic considerations, population, and competition may 

need to be investigated to determine the desirability of the small busi

ness site. Another important factor is the status of the location and 

any plans for proposed changes that may have an adverse effect on the 

future of the business. It should be determined whether there is a
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possibility of the area's becoming a target for urban development which 

could necessitate vacating the premises. The same determination should 

be made vith other forms of development causing possible land condemna

tion or change of status, such as highways, flood control projects, and

zoning.
3. Population factors. The population size of an area pro

vides an initial indication of market opportunity, especially for retail 

firms hard!ing merchandise purchased by broad segments of the consuming 

public. Most of the relevant information of population can be obtained 

from the decennial Censuses of Population, which is taken every ten years. 

Population information can also be obtained from trade associations, city 

planning commissions, chambers of commerce, and other similar sources. 

However, a complete analysis of population consists of more than simply 

"counting noses." It also requires a determination of the population 

trend. This requires a careful investigation into both the qualitative 

as well as the quantitative population characteristics. The following is 

a listing of some of these that could be investigated:

a. What has been the annual rate of population change on

a percentage basis in the trade area?

b. What is the size of the average family? Has this size

been increasing or decreasing?
c. What is the current distribution of population by age

groups in the market? How has this distribution changed in the past ten 

years?
d. What percent of the population in this market can be 

classified as urban, suburban, or rural? How has this changed over the 

past ten years?
e. What percent of the total population represents
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potential sales for this kind of business?

4. Income factors. Income factors are important in a market 

analysis because they reflect the demand patterns for goods and services.

Of particular concern should be the area’s total disposal income, the 

distribution of that income among the population, and the sources of 

income. Much of this income data can be obtained from published reports, 

including annual data on per family disposal income published in the 

"Survey of Buying Power Issue" of Sales Management magazine. As was true 

with population, income factors should also be investigated on a qualita-
I

tive and quantitative basis. The following is a listing of some of these 

factors that could be investigated:

a. What is the total spendable income within the trade 

area? What is the average per capita income? Average per family income?

b. What has been the rate of change in income over the 

past ten years on a percentage basis?

c. How does the rate of change in income compare on a 

national basis, or in like or similar markets?

d. What is the distribution of income and purchasing power 

by income class (e.g., $5,000 to $6,000; $6,001 to $7,000, etc.) in the 
market?

e. What are the types of employment and the percentage 

of the working force under each class?

f. Has there been any significant changes in the forms 

of employment affecting the population in the market over the past ten 

years?

g. What is the level of unemployment in the market area?

Is it increasing or decreasing?

The discussion of marketing information has been brief. It has
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only dealt with some of the major elements of marketing considerations; 

other aspects that might have been considered are numerous. A prospec- , 

tive businessman should investigate each of the market facets to insure 

that sufficient marketing information is available for proper decision

making. There are existing aids to help him in this task. The "Check

list for Starting a Business," discussed in Chapter I, contains many 

marketing hints that may be of assistance. Appendix D (Checklist for 

Locating a Retail Store) could also be helpful. A better aid, however, 

is Appendix E (Market Aspects to be Investigated). This appendix is com

prehensive and contains many detailed questions which invites an individual 

to investigate much further and deeper.

The appendices just mentioned are designed to show what should or 

might be investigated further. A brief look at them will make the reader 

aware of just how encompassing the market aspects of buying a small retail 

business really are.

Financial Information. The buyer of a retail business should secure 

as much financial information concerning the firm as possible. This infor

mation can usually be found in the following places: (l) financial state

ments, (2) federal income tax returns, and (3) external sources.
The primary financial reports that should be obtained are the balance 

sheets and income statements. It must be realized, however, that these 

statements reflect only the historical results of a firm's transactions, 

and future operations may or may not parallel the trends of the past. 

Although these sources may reveal significant information, maximum utiliza

tion will result only if a professional accountant completes a detailed 

analysis of them. Normally, financial statements of small retail firms 

are not prepared as professionally as the statements of larger companies. 

Therefore, it is highly recommended that an accountant be brought into the
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picture as early as possible. His services could be invaluable in help

ing to obtain financial information and then in analyzing it.

A prospective buyer should try to obtain this information for at 

least three years in the past, or more. If the business under considera

tion is relatively new, statements going back to the date of origin should 

be secured. Other sources of financial information should also be ob

tained for the same periods if they are available. These may include 

such items as purchase invoices and accounts payable records.

If there are no financial statements available for the retail firm 

under consideration, it suggests poor management on the part of the present 

owner. In this case, the prospective buyer should seriously consider 

whether the firm should be investigated any further. Without basic finan

cial records with which to work, it is extremely difficult, if not impossi

ble, to analyze the firm’s condition. However, if the prospective buyer 

is still interested he should obtain copies of federal tax returns for the 

same period of time as he would have for financial statements. In many 

small retail firms, tax returns are the only information that will be 

available to a prospective buyer. Caution is needed, however, in placing 

too much reliance on these records since statements prepared for tax returns 

are designed to reflect a desirable position in compliance with the income 

tax laws. As such, they have certain objectives which may be considerably 

different from information contained in financial statements. For this 

reason, interpretation of tax returns must of necessity be supplemented 

with other information obtained, if possible, from the seller or other 

records.

There are a number of external sources that may provide information 

to a prospective buyer. Some of these are:

1. Suppliers of the seller. These companies may provide



records reflecting the volume of purchases of the business.

2. Seller's banker. A banker might supply information rela

tive to the firm's cash position, line of credit, and other fiscal data.

The banker may be hesitant in releasing this information because he may 

feel it is confidential in nature. For this reason, the prospective 

buyer should obtain permission from the seller to talk to his banker.
I

3. Trade associations and Dun and Bradstreet.

4. Payroll tax reports, sales tax reports, excise tax reports, 

and other government reports.

After all of the necessary information has been obtained, the finan

cial data can be evaluated to determine the financial condition of the 

retail business, what it may be worth, and its past profitability. Although 

a detailed discussion of how to interpret financial information will not be 

attempted in this paper, the prospective buyer should certainly analyze the 

data realistically, unemotionally, and in as much detail as possible. As 

was previously mentioned, he would be wise to obtain the services of a 

qualified accountant to help him in this task and avoid purchasing a retail 

firm that is financially unattractive. The following list of items are a 

sample of what may be accomplished to bring out changes and meaningful rela

tionships of financial data:

1 . Comparative statement analysis. This involves the investi

gation of items on financial statements to determine net change from one 

year to another. One method of investigation is to determine change from 

one year to another by dollar amounts. A more meaningful approach, however, 

is to determine change from year to year on a comparative or percentage 

basis. For example, sales can be compared on a "percentage change basis.

This is more meaningful than comparing sales change on an absolute dollar 

amount because it is easier to determine whether the sales trend is
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increasing, decreasing, or level with no significant change. All of the 

items on the financial statements can be investigated on a comparative 

basis in a similar type manner.

2. Construction of ratios. Examples of these ratios are :

(l) current ratio, which points out the relationship of the current 

assets to the current liabilities. This ratio shows the ability of the 

retail firm to pay its current debt. It is calculated by dividing current 

liabilities into current assets. Generally, a 3-1 current ratio is con

sidered a safe operating ratio for small retail firms, (2) days’ accounts 

receivable uncollected, which is one indication of the speed with which a 

business collects its accounts receivable. It is calculated by dividing 

the annual charge sales into the present accounts receivable and then 

dividing by 3^5 (number of days in a year). The result is the number of 

days' accounts receivable are uncollected, (3) turnover of merchandise 
inventory, which is a test of merchandising efficiency. It is calculated 

by dividing the annual cost of the merchandise sold by an average merchan

dise inventory. A high turnover may be considered a mark of good merchan

dising, since a smaller investment in inventory is required, and (4) return

on owners' investment, which is one measure of the profitability of a 

business. This ratio will be discussed later in greater detail.

3. Comparison of ratios, in item 2 above, with those of other 

retail firms in similar fields of endeavor. Such a comparison with aver

ages for the trade may bring out discrepancies within the retail firm under 

consideration.

Legal Information. The basic legal problem in the purchase of a
21business involves the transfer of ownership or title to property. This 21

21H. N. Broom, and J. G. Longnecker, Small Business Management 
(Cincinnati, Ohio: South-Western Publishing Company, 1966), p. 158.



applies whether the retail firm under consideration is a proprietorship, 

a partnership, or a corporation. There are many other legal problems, 

however, that must be considered. For purposes of simplicity, each of 

them will be discussed as they apply to a proprietorship since most retail 

businesses are sole proprietorships.

An individual seriously considering buying a retail concern should 

select a lawyer early in the conceptual stage of purchase. A lawyer is 

needed for many purposes. Without the services of a good lawyer, a buyer 

of a business may get so entangled in legal difficulties that he will be 

unable to extricate himself later. The result may be a business failure 

even before the businessman has had a chance to open the front door of 

his new venture.

\ There are many legal factors to consider in the purchase of a retail 

business. Some of the more important ones are listed below:

1. Licenses. A license is a formal permission granted by a 

governmental body to carry on a stated business or to engage in a stated 

occupation. An example of a retail establishment requiring a license would 

be a liquor store.

