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SCORE, an acronym for Service Corps of Retired
Execulives, is an independent, voluntary, nanprofit
association. Although SCORE is sponsored by, and
receives financial aid from, the U.S. Small Business
Administcation {SBAJ), it is net a constitoent of that or
any other government agency.

The primary parpose of SCORE is to render a communily
service by providing, withoul charge, the expen
assistance of its volunteer counselars (o small businesses.
Ceunselors receive ne pay for their services.

SCORE began in 1963 when certain groups of retired
petsons, almost spontancously, began offering assistance
to owners and operators of small businesses in various
localities, such as Wercester, Massachusetts; Wilmington,
Diclaware, and 51, Louis, Missouri. Later in the year, the
SBA began 1o use these volunigers 1w supplement i1s own
small business assistance programs and 10 recruit more
volunteers for that purpose.

The respanse was 50 enthusiastic, and the potentiad of
these volunieers so enormous, thal the SBA began (o
organize local SCORE chapters and administer the
program. Today, there are more than 400 SCORE

INTRODUCTION

chapters in the United States and more than 12,000
volunieers.

While i15 counselors derive remendons personal
gratification from assisting small businesses, SCORE
exists solety for the bencfit of the small business
community, For anyone in, or considering entering into, a
small business, SCORE offers many services. These
services include private, individual, confidential
counseling; training through specialized seminars,
workshops and conferences; informaton from books,
pamphlets and SBA publications; and advice on how to
approach regulatory organizations, local authorities,
lawyers, accountants, town officials, etc. Also, 5CORE
cooperates chosely with other volunizer organizations,
govemmeni agencies, chambers of commerce, colleges
and universities, and other nonpolitical civic associations
to enhance the quality of life for the entire community.

To locate the nearest SCORE chapter, call your area SBA
office. The number is found in the blue pages under “U.S.
Government.” You ¢an also call SBA's Answer Desk at
1-800-TJ-ASK-SBA,

In this final decade of the 20th century, small business
owners conbnue to demonstrate their extraordinary
capacity 1o mobilize resources and generate new jobs.
There are more than 20 million small businesses in the
United States, and each year nearly a quarter of a million
new ones are started. Small business emplays six oul of
every ten people, accounts for the majority of new jobs, is
mare flexible than big business in responding to shifting
markets and is able 1o bring new products and services 10
market much faster than larger companics,

Realizing that small business is the backbone of this
country's competitive free enterprise system, Congress, in
1953, created the U.S. Small Business Administration,
SBA defines a small business as one independently owned
and operated, and not dominant in its field. SCORE is part
of tha §BA’s business development program.

To start a new business and remain in business profitably,
one must be able to adapt to changes in the populaticn,
work force and technology, and to the demands of a
global marketplace. To address these changing
conditions, sound management and organizational

praciices are more important than ever before. The
necessity of increasing productivity of emplayees, the
difficulties in recruiting qualified workers from a
shrinking laber force and the importance of devising ways
i0 meet workers’ benefits will challenge managers of all
small businesses.

America’s future depends on the continued emergence of
successiul small businesses. To be successtul, those who

start a new business must be prepared. It is the purpose of
this Hardbook for Small Business to provide information

in the simplest terms to help new and existing businesses

10 be successful, The mission of SCORE is 1o help people
get into business, stay in business and make a profit,

More detailed information on the varions faceis of
operating a business 1s available. Much is contained in the
publications and video/audiotapes listed in the SBA
booklel, The Resource Directory for Small Business-
Management, available from SCORE or the SBA.

Handbaok for Small Business is designed as an extension
of the SCORE concept ol service to the small business
community. It is a comprehensive presentation of general
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informnation. To a considerable extent, its contents reflect
the personal and practical experience, which is the
hallmark of the SCORE coimseling procedure.

Handbook for Small Business is nat olfered as a substitute
for in-person counseling, but rather as an enhancement of
counseling. It is published with the understanding that the
publisher is not engaged in rendering legal, accounting or
other professional service,

STARTING A BUSINESS

Althcugh this publication has been prepared by
competent, knowledgeable and experienced contributers,
it should not be nsed as a substite for professional or
other authentic sources in specific situations. As pointed
out repeatedly in the book, kegal or other expert assistance
should be sought when required.