2. Liens and .judgments. A lawyer should check the public 

records for possible existence of tax liens, mortgages, or judgments of 

record against the business. There may also be liabilities under lease 

or purchase contracts for such things as payments due and not paid.

3. Bulk sales law. Most states require the buyer of a retail 

business to obtain from the seller a notarized written statement of the 

seller's creditors, including the amounts owed. The buyer must then noti

fy each creditor that he is purchasing the business in order to allow 

existing creditors to collect claims due from the seller. If this law is 

not complied with, the creditors may recover from the new owner.
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H. Local ordinances. There may be ordinances such as build

ing codes, sanitary requirements, and zoning restrictions that should be 

known. These ordinances may affect the present as well as the future 

operation of the business.

5. Business continuity. Death of a businessman could cause 

the new business to be liquidated because no heir was in a position to 

operate it. A proper will should be prepared to cover this possibility. 

Incapacity of the businessman is also possible. This contingency can be 

provided for through a power of attorney to a competent person that could 

operate the business while the owner was incapacitated.

6. Other legal factors. These include important items such 

as contracts, agency, negotiable instruments, sales, insurance, and 

leases. Also, the businessman may need help in interpreting and under

standing workmen's compensation, labor laws, and social security regula

tions .

VALUATION OF THE BUSINESS

The determination of what a business is worth as a going concern is 

a very important consideration in buying any retail business. This is 

true for two reasons. First, the value established for a retail concern 

may determine whether negotiation between a buyer and seller can continue 

successfully. Unless the value is acceptable to both parties involved, 

further negotiation between them may be fruitless. Second, the value 

established and agreed upon by the parties involved determines the amount 

of money that will be invested by a prospective businessman. This is a 

figure of considerable importance to the businessman. Not only may it be 

beyond his financial resources to meet if it is too high, it will also be 

the future base for computing the return on his investment.

The term "value" has a wide variety of meanings and can be viewed



from an economic, business, or legal standpoint. Some examples of the 

many kinds of value are: (l) book value, as derived from accounting

statements, (2) liquidation value of assets on dissolution of a business,
(3) collateral value, representing the anticipated realization upon sale 
under various conditions, (5) market value, usually determined from bids 
and offerings in some sort of market, (6) reproduction value of existing 
business assets, and (7) going concern value based on the profitability 
of the business.

Value can also be looked at from a non-economic standpoint. For 

example, non-economic values may be important to a prospective business

man, a fact which could modify the economic value of the retail business 

he is considering. Some typical values of this type could be the desire 

xto live in a particular location, the desire to be independent, or the 

desire to try various marketing ideas. Placing a value on these types 

of considerations can be extremely difficult. Although they may be import

ant to the prospective businessman, no attempt will be made in this chapter 

to evaluate them. Only economic values will be considered.

Unfortunately, there is no "standard" method for determining value 

for each and every retail business. This is easily understood when one 

considers the many kinds of value which exist. If a scientific method of 

determining the worth of a retail business did exist, it would be rela

tively easy to arrive at a dollar valuation. However, this is not the 

case. Valuations are undertaken for a definite purpose and from a defin

ite point of view, and the choice of approach and final appraisal will 

inevitably reflect that purpose and point of view. Consequently, several 

methods, or several combinations of methods, can be used. A discussion 

of each method and the various combinations is beyond the scope of this 

paper. However, it is felt necessary to select and discuss some of the

56
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most common methods favored today.

Most valuation methods fall into two main categories: those based 

on the "capitalization of earnings" concept and those that emphasize 

asset values.22 Each has as its purpose the determination of what a given 

business is worth. The remaining portion of this chapter will be devoted 

to a discussion of these two methods.

Capitalization of Earnings Method. For purposes of simplicity, it 

will be assumed that a prospective businessman has gathered all the 

decision-making information discussed at the beginning of this chapter.

All of the necessary market and financial information has been obtained, 

evaluated, and sales and profit and loss forecasts have been projected 

into the future for at least five years. Such assumptions will make it 

easier to demonstrate this method.

The capitalization of earnings technique is based on future expec

tations of profits and estimated return on investment. Such a method 

forces a prospective buyer of a retail business to give at least some 

attention to such factors as trends in sales and profits, capitalized 

value of the business, and estimated return on his investment. There are 

dangers in this method of valuation, however. Any attempt to project into 

the future is in itself risky, and the further the projection is made, the 

greater the risk and uncertainty. In order to do a better job of fore

casting, the prospective businessman should gather the best possible market 

and financial information on the retail firm under consideration.

Before discussing the capitalization of earnings method, it may be 

worthwhile to first consider the concept of "return on investment." Return 

on investment (after the owner's salary has been deducted from earnings) is

22Pearson Hunt, and Charles M* Williams, Basic Business Finance 
(Homewood, Illinois: Richard D. Irwin, Inc., 1966). p. 596.



the percentage return on the funds invested in a business. It is calcu

lated by dividing net profit for the period by the total amount invested.

A hypothetical example will illustrate how return on investment 

works. Suppose the retail business under consideration has been estimated 

to produce $20,000 of profit each year for a total of five years. If a 

prospective businessman feels his salary should be $10,000 a year for his 
services, then the net profit each year would be $10,000 ($20,000 - 
$10,000 = $10,000). What, then, would be a fair price to pay for this 

retail business? First, assume a price of $500,000 needed to acquire the 

firm in question. This would not seem to be an attractive proposition.

The $10,000 net profit represents only a two percent return on investment 

($10,000 divided by $500,000). To recover the funds needed to acquire 

this business would take fifty yearsJ At that rate, greater earnings 

with less risk could be obtained by putting the money in U.S. Government 

bonds, since the rate of return on such bonds presently ranges from 4 to 

5 l/2 percent. Second, assume a price of $100,000 to acquire the firm.

The $10,000 net profit now represents a ten percent return on investment, 

and initial capital could be recovered in about ten years. Even high grade 

securities could hardly be expected to have this good a yield. Third, 

assume a price of $50,000 to buy the firm. The $10,000 earnings now 

represent a twenty percent return on investment. Funds supplied at the 

beginning would be paid back in about five years. At this rate of return, 

the firm .¡Indeed seems well worth considering, but only if the profit pro

jections appear to be well-founded.

This example has shown how to determine the return on investment 

when the acquisition cost of a retail firm is known. If the price in a 

given situation is not known, a return on investment cannot be calculated 

and other techniques must be employed. One of these techniques is called



the "capitalization of earnings" method.

To use this method, two important factors are needed: projected 

net profits and a pre-selected rate of return. The rate of return is 

then "capitalized" to these net profits. The result is a sum which, if 

invested at the assumed rate, will yield the expected annual net profits. 

In other words, by capitalizing the earnings at a given rate, it is possi

ble to arrive at a valuation (price) figure for a proposed retail business.

Ey using the same $10,000 net profit figure as was used previously, 
it can be demonstrated how this method works. Assume the prospective 

businessman considered the proposed business investment as having the 

same risk factor as U.S. Government bonds. Further, assume that these 

bonds were yielding four percent. In this case, four percent is the 

capitalization rate and the businessman should be willing to pay $250,000 
for the proposed business (4$ of X = $10,000; X = $250,000). If the pros

pective businessman considered the risk factor to be ten percent, he 

should be willing to pay $100,000 for the proposed business (10$ of X = 

$10,000; X = $100,000).

These examples show how relatively easy this method is to apply.

It must be realized, however, that very few retail businesses have the 

same risk factor as the above two examples. In most cases the risk factor 

is much higher. If the risk factor is higher, what should be the capital

ized rate? Possibly twenty percent would be adequate. A twenty percent 

risk factor (assuming $10,000 net annual earnings) would capitalize the 
value at $50,000 (20$ of X = $10,000; X = $50,000). This means the pros

pective businessman should be willing to pay $50,000 for the proposed 
retail business. And if, in fact, it earned the projected net profit of 

$10,000 per year, he would recover his investment in about five years.
The capitalization of earnings method uses earnings power of the



firm as a base. Attention is shifted from a determination of an expected 

rate of return on a given investment of capital, to the determination of 

what the investment should be. From the point of view of the buyer, the 

question in this method is: what is the maximum amount I am willing to 

pay for the anticipated stream of earnings? Or put another way, what is 

the value of the future earning power of the retail firm under considera

tion?

i The accuracy of this method depends solely on the estimates of future

earnings and the capitalization rate used. Everything hinges on these 

figures. Earnings estimates that are too high, or a rate that is unduly 

conservative in view of risk factors, will result in a valuation figure
1
that is overstated or too high. For this reason, the prospective business

man must attempt to find the true earnings power of the retail firm under 

consideration, and capitalize these earnings at a rate which is realistic 

for the risks involved.

Asset Value Methods. An asset approach to valuation centers atten

tion more on the assets to which the business has claim rather than on 

income data. This approach attempts to determine a total value of all 

the firm's assets1. The total value is then the presumed worth of the 

retail firm under consideration. The prospective businessman can then 

compute his anticipated return on investment if net income figures have 

been projected into the future. Asset appraisals have the same purpose 

as the capitalized earning approach: establishing the worth of a business.