Some of the reasons people stant new businesses are
» For financial independance
* To be pne's own boss
s Fer creative freedom
* To ully use one’s skills

» To be free of ather people's policies and
procedures

» Far personal recognition
Perhaps the most important reason is to make a profi,

Whatcver the business, to be successiul there must be a
need for the particular products or services offered. To
determing if your intended business will fill a need, you
must first address the who, what, why, where, when and
how of your proposed venture. The following questions
will help you: -

o s the business practical?
« What is the competition?
* What is the marke( for my product or service?

* Whal is the advantage of my business over
existing similar businesses?

* Can ] fumnish a higher quality produce?

+ Can a demand be created for my product or
service?

* What price will I charge, and how will [
determine the best price?

* Am ] prepared?

+ Do lknow where I can get help and information?
+ Whatis an accurate description of the business?
* Where will [ locate and why?

* (Can I get an affordable lease at the best location?

= Are there zoning o fire regulations or other
restrictions that must be considered when
choosing a location and opening the businegss?

« Will I need a permit or license?

* What will be the legal swucture of the business?
* What will the business be named?

* What equipment and supplies will [ need?

« What insurance will I need?

* What skills or experience do I have?

* What are my financial resources?

* What finances are nec¢essary to start and maintain
the business?

¢ How will | compensate myself?
* How will the bosiness be managed day (o day?

* How will I identify customers and how will T
reach them?

* How will I hire and pay employees?
* How will I best serve the needs of my cosiomers?

Because going inwo business is a risk, careful preparation
is essential. A business plan is critical o determining if the
risk of entering into a business is worth aking. Various
chapters of this Handboek discuss preparation in much
grealer detail. Once the decision has been made o open
the business, the remaining steps are quite simple.

If the business is to be operated as a sole proprietorship,
and you use your namc, it is usually unnecessary 1o
register the busincss with your city, town or siate. {See
“INaming a Business,” page 3.) If you do not nse your
own name, the business may need to be regisiered with
the municipal or town clerk. Partnerships must be
registered locally and corporations with the state.
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If you are 1o have employees, or will be a partnership or
corporation, you must obtain a business identification
number from the Internal Revenue Service (IRS} by filing
Form 55-4. Also, all businesses that have employees must

register with their stale division of employment and
training, and most pay unemployment insurance taxes o
the state as well as to the federal government.

NAMING A BUSINESS

Every business needs a name. Because a name is an
important asset 1 a business, it should be selected
carefully.

Before choosing a name, it is advisable to look at the
types of names in use by businesses similar to youwrs. To
prevent choosing a name already in use, check lists of
business names available in ielephone books, libraries,
city and town halls, and trade journals. Names of
corporatiens can alse be checked at the corporate division
of the office of the Secretary of State, To guarantee
availability of your intended corporate name, contact your
state's corporate division for an application and fee
details.

There are different catzgories of business names,

» Trade names usually identify a company, for
example “Coca Cola Company ” Any type of
business may call itself 2 company.

* Trademarks are any words, names, symbols or
devices, or any combination of these, used 1o
identify the goods of a business and to distinguish
these goods from the goods of others. The word
“Kleenex" is a trademark, as are *Coca Cola™ and
“SCORE.”

» Service marks are used to identify and distinguish
a business that provides services rather than

LEGAL STRUCTURE OF A BUSINESS

goods. "Greyhound” is a service mark for
frangportation services.

After chogsing 2 name, you may have 10 file
organizational forms with the Secretary of State, or filea
business certificatt with the municipal clerk at the own
hall in which your business is located. This certificate is
called a “dba,” which means “deing business as.” You
may need Lo file a dba if you conduct business under any
title other than the real name of the person, corperation or
limited partnership. Corporations, limited partnerships and
business trusts must be filed with the Secretary of State.
Business trusts may need to be filed with 4 local
government office.