The most important factor to be determined when asset value methods 

are used is deciding what business assets are to be valuated. Most retail 

firms possess both tangible and intangible assets. Tangible assets are 

the physical assets of the business such as land, buildings, equipment, 

fixtures, inventory, and supplies. Intangible assets are non-physical



in nature. An example of an intangible asset is goodwill.

Asset valuation of tangible assets is considerably less difficult 

than valuation of intangible assets. In fact, the latter are almost 

impossible to valuate with any degree of accuracy such as goodwill.

Goodwill exists when a retail firm possesses some value in addition to 

its tangible asset value. This may .represent the value of a name, repu

tation, location, or other intangible possessions of the firm. The value 

of goodwill may be considerable, however, especially from a seller’s point 

of view. For example, assume that the appraised valuation of a firm’s net 

tangible assets was $100,000. If the owner of the firm was asking $120,000 

for the business, the price for goodwill in this case would be $20,000.
In actuality the real value of goodwill may be less in this instance.

More will be said on goodwill later.

Most asset valuation methods focus their attention on the physical 

assets of the business and do not consider the intangible assets that the 

firm may possess. This is a serious limitation of an asset value approach. 

;However, asset value methods are important to understand, since the major-

1ity of buy-sell transactions result in the use of an asset valuation tech-
23

nique to determine an approximate value for the assets of a business. 

Listed below are some of the most common methods used today:

X. Book value. This value is derived from the asset values 

shown on a retail firm’s books and presented in its balance sheet. The 

excess of assets over liabilities represent the accounting net worth of 

the retail business. Book value is relatively easy and simple to deter

mine. If the retail firm’s accounting practices have been conservative 

and accurate, book value may represent a fair basis of value. As might

2\ e m e  A. Bunn, and Curtis D. Terflinger, Buying and Selling a 
Small Business (Wichita, Kansas: Wichita State UiHversity7l9o57jp. 32.
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be expected, however, this may not be the case for most small retail busi

nesses. Often retail business accounting statements are nonexistent or 

incomplete, and, therefore, cannot be relied upon to any great degree.

Book value has other limitations. It might represent a write-up of assets 
through revaluation by the present owner that may or may not be justified. 

Another serious limitation is that the book value approach may not include 
an investigation of all of the retail firm's properties, such as goodwill. 
The most serious weakness, however, in the book value method is the failure 

to give consideration to the earnings power of the firm's assets. Assets 

are only significant insofar as they will generate profits.. Because of 

these limitations, book values are not normally used to evaluate a retail 
business unless the firm has assets that are largely liquid and subject

2bto fairly accurate accounting valuation. Most small retail firms are 

not in this category. Therefore, book value should not be used alone to 
appraise a retail concern because it will not result in a reliable stand

ard.
2. Reproduction value. This approach seems to be a common 

method used in appraising the assets of a retail firm. This method deter
mines the value for each asset of the business by duplicating the assets 

to be acquired at prices prevailing as of the date of valuation. Examples 

are as follows: (l) land could be valued on the basis of market values 

of adjacent properties, (2 ) buildings could be valued on the basis of use 

of the same materials and specifications. However, reproduction costs 

would provide for new buildings, whereas the buildings to be acquired may 

be many years old. Therefore, proper allowance must be made for the con

dition of the properties and the cost of bringing them up to the state of 

— —
Pearson Hunt, and Charles M. Williams, Basic Business Finance 

(Homewood, Illinois: Richard D. Irwin, Inc., 1966), p. 602.
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efficiency desired, (3) merchandise inventory could be valued by physically 

counting the stock and multiplying by current market prices, and (4) equip

ment could be valued by checking the prices asked by vendors of used equip

ment. After all of the firm's assets have been evaluated, the cost of the 

assets are totaled and the sum is the estimated reproduction value of the 
retail business.

As a standard of value, this method should not be used alone. 

The major objection is that a typical retail business is much more than the 

sum of its physical assets. While costs of replacing physical properties 

cam be calculated by painstaking appraisal, the cost of duplicating the 
retail organization, its experience, knowledge, and reputation is extremely 

difficult. In addition, this basis of value does not provide a practical 
method of evaluating intangibles. Consequently, another method, such as 

capitalization of earnings, must be used as a supplement if a true valua
tion is to be determined.

3- Liquidation value. This value is determined by placing a 
value on the assets based on what they would be worth if each of the assets 

were sold during this time. This valuation method has many weaknesses and 

is seldom used except during depression periods when earnings are low or 
nonexistent for the retail firm. Even then the usefulness of this method 

is questionable. The weaknesses inherent in this method are similar to 

the weaknesses of the reproduction value method. In addition, physical 

asset values are determined at depressed liquidation prices. These prices 

may be much lower than the actual prices that could be obtained for the 

assets at a different time. Furthermore, no consideration is given to the 

value of the retail firm's intangible assets. In many retail businesses, 
intangible assets can be one of the more important assets. The most 

serious limitation, however, is the fact that liquidation values do not
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consider the earnings power value of a retail business. Therefore, this 

sort of valuation is unrealistic.

Each of these asset value methods emphasizes the tangible assets
■ y

of a retail business. Very little consideration, if any, is given to the 

intangible assets that a firm may possess, especially goodwill. If a 
retail firm possesses goodwill and one of these asset methods are used 
as the sole criterion, then the true value of the retail business will 

be understated. For this reason, asset value methods should be supple

mented with some technique for determining the value to be placed on good

will.

Since above-average earnings are normally considered the best evi
dence of the existence of goodwill, the value of goodwill is best deter

mined by capitalizing the extra or above-ordinary earnings. For example, 

assume a retail business, in a field in which the normal return on in
vestment is ten percent, has an asset value of $100,000 and earns sin aver

age return of $12,000 yearly. If the business earned a return equal to 
the average for this type of retail business, it would earn an average 

of $10,000 yearly. Therefore, the firm has above-average earnings amount

ing to $2,000 yearly. Capitalizing these above-average earnings at ten 
percent indicates that in this type of retail business it takes an invest

ment of $20,000 (IO56 of X = $2,000; X = $20,000) to earn $2,000. The 

$20,000 capitalized value of the extra earnings may be taken as a measure 

of the value of the goodwill for this firm. The total value (asset value 
l plus goodwill value) of the firm, in this instance, is $120,000.

Obviously the measurement of goodwill can have many pitfalls. To 

begin with, a determination must be made as to what are normal earnings. 

While there are some standards by which this may be judged, particularly 

by comparisons to industry averages, still there is no assurance that the
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industry average indicates normal earnings. After having made the deci

sion as to what are normal earnings, then those earnings in excess of 

normal will probably be capitalized at some percentage. In the example 
above, ten percent was used. There is certainly nothing magic about ten 

percent, and any other percentage could have been used depending on the 

risk factor that the prospective businessman felt was necessary for the 
type retail business under consideration. The decision of what risk factor 

to use obviously will have a direct impact on the valuation placed upon 
goodwill.

These two approaches to valuation, capitalization of earnings and 
asset value, attempt to remove the problem of what a retail business is 

worth from the realm of personal opinion and to place it on a somewhat 
more objective basis. In this respect, each approach will be only 

partially successful since each one still involves some element of individ

ual Judgment. Nevertheless, if the proper combination can be found, a 

prospective retail buyer should be in a more favorable position to bargain 
realistically with a seller.

5



CHAPTER IV

RETAIL BUSINESS FAILURE

This chapter discusses many aspects of retail business failure.

It points out the potential risks involved in operating a retail firm by 
analyzing the failure record of the recent past. Emphasis is placed on 
the total number of business failures, age of business failures, failures 

by amount of liabilities and by type of retail business. The symptoms of 

impending retail business termination are also discussed. This is 
followed by a discussion of the major causes of retail business deteriora

tion. Particular emphasis is placed on the owner himself as a major cause 

pf a retail business failing.