A service mark or a trademark can be registered with the
Secretary of State and the federal governmeni, although
neither registration is reqnired. Trademarks are protected
under common law. However, by registering your mark,
you do gain certain exclusive ownership under statutory
law. State registration is usualiy processed within several
days. Federal registration may takc several months.
Registering with the state protects your mark during the
federal application period. In some stales, a mark must be
in use before it can be ragistered. Details and forms for
regisiering a trademark can be obtained by writing 10 your
Secretary of State.

Before you open a business, you must select the legal
smucture that will best snit your needs and those of your
particular business. There are three principal types of
business structure: the proprietorship, the partnership and
the carporation, Each has its advantages and
disadvantages, which will be reviewed.

Sole Proprietorship

The sole proprietorship is usually defined as a business
owned and operated by one person. To establish this form
of business, one need only obtain the required license or

permit and begin operations. This is the most cornmon
form of small business organization.

Advaniages

Ease of Formation. A sole proprictorship is the easicst
and least expensive form of a smali business to begin, as
well the cne with the fewest legal restrictions. No
government approval is needed to begin operation. If the
business is in yoor own name, just open the door and
start. If you have employees, the business must be
registered with the federal government on Form S54.

[1.5. Small Businass Administration




State and local government registration may alsc be
necessary.

Sofe Ownership, The proprietor shares the profils with no
one, and the decision making is vested in one person.

Ceontrol. The sole proprictor is in complele conirol of his
or her business.

Flexibiliry. Management can quickly respond 10 the needs
of the business and can make the day-to-day decisions so
often critical w0 a new business's success.

Freedom from Government Conirol. There are no gpecial
taxes for this form of business, including no state or
federal taxes. Profits become the owner's personal
income and are laxed as such.

Disadvantagas

Unlimited Liabiifty. The sole proprietor is responsibie for
the full amount of business debts. These could exceed the
proprietor’s tolal mvestment. Be aware that this liability
extends to all the proprietor's assels, mcluding has or her
home,

Less Available Capital. Capital is limited (o the awner's
personal assets and Lhe funds the owner can borrow,
Hence, this form of business ordinarnily has less capital
available than the other forms. Alse, it is usually more
difficult for a sole proprietor to bomrow money for the
busingss,

Unstable Business Life. The bnsiness may be crippled or
termninated upon the illness or death of the owner.

Expertence Limiration. Single owners operating with no
or few emplovees are often limiled in experience and
viewpoinl compared to those in the other forms of
business,

Limited Business Deductions. Cemnain types of business
deductions are not available 1o the sole proprietor. Thase
include workers' compensation insurance and a pertion of
personal health and injury insurance.

Partnership

A partsership is an asseciation of two or more people as
co-owners of a business for profit

Although not required by law, wricen articles of
partnership are customary and highly recommended,
These articles of agreement state the financial, material
and managerial contributions 1o the business by each
owner, The articles should clzarly spell out the role of

cach parmer and the share of the profits each will receive.
There shouold be provisions in the articles both for
dissolving the partnership and for buying out one or more
of the partners.

Partnerships may also be forimed as limited partnerships,
in which the limited partner risks only an agreed-upon
investment in the buginass, The liability of limited
partners is resmricted as long as they do not pamicipate in
the management of the business.

The services of an anomey who specializes in drawing up
anticles of parmership i essential to stan this form of
business.

Advaniages .

Ease of Formation. While hardly as easy 1o form as a
preprietorship, 2 partnership is easier and less costly o
form than 2 corporation.

Flexibility. The partnership is more flexible than a
corporation, but less flexible than a proprietorship.

Dyrect Rewards, The pannership pays no fedetal or state
taxes, The rewards or profits from the business come
directiy 10 the partners,

Financing. Capital is easier to obtain for a partnership
than for a proprietorship. There is more than one owner to
draw upon for funds.

Freedom from Governmen: Control. There are no special
laxes on a partnership and, like a proprietorship, it pays
no state or federal income taxes. The partners pay
personal taxes on the profits.

Skills and Experience. The skills and experience of all
partners are available 1o assist in decision making.

Disadvantages

Unlimited Liability. Each general pariner is liable for the
business debts incurred by the other(s) and by the
business in general.

Unsiable Busiress Life. Upon death of one partner, the
partnership terminates. Rights of survival exist, so
buy-cut ternns must be stated in a writlen agreement,

Long-Term Financing. Parinerships cannot oblain
long-term or, for that mater, shori-term financing as
readily as can a corporation.

Disposat of Interest. [Lis ofien dilficult to dispose of a
partner's interest in the business. As indicated above,
partnership articles should contain a buy-out agreement.
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Corporation

A corporation is a legal entity distinet from the
individuals who own it. It is the most camplex of the
three forms of business.

A corporation can only be formed by authority of a state
government. Check with your attormey or your state’s
agency that supervises corparations for details of
registering your business and information on the laws
affecting corporations.

As soon as you are notified that your organizalion has
been approved, you must file for a federal identification
number using IRS Form $5-4. As noted earlier, check
intg licenses and permils before doing business,

Advantages

Separate Legal Existence. The corporation is distinct
from the individoals who own it

Limited Liabitity. Individual sharcholders are not liable
for debis of the corporation.

Ownership Readily Transferable. Owners invest in shares
of the business, which can be bought and sold.

Stable and Relatively Permanent. Death of a shareholder
does not end the business.

Relatively Easy to Secure Funds. The foundation of
investors’ stock purchases gives confidence o lenders of
the corporation’s stability.

Delegated Authority of Management. A board of directors
and officers give structure to decision making.

Skiils and Expertise Available from Many. Boards of
directors usually are made up of members with a wide
variety of perspectives, in addition to their interest in the
specific corporation.

Disadvantages

Extensive Government Regulation. Corporalions must be
registered with siale government and are subject 10 more
exlensive regularion by local and federal govemment than
are solely owned businesses or parinerships,

Complicated Tax Reporting. Taxation of corporations 18
totally different from taxation of individuals, A
corporation's dividends affect tax returns of individual
sharchalders,

Daouble Taxation, Profits are subject to corporate tax and,
if distributed to the stockhalders, are (axable as personal
income.

Limited inceniive. If management does not share in the
profits, there is usually less incentive.

Expensive to Form and Maintain. Forming a corporation
usually requires professional help (o draft Articles of
Incorporation and other documents, and on tax and legal
matters throughout the corporation’s exisience.

Excise Tax Paid Each Year. Various taxes are imposad on
corperations by all levels of government that are not
impased on solely owned businesses or partnerships.
Taxes, other than faderal, vary by locality.

“Subchapter S” Corporations

One form of corporate structure, known as a “'Subchapter
5" corporation, allows small business corporations to
have their income taxed 1 the shareholders as if the
corporation were a partmership. Using this structure, the
company can overcome the double taxation feature of the
regular or “C” corporation, yet still reiain the other
benefits. An “5” corporation also permits business losses
1o be passed on to shareholders.

To form an "5 corparation, the company must have no
more than 35 siockholders, all of whom are individuals or
estates {no corporations or other entities), are residents of
the United States, and must derive a specified amount of
its income from active business, There is alse a restriction
on the amoum of business an 8" corperation can do; at
present, that figure is 335 million.

To sumnarize, in choosing a legal stucture for a
business, one must consider the following:

* What is the risk and what is the amount of the
investors' liability for debts and taxes?

» How will the continuity of the business be
handled if something bappens o one of the
principals?

+ Whatis the influence of applicable laws?

& (Cgn you auract capital?

» What are the costs of stariing and running the
business under the differen! structures?

» (Can you afford the extra record keeping and.
reporting required by some stuclures?

s What legal structure best serves the purposc and
poals of the business?

o What legal structure ensures the maximum
adaptability of administration?

Professicnal advice is often needed 1o sclect the legal
structure for a business, However, one can always start a
business as a sole praprietor and incorporate at a later date.
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LICENSES AND PERMITS

Once vou have determined the purpose, type, name and
struciure of your business, you must find cut if a license
or permit is required. Many businesses require one or the
other. To operate without one may be illegal.