THE FAILURE RECORD
What is business failure? In everyday business usage, the term 

failure is applied to those cases of business termination where it is 
financially impossible to continue normal business activities. Difficul

ties are usually indicated by a firm's inability to pay bills or to earn 

a profit. Before proceeding, it will be worthwhile to explain the mean

ing of two other terms which are used in conjunction with the term fail

ure. These are insolvency and bankruptcy. A firm is insolvent when: 

it is unable to pay its obligations, and its liabilities exceed its 
available assets. Bankruptcy occurs when a business is so hopelessly in 

financial difficulty that liquidation of the firm is the only alterna
tive. The result is legal procedures by a federal court under the Federal 

Bankruptcy Act. Regardless of which of these two situations the firm 
finds itself in, it is a failure because it cannot continue normal busi

ness activities.
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The most comprehensive studies of business mortality have been

made by Dun and Bradstreet, Inc., and the United States Department of

Commerce. These studies show that there are a great number of business
terminations annually. From 1900-59, an average of J2 out of every

2510,000 concerns have failed each year. After an extremely low rate 
of failure during World War II, the percentage rose gradually but leveled 

off in 19^9 and 1950. From 1950-64, the annual failure rate has been 

approximately 60 out of every 10,000 concerns. ^

One view of business mortality is provided in Table 3# which class
ifies by field of business for selected years between 1950 and 1966, the 

total terminations which have occurred. This table shows that: (l) the 

total number of business failures increased from 1950 to 1959» and then 
decreased from 1959 to 1966, (2 ) the total number of retail failures de

creased from 1959 to 1966, and (3) most of the business mortalities are 
in the retail trades. In fact, of the total number of business termina

tions in 1966, almost 46 percent are retail firmsi

TABLE 3

BUSINESS FAILURES BY BUSINESS FIELDS FOR 
SELECTED YEARS, 1950 to 1966

Number of Failures

Business Field 1950 1955 1959 1966

Commercial Service .......... 731 860 1,264 1 ,3 6 8

Construction ................i 912 l,4o4 2,064 2,510
Mining and Manufacturing . . . 2,074 2,202 2,465 1 ,8 5 2

Retail Trade . . . . . . . . . 4,429 5,339 6,8 73 6,0 76

Wholesale Trade . . ........ 1 ,0 1 6 1,164 1.387 . h & l

Total, United States 9 ,16 2 10,969 14,053 13 ,0 6 1

Source: The failure record through 1966 (New York: Dun and Bradstreet, 
Inc., 196 7), p. 15.
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Still another picture of business mortality is given in Table 4, 

relating failures to age of business firms. This table reveals that 

business mortality is heaviest among concerns in business five years or 
less, and is least among firms in business over ten years. The business 

that is going to fail does so typically during this initial five-year 

period. It is also clear that there has been no significant change in 
the percentage of total failures for firms in business five years or 
less. In fact, the percentage has remained remarkably stable, particu

larly since 19 5 5»

TABLE 4

AGE OF BUSINESS FAILURES FOR SELECTED YEARS, 1950 TO 1966 
(PERCENTAGE OF TOTAL ANNUAL FAILURES)

Age of Business____________________ 1930______ 1933_____ 1939_____ 1966

5 years or less.......... .. . 68.2 5 6 .6 57*1 58.0

6 to 10 years ................. 19*0 2 6 .0 22.3 23*5
Over 10 years..........  12.8 17.4 20.6 1 8 .5

Source : The Failure Record Through 1966 (New York: Dun and Bradstreet, 
Inc., 1967), p. 11)

A graphic presentation of this trend is depicted in Figure 1.

This graph, prepared in 1966 by Dun and Bradstreet, also shows how the 
failure rate of business firms, by age, has remained relatively stable 

since 19 5 5.

^H. N. Broom and J. G. Longenecker, Small Business Management 
(Cincinnati, Ohio: South-Western Publishing Company, 1966), p. 80.

26U.S. Department of Commerce, Office of Business Economics, 1963 
Biennial Business Statistics, Edition: A Supplement to the Survey of 
Current Business (Washington, D.C.: 1963)» P» 212.
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AGE OF BUSINESS FAILURES, 1955-1965

FIGURE 1

Source: "Business Failures," Dun's Review and Modern Industry (April,
1966), p. 13.

A survey accomplished by the Department of Commerce in 195^ high

lights the percentage of new enterprises that contribute to the business 

failure rate. Although 13 years old, this analysis does add to the evi
dence compiled on new business failures. It revealed that about half of

the businesses formed in the period 19^6-1 9 5 were sold or liquidated
27within two years time. Only one in five firms was in business ten

years later. It also pointed out that mortality was greatest in the

retail trades where only three out of five new firms lasted beyond the
28first year and only one in six reached an age of ten years.

The fact that new businesses are typically small concerns, growing 
in size with age, strongly suggests that small business mortality is 
significantly more numerous than big business failures. That this is

27"Age and Life Expectancy of Business Firms," Survey of Current 
Business (December, 1955)> PP* 15-19»

28lb id. f p. 15 •



true is shown in Table 5* In each of the periods covered, over 90 per
cent of those concerns going out of business had liabilities of less than 

$100,000, and 60 percent or more had liabilities of less than $25,000.

70 •

TABLE 5
PERCENT OF BUSINESS FAILURES BY AMOUNT 

OF LIABILITIES*, 1950-65

Amount of Liabilities 1950 1955 i960 1965

»Under $5,000 ................ 22.5 1 6 .3 13.1 15.5
$5,000 to $25,000 .......... 51.4 49.3 47.4 46.4

$25,000 to $100,000 ........ 2 1 .6 2 6 .6 29.9 3 0 .1

$100,000 to $1 ,000,000 . . . . 4.4 7-5 9.1 7-5
Over $1,000,000.............. 0 .1 0.3 0.5 0.5
♦Liabilities refers to current liabilities

Source: The Failure Record Through 1965 (New York: Dun and Bradstreet, 
Inc., 1966), p. l4.

Within the retailfield itself there Is very wide variation in the 

failure rate by type of business. Table 6 indicates that the risk of 

failure is greater in sporting goods, gifts and clothing, toys and crafts, 

furniture, and appliances. On the other hand, risk of failure is less In 

food lines, automotive, hardware, drugs, and eating and drinking places.

TABLE 6

RETAILERS FAILING PER 10,000 CONCERNS 
BY LINE FOR 12 MONTHS ENDING MAY 30, 1965

Type Business Failure Rate Type Business Failure

Groceries, meats 30 Sporting goods 51
Autos 35 Gifts 65
Hardware 35 Women’s clothing 66
Drugs 37 Men's wear 75
Eating and drinking 4o Appliances 81
Dry goods 42 Furniture 83
Lumber 50 Toys and crafts 85
Source: Dun's Review and Modern Industry (Chicago, Illinois: Dun and 

Bradstreet Publications, August, 196 5), p. 13*
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SYMPTOMS AND CAUSES OF RETAIL BUSINESS FAILURE

Symptoms of Impending Failure. In general, it may be said that 

there are four symptoms of impending retail business failure. These are:

(l) deterioration of working capital position, (2) declining sales,
(3) declining profits, and (4) progressively higher debt ratios. These 

are the "red flags" that signal danger to the retail businessman. They 
suggest that some drastic action is required in order to keep this busi

ness alive and healthy.
Usually the first indication that a retail firm is in difficulty 

is a weakening of its working capital position. Working capital, which 

includes receivables and inventory, in addition to cash, tends to become 
less and less liquid. Factors which contribute to declining liquidity 

include: (l) continued operating losses, (2) over-investment in fixed 

assets from working capital funds, (3) over-extension of credit, and

(4) excessive fixed charges. These are just a few of the factors that 
weaken a firm’s working capital position. Slow paying customers and slow- 

moving merchandise can also contribute to a less than desirable liquidity 

position.
The current ratio is one indication of a firm's working capital 

adequacy. If this figure does not compare favorably with industry stand

ards for the same type of business there is probably good reason for 

further investigation.
A prolonged decline in sales volume also represents a serious 

situation for a retailer, since operating expenses, particularly fixed 
overhead, do not decline in proportion to sales. Hence, a sales decline 

results in profit reductions or losses if long continued. Corrective 

steps that may be taken to prevent this include: (l) market research to 

measure sales potentials, (2) increased or properly planned advertising,
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and (3) improved sales promotion.

Profits that go downward from month-to-month may also be sympto

matic of impending business failure. Causative factors may include lower 

sales, increases in merchandise costs, higher labor costs, and higher 
taxes, to name just a few. The indicators to watch here include ratios 

of net profits to sales and net profits to net worth. The operating 

expense ratio, or the relationship of expenses to sales, is also an 
important indicator to watch. A retail business should generally match 

industry standards for its type of activity or have a clear understanding 

of the reasons why it is not doing so.
Progressively higher debt ratios over time may be yet another symp

tom of business ill health which could lead to failure. Key ratios here 

include: (l) current liabilities to tangible net worth, (2) current lia

bilities to inventory, and (3) total liabilities to tangible net worth.
Causes of Retail Business Failure. Among the many causes of retail 

business failure, perhaps the most important one is a lack of skill or 

experience on the part of management. This indictment is supported by 

many studies including those conducted by Dun and Bradstreet. There are 

other apparent causes, but in the end they all lead back to the business

man himself, since he is ultimately responsible. Table 7 indicates the 

causes of retail business failure for the year 19^5•
This table clearly points out that the businessman is himself the 

number one problem in a business. The able enterpreneur utilizes his 
time wisely and gives appropriate attention to the various business and 
managerial functions. This includes careful attention to customer and 
public relations, financial planning, employee relations, production con

trol, selling, and other key factors of a successful operation. Usually 

the apparent causes of failure# such as heavy operating expenses, inade-
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quate sales, excessive fixed assets, and competitive weaknesses, are 

nerely reflections of the owner’s inadequacies to deal effectively with 

such problems.

TABLE 7

WHY RETAIL BUSINESSES FAIL, December 31# 1965
BUSINESS PERCENTAGE

Neglect ...............................................  3*8
Fra u d .......... ‘.....................................  1 • 8

Inexperience, incompetence . ........................  91 »4

Inadequate sales. ...............................  40.7
Heavy operating expenses. .......................  13»3
Receivables difficulties........................  9*0
Inventory difficulties.......................... 5-1
Excessive fixed assets........................... 4.1

\ Poor location................................ 3*6
Competitive weaknesses. .......................  21.0
Other...... ....................................  7«1

Source: Dun's Review and Modern Industry (March, 1966), p. l6. Compiled 
by Dun and Bradstreet, Inc.

Numerous studies to determine why some retail businesses are success

ful and others fail have been accomplished by the Small Business Adminis

tration (SBA), either directly, or through financial grants to a variety 
of institutions for this purpose. A detailed discussion of all of these 

studies is beyond the scope of this paper. However, a brief summary of 

a few of them may be helpful to the reader.

A Study of Retailer Survival. ^  Accomplished in 1963 by the 

University of Illinois. Twenty retailers who had gone out of business 

were interviewed. It was found that most of the retailers: (l) paid

"The Successful Shopkeeper: A Study of Retailer Survival in Nine 
Communities," Small Business Administration (Washington, D.C., 1963)•

29



only a minimum vage and bad difficulty finding good sales personnel,

(2) did not add new items as often as was typical in their lines, (3) 

felt that their store locations had adversely affected their business, 
and (4) were judged by the interviewers to be no higher than average in 
mental alertness. The retailers were asked about failures they experi

enced. The most frequent explanation for their failure was insufficient 

managerial skill.
30Characteristics in Small Business Success. T h i s  survey was 

completed in 1963 by Western Reserve University, Cleveland, Ohio. Its 

primary purpose was to establish criteria for the success potential of 
small metal working plants. It was found that management skills and per

sonality traits of the managers were more important in successful opera
tions than was the sophistication of various operating methods employed.

31Problems of Small Retailers. The purpose of this analysis was 

to determine the managerial problems of Wyoming's small retailers. It 

was completed in 1961 by the University of Wyoming. It was concluded 
that: (l) the extension of credit with slow repayment was the financial 

problem most often mentioned by retailers, (2) financial ratio analysis 

was essential to operating the business since it definitely revealed weak 

spots and provided a basis for remedial action, and (3) planning, fore
casting, and control should not be looked upon as functions of large 

firms only.
32“Environment vs. Management in Small Business Failure. The purpose

3°"Small Business Success: Operating and Executive Characteristics 
(Metal Working Plants)," Small Business Administration (Washington, D.C.,
1963)•

31"a  Study of the Problems of Small Retailers in Wyoming," Small 
Business Administration (Washington, D.C., 19 6 1).

^"An Analysis of Environmental and Managerial Factors in the Success 
or Failure of Small Manufacturing Enterprise," Small Business Administration 
(Washington, D.C., 1963)•
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of this study was to determine the importance of environmental factors 

on business success. It was accomplished in 1963 by Iowa State Univer- . 

sity. It was generally concluded that outside factors, such as location, 

competition, etc., indirectly contribute to business failure about 45 per

cent of the time.
33Small Business Success and Failure. This analysis was completed 

by Oklahoma State University in 19 6 2. It included a state-wide survey 

of all the home furniture and appliance retailers. The purpose of the 
analysis was to determine why some furniture and appliance dealers succeed 
and others fail. It was concluded that the successful dealer: (l) starts

his firm only when it can be properly and adequately financed, (2) is care
ful in granting credit (he investigates each prospective account thor

oughly and considers credit a privilege, not a right), and (3) is skilled 
in the proper use of advertising and selection and pricing of merchandise. 

In addition, he is skilled in the selection of store location and store 

layout.
Small Business Instability and Failure.J The purpose of this study 

was to investigate the causes of retail business failure. It was made in 

1966 by the University of Alabama. It was concluded that: general econo
mic conditions, personality problems, and poor judgment caused about half 
the business failures. The committee issued several strong recommendations 

as a result of this study. They recommended that: (l) the general public 
should be made aware of the risks as well as the rewards of entering a 

small retail business, and (2) a nationwide program of study on small

■^"Case Studies in Business Success and Failure," Small Business 
Administration (Washington, D.C., 1962).

^"Small Business Instability and Failure in Alabama," Small Busi- 
ness Administration (Washington, D.C., 1966)•



retail business failure should be completed and given wide distribution.
35Small Business Patterns in Arizona. Completed in 1962 by- 

Arizona State University. The purpose of the survey was to survey the 

business patterns of 435 small firms. It was concluded that for many 
small business owners, success is limited by the following factors:

(l) lack of managerial experience, (2) under-capitalization, (3) poor 
accounting records, and (4) failure to take advantage of the experience 

of others.-— —____ ______
This chapter has highlighted the potential risks involved in oper

ating a small retail business. The record is certainly clear: a large 

number of retail firms have failed in the past and the life span for many 

has been relatively short. It is also clear that business mortality is 
a personal tragedy to the enterpreneurs who fail, and at the same time a 

source of social waste. Listed below are some of the reasons why retail 

business failure often constitutes a tragedy:

1. The owner of a business that fails suffers a loss of in

vested capital, either in whole or in part. This is always a financial 

setfack to the individual concerned. In some cases, he loses his life's 
savings.

2. Loss of capital is augmented by the losses by business 

creditors. Hence, the total capital loss is considerably greater than' 
the sum of the businessman's loss in any one year. To society as a 

whole, this reduces the total sum of investment funds available to busi
ness.

3. The individual who fails suffers a real blow to his self

esteem. The retail business he started with high expectations of success

^"Patterns of Success for Selected Small Businesses in Arizona," 
Small Business Administration (Washington, D.C., 1962).
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has "gone under." The psychological results to the individual that fails 

could be serious to his future well-being.
4. There is an elimination of firms supplying goods and 

services that a community needs and wants. In some cases, replacement 
firms may not appear for months or years. In the meantime, consumers may 

find it difficult to find the same goods and services that previously 

existed.
5. There is a decrease in tax payments to government gen

erally.
6. The number of jobs available in the community is reduced.

The businessman himself becomes jobless, and his employees, join him, at

least temporarily, in the ranks of the unemployed. The community thus 
t

suffers the loss of a business payroll.



SUMMARY

This paper has explored many important fundamentals that a pros

pective businessman should be aware of before he actually purchases a 

retail business. Listed below are some major points that have been 

covered:
1. The major advantages of owning a business are personal 

satisfaction and independence. Between 30 and 36 percent of the individ
uals entering business for themselves do so because of reasons relating 

to these advantages.
2. Minor advantages of owning a business are the opportunity 

to provide a service to others, security of employment, and protection of 

inherited business interests. However, less than five percent of self- 
employed individuals enter business for these reasons.

3. The most serious disadvantage in owning a business is the 

possibility of an individual losing the personal capital he has invested. 

Others are: increased responsibilities; withstanding adverse economic 

and other environmental situations; irregular income; long hours of hard 

work; and meeting governmental and other legal requirements.

4. Very few retail concerns seem to have the potential of 

offering even normal profits for the owner. Business profits must cover 

an owner's salary, plus a return on his invested capital. The past 
record shows that the average annual return for most retail businesses is 

less than seven percentJ

5. Expectation of profit is the major motive for an individ

ual deciding to be an enterpreneur. Surveys show that almost 44 percent 

of self-employed individuals enter business for themselves because of
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financial reasons.

6. A rating scale for evaluating an individual's personality- 

traits can be used to answer such questions as: Is he the type that could 
operate a retail firm successfully? What are his strengths and weak
nesses? Can his weaknesses be compensated for or corrected? Answers to 

these questions can help an individual decide whether he should enter 
business.

7» A very practical aid for a prospective businessman is a 

"Checklist for Starting a Business." Such a checklist can guide his 
thinking and help him to prevent serious mistakes. It reduces the chances 
of him overlooking important points about a proposed retail business.

8. Initial capital for a retail firm is needed for both 

fixed assets and working capital. Both are required to insure adequate 

funds are available to start and sustain a retail operation successfully.

9. Estimating the initial capital needs for a retail concern 

is difficult for two reasons. First, the amount of funds needed can be 
influenced by the type and size of the retail firm, whether certain assets 

will be leased or purchased, type of merchandise handled, and many other 

factors. Secondly, there is no "standard" method for estimating capital 

funds for every type of retail business.
10. One method of estimating initial capital requirements is 

to translate estimated sales data into asset requirements through the use 

of industry standard ratios. Use of this method, however, still requires 
a considerable amount of detailed planning.

11. The sources of funds available to a prospective business

man are strongly influenced by the financing "mix" desired, the type of 

retail business, requirements of lenders in making loans, and many more

i
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Influencing factors.

12. The inherent risks associated with a retail business 

limit the sources of funds that can be used by a prospective businessman. 

Consequently, the primary source of equity capital in a retail business 

must come from the personal savings of the businessman. Past studies 

indicate that between 45 and 75 percent of the initial capital investment 
for beginning retail firms come from an individual’s personal savings.

$ Capital obtained through bank loans and supplier credit is also of sub

stantial importance. Other minor sources may be equipment supplier loans, 

loans from friends and relatives, and local businessmen.

13. No decision can be realistically made about a proposed 

retail business unless a prospective businessman gathers and evaluates 

certain information concerning the firm he is considering. Most decision

making information can be categorized as market, financial, and legal.