A license is a privilege granted by a legislative body a1 its
discretion. A permit is a right thal anyone can obtain if
the requirements of the granting agency are met. Licenses
and permils may be granted at the town, city, county or
sid1e level. Table 1 lists departments that issue licenses or
permits at the local level.

Table 1 - Licensa or permit issuing bodies

De¢partment Authority

Building Constroction, renavations,
zoning, signs

Health Food handling, rest rooms,
sewer connections, seplic
Systems

Council Licenses and permits

Town Clerk Business cenificates

Police Alarm and business
regisirations

Fire Safety inspections, alarm
registrations

Weights and Measures Weighing and measuring,
packaging and labeling

Conscrvation Commission  Wetland alierations,
building and activity near
wetlands

Historic Signs, building and home
alterations, business
activities

Exhibits 1 and 2 list types of businesses, trades and
professiens that often require a license, permit or
registration. These lists may not be complete. Check with
your attorney or local government for requirements in
yOur area.

Exhibit 1 - Businesses Frequently Requiring a
License or Permit

Alcchol—szales and distriburion
Amusement parks, camnival rides, music, dancing
Appilizance testing labs

Asbestos abatement

Auio body repair

Auio sales—new and used

Child day care centars
Cigarcties—wholesale and retail
Collection agencies and finance companies
Concrete echnicians—testing labs

Dairies, milk dealers and plants

Dancing schools

Delzctive agencies

Diesel fuel mucks

Elevators and operators, escalalors
Employment agencies

Engine fuel and lubricants

Engineering and retaied fields
Entertainment

Firearms, sale

Fishing, hunting, trapping

Food or beverage service, sale or preparation
Fortune wllers

Hawkers and peddlers—balloons, souvenirs, arts and
crafts, flowers, auctioneers

Hazardous chemicals or flammables
Insurance agenis, adjusters, brokers, advisors
Junk dealers

Lodging—hotels, matels, inms, bed and breakfasts,
guesthouses

Motion picture operators

Motor vehicle appraisers

Notaries public, justices of the peace

Nursing homes

Outdoor adverlising

Painters, riggers

Pet shops, riding schools, cattle dealers, stables, riding
instructors, guard and hearing dog businesses
Restricted pesticide dealers and applicarors

Salid fuel burning, construction supervision
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Exhibit 2 - Protessions and Tradas Frequently Requiring a License or Registration

Allied healch professions
Architects

Adhlelic trainers

Allorneys

Aundiclogy

Barbers

Chiropraciors

Cosmetologists

Dental examiners

Dispensing opticians

Drinking water supply facility operaiors
Electiricians

Electrolysis

Embalming and funeral directing
Engineers

Extenminators (Insect)
Hairdressers

Healih officers, certified

Land survevors

Landscape architects
Nursing

Ocoupational therapists
Cplometry

Pharmacy

Physical therapists
Physicians

Plumbing and gas fitting
Podialry

Public accounting
Psychology

Radio technicians

Real estate brokerage
Real estate sales
Respiratory care therapy
Sanitarians

Social workers

Speech pathology
Television technicians
Veterinary medicine

There are “blue laws™ in many states: these pertain mostly
10 doing business on Sundays and holidays. Check with
your police depariment for restrictions that apply to your
arca.

MANAGING A BUSINESS

One cautionary note: H you are buying a business or
leasing a location, do not Lake the word of the seller or
landlord that certain licenses or permits £xist or can he
grandfathered. Check it cutl yourself.

Business is an economic institution whose goal is
economic survival and whose activities are dominated by
the prefit mative. Its primary purpose is 1o create and
satisfy a customer and make a profit. To achieve Lhis
purpose, business mustbe skillfully managed.

Management is defined as the art of conducting and
suparvising a business or as using judgment in busingss
affairs. A manager is one who actively direcis, controls
and manipulates his or her business environment in 3
manner that takes account of the risks involved in order 1o
reailze monetary 2ain.

Successful business leaders have stressed that good
management skills, whether in a large corparation or in a
one-person business, are vilal 10 the success of a business.
Many small business people may be pood at launching
thelr venture, but weak in managing the development and
later stages of the businass. Here are ways to strengthen
management skills.