What is revealed in an investigation of these areas may well determine 

whether the proposed firm should be considered any further by the pros

pective businessman.

14. Market information can best be obtained through a market 

analysis. Such an analysis can show what the market opportunity of the 

proposed firm may be. Its purpose is to investigate the business within 

its trade area to determine its present status, future market opportunity, 

and general direction of movement. This is accomplished by investigating 

such items as sales patterns, competition, location, population, and in

come.

15. Financial information may be obtained, if available, from 

a firm's balance sheets and income statements, federal income tax returns, 

and various external sources. The data obtained should be evaluated in as 

much detail as possible. This can be accomplished by comparative statement
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analysis, construction of ratios, and comparison of these ratios with 

those of other retail firms in like fields of endeavor. A proper analy

sis of financial information is important in determining the condition 

of a retail firm, what it may be worth, and its past profitability.

16. Legal information concerning a proposed retail firm can 

best be obtained and analyzed by a competent attorney. An attorney is 

needed to investigate such items as license requirements, liens and judg

ments against the business, bulk sales laws, local ordinances, and to 
insure business continuity. Without an attorney, a prospective business

man may entangle himself in serious legal difficulties.

17. There is no "standard" method for determining the value 
for each and every retail business. However, most valuation methods fall 

into two categories: those based on "capitalization of earnings" and

 ̂those that emphasize asset values.
18. The best valuation method appears to be the capitaliza

tion of earnings method. This method determines value based on future 

expectations of profits and estimated return on investment. It focuses 

attention on the earning power of the firm, and, therefore, indirectly 
values a firm’s tangible and intangible assets, including goodwill, if 

any exists.

19. Asset value methods, such as book value, reproduction 

value, and liquidation value, center attention more on the assets to which 
the business has claim, rather than on profit potential. Due to the many 

limitations of these methods, they should never be used alone. Their use
fulness, at best/ is as a supplement to the capitalization of earnings 

method.

20. Every year approximately 60 out of every 10,000 businesses 

fail. New firms, particularly those less than five years old, have a much 
higher failure rate than do older firms. In fact, approximately 60 percent



of the firms failing each year are less than five years old. Business 

mortality is also higher among small firms. Since 1950, over 90 percent 

of concerns failing had liabilities of less than $100,000, and 60 percent 
had liabilities of less than $25,000.

21. Of the total annual business failures each year, almost 
46 percent are retail firms.' The record also shows that only three out 

of five retail concerns survive beyond the first year, and only one in
' six reach an age of ten years.

22. The major symptoms of impending retail failure are deter
ioration of working capital position, declining sales, declining profits, 

and progressively higher debt ratios. All of these symptoms can be de-
(
tected through the use of various ratio techniques.

23. The major cause of most retail failures is poor manage

ment. This indictment of the businessman is supported by many studies 
of retail business failure.

24. Retail business failure is costly not o n l y  to the business 

man himself, but also to creditors and to the community. In this respect, 

business failure constitutes a tragedy to the nation as a whole.
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APPENDIX A
*WHY HDIVIDÜAIS ENTER BUSINESS

In 1949 the University of Mississippi conducted a study to determine 

why individuals enter business for themselves. Replies were obtained from 
250 business majors of the University of Mississippi who had been graduated 
from 1923 through 1948. Approximately one-third were business owners. This 

group stated the following reasons for entering business for themselves:
NO. STATING

REASON EACH REASON

Desire for independence; to be own b o s s ....................  20
To go into business with father............................. 11
Inherited family enterprise ................................. 3
To expand business started by brother........................  1
To locate at or near h o m e ................................... 3

Total personal and family reasons....................  38
More rapid advancement. .....................................  8
Make more money........................    7
Capitalize own experience ................................... 4
Take advantage of a good opening............................  4
Steadier and more secure..................................... 3
Unable to find position at satisfactory salary..............  2

Total economic reasons................................. 28

GRAND TOTAL....................................  66

Source: Pearce C. Kelley and Kenneth Lawyer, How to Organize and
Operate a Small Business (Englewood Cliffs, N.J.: Prentice 
Hall, Inc., p. 72.
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APPENDIX B

REASONS INDIVIDUALS ENTER BUSINESS*

The University of Oklahoma conducted a survey in 1953 to determine

the reasons why individuals enter business for themselves. The survey
encompassed 93 self-employed business college alumni. The 93 self-employed
had 145 reasons for becoming independent businessmen, as follows:

REASON NUMBER

More income, profit, opportunity, and receiving all gains ........  49
Dissatisfied with employment and lack of progress . . . . . . . . .  10
Greater security...................................................  6

Total primarily financial reasons ..........................  65

Desire for own business, independence, freedom, initiative,
challenge, prestige, applying ideas and being own boss . . .  44

Personal satisfaction, contentment, leisure, and health ........  . 8
To settle down in one place....................................... 4
To practice profession.............................................  2
Hobby interest.....................................................  1
To provide jobs for others......................................... 1

Total largely personal preferences........................... 60
To enter dad's or family business................................. l4
Depression, no jobs, fired......................................... 6

Total due to circumstances....................   20

GRAND TOTAL ...........................................  145

Operate a Small Business (Englewood Cliffs, N.J.: Prentice- 
Ball, Inc.), p. 7 3.
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APPENDIX C

SITUATIONS WHICH MAKE A BUSINESS
*INELIGIBLE FOR A SBA LOAN

The Small Business Administration cannot lend money in the following 
situations:

1. If the company can get money on reasonable terms:

a. From a financial institution.
b. By selling assets which it does not need in order to grov.

c. By the owner's using, without undue personal hardship, his 
personal credit or resources of his partners or principal stockholders.

d. By selling a portion of ownership in the company through a 
public offering or a private placing of its securities.

e. From other Government agencies which provide credit speci
fically for the applicant's type of business or for the purpose of the 
required financing.

f. From other known sources of credit.

2. If the direct or indirect purpose or result of granting a loan 
would be to:

a. Pay off a creditor or creditors of the applicant who are 
inadequately secured and in a position to sustain a loss.

b. Provide funds for distribution or payment to the owner, part
ners, or shareholders.

c. Replenish working capital funds previously used to pay the 
owner, partners, or shareholders.

3. If the applicant's purpose in applying for a loan is to effect a 
change in ownership of the business; however, under certain circumstances, 
loans may be authorized for this purpose, if the result would be to aid in 
the sound development of a small business or to keep it in operation.

4. If the loan would provide or free funds for speculation in any 
kind of property, real or personal, tangible or intangible. *

*
Source: WA Handbook of Small Business Finance," Small Business Manage 

ment Series No. 15 (Washington, D.C.: Small Business Administration, 1964), 
pp. 64-70.
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5. If the applicant is a charitable organization, social agency, 
society, or other non-profit enterprise; however, a loan may be considered 
for a cooperative if it carries on a business activity and the purpose of 
the activity is to obtain financial benefit for its members in the opera
tion of their otherwise eligible small business concerns.

6. If the purpose of the loan is to finance the construction, acquisi
tion, conversion, or operation of recreational or amusement facilities, unless 
the facilities contribute to the health or general well-being of the public.

7. If the applicant is a newspaper, magazine, radio broadcasting or 
television broadcasting company, or similar enterprise.

8. If any substantial portion (50 percent or more) of the net sales 
of the applicant is derived from the sale of alcoholic beverages.

9. If any of the gross income of the applicant (or of any of its prin
cipal owners) is derived from gambling activities.

10. If the loan is to provide funds to an enterprise primarily engaged 
in the business of lending or investments or to provide funds to any otherwise 
eligible enterprise for the purpose of financing investments not related or 
essential to the enterprise.

x 11. If the purpose of the loan is to finance the acquisition, construc
tion, improvement, or operation of real property that is, or is to be, held 
primarily for sale or investment.

12. If the effect of granting of the financial assistance will be to 
encourage monopoly or will be inconsistent with the accepted standards of the 
American system of free competitive enterprise.

13. If the loan would be used to relocate a business for other than 
sound business purposes.
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APPENDIX D

CHECKLIST FOR LOCATING A RETAIL STORE*

I. City or town
A. Economic considerations

1. Industry
a . Farming
b. Manufacturing
c. Trading

2. Trend
a. Highly satisfactory
b. Growing
c. Stationary
d. Declining

3. Permanency
a. Old and well established
b. Old and reviving
c. New and promising
d. Recent and uncertain

4. Diversification
a. Many and varied
b. Many the same
c. Few varied
d. Dependent on one industry

5. Stability
a. Constant
b. Satisfactory
c. Average
d. Subject to wide fluctuations

6. Seasonality
a. Little or no seasonal change
b. Mild seasonal change
c. Periodical— every few years
d. Highly seasonal in nature

Source: Verne A. Bunn and Curtis D. Terflinger, Buying and Selling 
a Small Business (Wichita, Kansas: Wichita State University, 1965), pp. 
99-101.

1
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7. Future

a. Most promising
b . Satisfactory
c. Uncertain
d. Poor outlook

B . Population

1. Income distribution
a. Mostly wealthy
b. Well distributed
c. Mostly middle income
d. Poor

| 2. Trend
a. Growing
b. Large and stable
c. Small and stable
d. Declining

3. Living status
a. Own homes
b. Pay substantial rent
c. Pay moderate rent
d. Pay low rent

C. Competition
1. Number of competing stores

a. Few
b . Average
c. Many
d. Too many

2. Type of management
a. Not progressive
b . AVerage
c. Above average
d. Alert and Progressive

3. Presence of chains
a. No chains
b . Few chains
c. Average number
d. Many well established

4 . ffype of competing stores
a. Unattractive
b. Average
c. Old and well established
d. Are many people buying out of community?
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D. The town as a place to live

1. Character of the city
a. Are homes neat and clean or run-down and shabby?
b. Are lawns, parks, streets, etc., neat, modern, attractive?
c. Adequate facilities available

(1) Banking
(2) Transportation
(3) Professional services
(4) Utilities

2. Facilities and climate 
. a. Schools

b. Churches
c. Amusement centers
d. Medical and dental services
e. Climate

II. The actual size 
A. Competition

1. Number of independent stores of the same kind as yours
a. Same block
b. Same side of street
c. Across street

2. Number of chain stores
a. In the same block
b. Same side of the street
c. Across the street

3. Kind of stores next door
4. Number of vacancies

a. Same side of the street
b. Across the street
c. Next door

5. Dollar sales of your nearest competitor

B. Traffic flow

1. Sex of pedestrians

2. Age of pedestrians
3. Destination of pedestrians

4. Number of passers-by

5 . Automobile traffic count
6 . Peak hours of traffic flow

7 . Percent location of site
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c.

D.

E.

F.

G.
H.

TransportatIon
1. Transfer points

2. Highway
3. Kind (bus, streetcar, auto, railroad) 
Parking facilities

1. Large and convenient
2. Large enough but not convenient

3. Convenient but too small
4. Completely inadequate 

Side of street

Plant
1 . Frontage— in feet

2 . Depth— in feet

3. Shape of building
4. Condition

5. Head— type, air conditioning
6. Light

7. Display space
8. Back entrance

9- Front entrance

1 0 . Display windows
Corner location— if not, what is it? 

Unfavorable characteristics

1. Fire hazards
2. Cemetery

3. Hospital
4. Industry

5 Relief office
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6. Undertaker

7. Vacant lot— without parking possibilities

8. Garages

9• Playground

10. Smoke, dust, odors

11. Poor sidewalks and pavement

12. Unsightly neighborhood buildings

I. Professional men in block

1. Medical doctors

2. Dentists

3. Lawyers

4. Veterinarians

5* Others

History of the site



APPENDIX E
MARKET ASPECTS TO BE INVESTIGATED*

Analysis of Sales:

1. What has been the year-to-year change in dollar sales during the 
past number of years? The length of time to use is a matter of judgment.
By converting dollar figures to yearly percentages of change and plotting 
on a graph, interpretation is much easier.

2. Using a given year in the past as a base, what has been the cumu
lative rate of change to the present? This is referred to as a base index 
and is found by dividing each successive year by the first year. As a per
centage, this shows the total change in each succeeding year to the present.

3. What has been the relative percentage change in sales for this 
kind of business during the past number of years on a national or other 
basis?

\ 4. How much of the increase or decrease in sales can be attributed
to price and how much to real sales? Consumer and wholesale price indexes 
should be checked, as well as other factors that may indicate increasing 
prices, but not increasing sales.

5. Have prices in this business increased more rapidly, less rapidly, 
or at about the same rate as for this kind of business in general? It would 
be important to know how the business compared in this respect with other 
like firms.

6. Over a period of years, what has been the change in the level of 
sales for this business as compared to all businesses of this type? Are 
sales: (a) Increasing percentagewise greater than normal? (b) Increasing 
at about the same rate? (c) Increasing less than normal? (d) Showing no 
increase at all? (e) Decreasing less than normal if such businesses are de
creasing? (f) Decreasing at about the same rate?, or (g) Decreasing greater 
than normal?

7• Can the rate of increase or decrease in sales be determined?
(a) For this business? (b) For like types of businesses? It would be of 
significance to isolate, if possible, the primaiy reasons causing changes 
in the volume structure.

8. Has the rate of change in sales been greater more recently? Are 
sales increasing more rapidly now than a year or two ago? Are sales increas
ing less rapidly now? If sales are decreasing, has the rate of decrease 
increases or lessened?

*
Source: Verne A. Bunn, and Curtis D. Terflinger, Buying and Selling a 

Small Business (Wichita, Kansas: Wichita State University, 19S5), pp. 92-107.
93
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9. On a seasonal basis, where is the business at this time? Is this 
the low point for sales normally for this kind of business? Is this the 
high point? Somewhere in between? Is seasonal variation sufficiently minor 
as to have little or no significance? Do the seasonal variations occur with 
any predictable frequency?

10. On a monthly basis, what percentage of the year's business is done 
each month? On an average over the past several years? If there has been 
considerable variation, the causes should be identified, if possible.

11. Does there appear to be any definite change in the seasonal pattern 
of sales? If so, what appears to be causing these changes? Changes in con
sumer buying habits, the pressure of increased competition, governmental 
regulations, and the like, over time create changes that may well affect the 
future short-term sales cycle of the business.

12. If a change in the seasonal pattern is occurring, is this tending 
to increase sales or merely shift the volume from one month to the next?

13. If the business is influenced by cyclical fluctuations, at what 
stage in the cycle is the business? While cyclical fluctuations may be the 
result of broad economic circumstances, the intermediate effect may be felt 
by a given business not in proportion to normal economic indicators.

14. If cyclical changes have any effect on this kind of business, what 
is the nature of such fluctuations? How often do they occur? With what fre
quency? Intensity?

15. Have sales of this business in the past tended to show the effect
of cyclical fluctuations? To what extent? Intensity? A businessman should 
be concerned with whether the effect of cyclical changes are tending to exert 
a greater or lesser influence on the business. From the standpoint of inter- 
mediate-range planning and forecasting, this might give some indication of what 
could be expected;----

16. What is the ratio of operating expenses to sales on the basis of 
the most recently obtainable operating statement? These costs, compared to 
known ratios or averages of other like kinds of businesses, should give an 
indication of the efficiency of operating costs.

17. What has been the year-to-year and average ratio of operating expenses 
to sales for the past number of years? Have operating expenses tended to in
crease, decrease, or remain about the same in relation to sales? Has the rela
tive change in operating expenses been about equal to, greater than, or less 
than the relative change in sales? On a base index basis, what has been the 
change in the pattern of operating expenses over the past number of years?

18. Are selling costs (sales salaries, advertising, delivery) increasing, 
decreasing, or remaining the same in relation to sales? If selling costs are 
increasing at a rate greater than the rate of sales increase, this would indi
cate that each dollar expended in selling effort is bringing in a smaller 
return. '

19. What is the ratio of net sales to gross sales and what has been the 
trend of this ratio over the past number of years? An increase in the difference
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between net and gross sales may indicate certain internal weaknesses within 
the business.

20. What are the reasons for customer returns and allowances and what 
action is being taken to reduce them?

21. What has been the pattern in the value of the average transaction 
over the past number of years? The size of the average sale may indicate 
more than is readily ascertainable through dollar sales alone. Sales may be 
stationary, but the number of transactions may increase or decrease, thus 
changing the value of the average sale. The ideal to be sought is an in
crease in the value of the transactions and an increase in the number of 
transactions.

22. How does the average transaction in this business compare in value 
and number for this type of business throughout the industry or market area? 
This gives a standard of comparison of how well the business has been able to 
realize an average sale in terms of what it would be normal to expect.

23« What are the current sales per square foot of floor space for the 
business? What has been the trend in sales per square footage for the past 
number of years ? How does this compare to known averages or ratios for other 
businesses of this type? The purpose is to estimate the efficiency of utili
zation of space for sales purposes.

Analysis of Competition^:

1. How many competitive businesses are there within the market area
of this business? Where are they located? What can be found out about them? 
From whom? Market area in this sense is defined as meaning the trade area in 
which the business operates. In retail business as the trade area is usually 
narrowly defined.

2. How many competitive businesses have ceased operation or have moved 
out of the market area (within the past year)? An attempt should be made to 
ascertain why there has been a decline in the number of competitors. If the 
decline has been significant, it may indicate an overabundance of businesses 
of a given type without sufficient supporting volume.

3. How many new competitive businesses have started up in this market 
area (within the past year)? Is this increase in competition more than should 
normally be expected? What circumstances have been responsible for the 
increase in competition? Can the market support all of these businesses?

k . What is the total known or estimated volume of competitive business 
within the market area? This should give a cross-check on the volume of 
business. By determining first the total sales estimate for the market, less 
that derived by the business, there is a reasonably accurate estimate of the 
volume being realized by competition. Unless the total propensity of the 
market is growing in relation to new competitive entries in the market, the 
net result is a proportionately smaller share of the market being realized by 
each competitor within the market.

5. What is the nature of the sales effort of competition? How does 
competition advertise, promote? What advertising media are used? To what
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extent? What is the quality of competitor sales force? Is it possible to 
improve on the sales-ability of competition and thus draw business?