Management by Objectives

Objectives are fundamental w the operation of a business.
An objective is a wriiten statement of results 1o be
achieved, defining specific outcomes and establishing
performance levels for the business, ies manager and its
employeas. Ohjectives must be set for both the short and
long range. They must be reasonahle, attainable,
measurable, detailed and time specific. They should be
commitments, not faces; directions, not fate, An objective
must have a means and a plan of accomplishment.

An example of an objective might be “t¢ increase my
business from $24 000 o $36,000 in the next 12 months.”
Another might be “to prepare, have printed and distribue
1,000 flyers to shoppers in the local mall, all within lwo
months.” Others might be “1o hire and train a new sales
clerk before the end of the fiscal year™ or “10 telephone
each account receivable at the end of each momth and 1o
personally visit accounts that arc more than siz weeks
delinquent.”

U.S. Small Business Administration




Chjectives should be written for every phase of a
business, such as sales, sarvice, bookkeeping, advertising,
employee relations and marketing. Note that ohjectives
should be writien and reviewed frequently,

Keeping Records

Know your fignres and keep them up to date. Doing this
is the only way you will know how the business is faring
cn a daily, weekly and monthly basis. Stationery and
other stores have simplified bookkeeping systems
available, or you can engage the services of an accountant
or hookkeeper. Accurate racords are needed by business
owhers and managers not otly to make informed
decisions, but alse te support reporis required by federal,
state and local govemment agencies. (See the section cn
record keeping below,)

Reviewing Records

Keeping adequate, accurate records of your business
permits you to use them in the daily management of the
operation, Af the end of each month you should compare
the actual profit and loss and cash flow statements with
the goals identified in your business plan. This way you
can see your progress and take the proper actien. You
should not only review the financial area, but afso
evaluate marketing, sales, advertising and other
operational goals,

Taking Action

Do not procrastinate! If something is not working as you
planned, do something about it—now! Don’t become
paralyzed by inaction. Every well-developed business
plan should detail how the following will be
accomplished:

* Deciding—Determining what must be done.

* Plarning and scheduling—Setting time tables.
* Performing—Following through on decisions.
¢ Controlling—Monitoring events as they occur,

* Coordinating—Ensuring that each objective is in
harmony and not at odds with the others.

» Recording and documenting—ieeping accurae
and complets records.

* Analyzing and evaluating—Studying records.

Getting Help

Bullding a Wark Force

As your business grows there wiil be a need 1o build the
organization. Some find it ¢asier o tum to relatives or
friends for hetp without considering their work
experience and knowledge. Thiz can be a mistake.
Carcfully consider the requirements of the job and the
qualifications of cach candidate before hiring the person,
Alsa consider honesty, reliability, education, personality
and communicarion skills.

Professlonal Help

Ome does not have to hire full-time professional help 1o
Eel certain expertise, such as that of a lawyer, banker or
accountant. SCORE counselors are also available for
businass advice, Using these resources may make it easier
for you 10 plan and execute your goals,

Essential Management Practices

The following are practices thal are essential lor a
successful business.

= Have a written business plan thar seis the
objectives you want to achieve in the next year
and the next five years.

» Analyze progress with hard numbers,

s Know your break-even point and when you are on
1arget in reaching it.

¢ Have your accountany/bookkeeper prepare and
thoroughty explain financial reports, such as
profit and loss staternents, balance sheets and
cash flow sheets, in addition to those related o
your 1ax returns,

+ Even though your objective may not be to secure
a loan, talk to your banker abou? your business.
Know your numbers.

* Know exactly how much it costs you Lo make a
sale, perfortn a service, hake a repair, etg.

+ Know how much inventory is on hand. Inventory
is money. Old and obselete inventory can
paralyze your business.

+ Solicit regular feedback from customners and
make changes based on their suggestions.

+ Join a trade association for you industry.

» Read the same publications that your competitars
and customers read,
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» Constanty scrutinize your competitors’
advertisements and read their sales literatire.

»  Ask yourself the following about your
competition: I3 their business increasing or
decreasing? How do you compare as far as
quality, price, product line, exclusivity, service,
reliability, location, warranties, delivery and
courtesy are concemet?