6. What is the total footage of all competitive businesses within 
the market area? By approximating or ascertaining the total gross footage 
and total estimated volume, it is possible to derive an overall sales per 
square foot average to compare with this business.

J. What is the general physical appearance of competitive establish
ments in the market area? A generally high level of overall appearance gives 
some indication of the extent of competitive aggressiveness.

8. What other competitive businesses are known to be for sale within 
the market area? If general business conditions are such that other competi-
ftors are seeking to get out of the market, this should be known to a prospec
tive buyer. It may act to signify the desirability of not entering business 
in the area. On the other hand, a lessening of competition engenders to the 
business in question a larger volume potential.

9. What other kinds of businesses are in indirect competition— that 
;is, dead at least to some extent in the kinds of goods or services of the
business being considered?

10. Is it possible to rate competitive businesses from the strongest 
to the weakest? What characteristics of the stronger element of competition 
should be studied with the intent of improving the business being studied? 
What are the weaknesses of competition on which a businessman might be able 
to capitalize?

11. What kinds of services to customers are competitors offering that 
this business does not? Customer services offered may become a dominant 
force in attracting and holding customers. Services offered to customers by 
competition should be investigated carefully to determine the effect these 
have on attracting sales volume.

12. What are the general pricing policies of competition? This would 
necessitate an actual price comparison of specific products or services 
between this business and competition. The concern should be with general 
price levels rather than with specific items, since the purpose would be to 
draw a generalized evaluation between this business and competition.

13. How influential has competition been in enlarging the market for 
this kind of business? In total, competition, through promotion and sales 
effort, must be able to enlarge market capacity for a product by type or 
class.

14. How does competition compare to this business on the amount that
is apparently spent in sales effort to achieve a volume of sales? The nature 
and extent of advertising and promotion is often a strong indicator of the 
competitive intensiveness of business within a market. As the market becomes 
more competitive, sales effort costs have a tendency to rise as a percentage 
of sales.

15. Is there evidence of concerted or cooperative effort on the part 
of competition to increase the total market? Through trade associations?
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Joint promotional programs? What appears to be the effectiveness of such 
effort?

Analysis of Location:

1. Is there any possibility that the status of this location will be 
changed in the foreseeable future? As an example, urban renewal programs 
are having a direct effect on location of businesses as well as residential 
dwellings. A buyer should look carefully into the possibility of the area’s 
becoming a target for urban development which could necessitate vacating the 
premises. He should also investigate other forms of development causing 
possible land condemnation or change of status— highways, flood control pro
jects, military defense uses, rezoning, and the like.

2. Does the location offer an opportunity for enlargement or expan
sion? Expansion as the business might grow should be anticipated. Too small 
a facility with little chance of enlarging may handicap the business from 
realizing full sales potential and could result in the necessity of seeking 
other facilities at a later date.

i 3- What factors should be examined in determining the desirability of
the location in buying a business? The outline in Appendix C should be 
referred to for factors considered essential in locating a retail store.

Analysis of Sales Effort: 1

1. How much was spent for advertising during the past year? How much 
per year for the past (10) years? These figures should be reduced to per
centages to compare the results of sales effort over time.

2. How do advertising expenditures break down by the kinds of media
used?

3. What changes have been occurring in the use of advertising media?
Is the business relying more on one form of advertising than in the past?
If so, why the change?

4. How does the cycle of advertising vary in relation to seasonal 
sales fluctuations? As sales increase do advertising costs increase in about 
the same proportion? What is the pattern? Generally speaking, dollar adver
tising expenditures rise as volume rises. As sales fall, the opposite occurs. 
There is often the tendency to spend too much or too little relative to normal 
seasonal changes.’

5. If advertising and promotional allowances are available from ven
dors or sources of supply, is the business taking advantage of these allow
ances? What kinds of advertising and promotional allowances are available? 
Promotional allowances, if used objectively, make it possible to do more 
advertising with less money.

6. Is the company taking advantage of other available promotional 
services, such as newspaper mats, etc.? The utilization of all advertising 
and promotional "helps" should be analyzed.
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7. In relation to sales, what was the percent of advertising expense 
for last year? For the past (10) years? Is this increasing? Decreasing?

8. How do advertising and promotional costs of this business compare 
to typical or average figures for this kind of business? Higher? Lower? 
About the same? Figures are available through trade sources, reporting 
agencies, and the like which will aid in giving a standard of comparison.

9. Are other forms of promotion being utilized effectively? Window 
display? Interior layout and display?

10. Is the company capitalizing on all special promotional events per
tinent to the business?

11. What has been the percent of selling payroll costs for the past 
(10) years? What has been the trend? Are selling costs increasing, decreas
ing, remaining about the same? The comparison should be made of the absolute 
and relative change in selling costs singly, in comparison to the change in 
sales, and in comparison to standards and averages for this kind of business 
with others.

12. What is the quality of the selling of this business through such 
factors as training, sales attitude, methods of compensation, and the like?

Analysis of Population: 1 2 * 4 5

1. What has been the change in total population in the market area 
over the past (10) years? A comparison of census figures would show these 
changes. Many city and county governmental units compile population figures 
on various geographical bases. Sales Management's "Survey of Buying Power," 
published annually in May, gives detailed figures on population and income 
by states, counties, and larger towns and cities.

2. What has been the rate of population change on a percentage basis? 
What has been the annual rate of change in population in this market area?

3« What is the size of the average family? Has this size been in
creasing or decreasing? In many classes of consumer goods, the size of the 
average family unit may be more important than total population. Increase 
in the size of the family unit has had a profound effect on a great many 
classes of consumer goods— from station wagons to outdoor gym sets.

4. What is the population in this market measured on a family unit 
basis? Question 3 is directed to the changing nature or size of the family 
unit. Concern here is with the rate of change in family units. It is possi
ble that the rate of change in family units will not be exactly the same as 
the change in total population if the size of the average family unit is 
changing.

5. What is the current distribution of population by age groups in 
the market? How has the distribution changed in the past (lO) years? The 
question needs to be asked as to whether the business is getting a reasonable 
share of the market where population is concerned and whether the business
is alert to these changing patterns and is taking advantage of them.
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6. What percent of the population in this market can be classified 

as urban, suburban, rural? How has this changed over the past (10) years? 
Changing living patterns and habits result in changing demand patterns for 
various types of goods and services. Where population shifts are changing 
the fact of the market, the businessman must attempt to determine how much 
effect this is likely to have on his operation.

7. What percent of the total families in this market are comprised 
of one person? Two? Three? Four? More? The breakdown of family units 
by number of persons in the family would be of value to a business which is 
generating income depending on family size.

8. What percent of the total population or family units represents 
potential for this kind of business. An analysis of the strata of the 
market for specialized goods and services might be the key to determining 
the future of the business.

9. Is the change in total population over the past (10) years: 
Increasing at an increasing rate? Increasing at a decreasing rate? Showing 
no change? Decreasing at a decreasing rate? Decreasing at an increasing 
rate? It is not enough to determine the rate of population change over a 
period of time. The relative rate of such change should also be analyzed. 
Analysis of vital statistics of the market (births over deaths) would be 
advisable.

10. What is the level of education in the market? Is it increasing? 
What is the rate of increase? What is the level of education by age groups 
in the adult population? Education of the male population? The female? 
Generally, the higher the education level, the higher the income is likely 
to be, with correspondingly greater capacity for goods and services. Trends 
in the level of education may give an indication of future potential.

Analysis of Income:

1. What is the total spendable income within the market area? What 
is the average per capita income? Average per family income? Sales Manage
ment 1s "Survey of Buying Power" reports annually figures on income and income 
distribution by groups by states, counties, and cities.

2. What has been the rate of change in income (per capita, per family) 
over the past (10) years on both a percentage and a base index basis? What 
has been the relative rate of change?

3. How does the rate of change in income compare with changes on a 
national basis or in like or similar markets?

4. What is the distribution of income and purchasing power by income 
class in the market? A frequency distribution such as this might be estab
lished:

Distribution $ Income # Purchasing Power

' 0-$ 2 ,499
$ 2,50043,999 
$ 4,000-$6,999 
f  7,000-$9,999
$10,000 and Over

1 '
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5* How has the distribution of income and purchasing power by income 
classes changed over the past (10) years? Generally speaking, the lower and 
higher income groups have decreased while the other groups have increased. 
This should be reduced to percentages and relative rates of change.

6. What are the types of employment and the percentage of the working 
force under each class? The U.S. Department of Labor has established employ
ment classifications that make it possible to categorize forms of employment 
on a uniform basis. The concern here is with change over time as it is 
reflected in these employment classes.

7. Have there been any significant changes in the forms of employment 
affecting the population in this market over the past (l0) years? What 
possible changes in industry and employment are foreseeable as they would 
affect this market?

8. What is the current level of unemployment in this market area? Is 
unemployment increasing? Decreasing? Showing no appreciable change? Know
ledge of unemployment would be important due to the effect it has on purchas
ing power.

9* How much do consumers typically spend for various classes of goods 
and services in this kind of a market?
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