« Talk rcgularly about business-related subjects
with other small business owners,

* Review financial and marketing strategies often.

» Have regular raining sessions for and regular
molivation meetings with your employees.

FINANCING A BUSINESS

» Recognize your own weaknesses and get help in
these argas.

# Review the business plan monthly.

» Tell everymaie on the payroll exactly what his or
her responsibilities are and what iz expected.

» Treat employees as individuals.

s When an employee does a good job, tell him or
her.

+ Keep as accurate a set of records as possible,

» Analyze your tecords often and raks any
appropiiate steps that may be indicaied.

» Take pride in your business.

Ome of the leading causes of business failure is
ingufficien start-up capital. Therefare, a crucial element
for buginess success is adequate financing. Not only are
funds required for stan up, but alsc to cover initial
operating losses and provide for growth.

Ag a general guide, one should have sufficient cash o
cover at least one yeat's operating expensecs, which
includes the owner's salary and money to make regular
loan payments. Almost all business operators hope their
business will grow, yet some fail because, after a
successful siart, additional capital is not available 1o meet
the increasing financial demands of an expanding
business. It is crucial that the business plan contain a
detailed analysis of all capital requirements.

{Ince you have determined the amount of capital required
to both start and continue the bosiness until it generates
enough cash (o sustain itself, it iz time to find a source of
money.

Sources of Funding

Personal Assets

The best sonrce of funding is your personal resources,
such as savings accounts and other marketable securides
and investments that are readily converied into cash. Even
if you da not have sufficient personal funds to entirely
finance the business, plan on using those funds, becaunse
mosl lenders require that you do this before they will
commit o a loan. Remetnber, showing others you are

willing to use your own funds indicates your confidence
in your business and your willingness to take the risk,

Familly and Friends

An excellent source of funding is your family and friends.
Either can make a capital investment in the business in
return lor partial ownership or as a loan. Usually, family
or friends will lend their money at a lower interest rate
than a commercial lender and with mutually agreeabie
terms for repayment.

It is very important in your dealings with family and
friends that you carefully review your business plan with
them so that they understand all the risks involved.
Family and friends should not be encouraged to invest in
vour business if they cannot afford to risk their funds.

For [RS purposes, desailed records should be kept of any
financial assistance received from friends of relatves,
Also, i1 is recommended that a writien agreement with the
individual providing funds be prepared.

Banks

Banks are the most commeon source of borrowed capital,
Historically, commercial banks have been the single
largest source of loans to business, Today, however, both
savings banks and savings and Joan associations make
busingss loans.

It is very important to establish a cordial working
relationship with your banker. Pick a bank that makes
loans to your particular type of business and one with
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which you feel comfartable, Your banker can be a
valuable partner in helping to determine the ight
{inancing package for you.

A bank normally requires that first-time borrowers invest
from 25 10 35 percent of their own money before the bank
will consider a 1oan. For example, if the business plan
shows a need for $100,000, the borrower would have to
have $23,000 to $35.000 of his and her own money in
order to obtain 365,000 to $75.000 from the bank, In the
case of a restaurant, the bank may require the borrower to
invest 50 percent of his or her own money.

Banks require that you have a good personal credit record
and, in most cases, will require some form of collateral 10
secure the loan. Collateral can be in the form of assets
used in the business or personal assets, including the
unused equily in your home.

Credit Unlons

Many companies, labor unions and government agencies
have credit unions for their employeas or members,
Credit unions perform functions similar 1o banks,
including making personal loans to their members. If you
are a memmber of a credit union, check it out as a possible
source of a business loan.

Loan and Finarice Companles

These are companies that specialize in making personal
loans [or business purposes. Some of the larger
companies make business loans as well as personal loans,

Lia Insurance Companies

Many life insurance policies have provisions for the
accumulation of a “cash value,” against which funds may
be borrowed, Some policies call it the *loan value.” Tha
interest rate, established in the policy, is usually less than
the commercial rate. Check to see if you, parents or
friends have life insurance with loan values as they can be
an excellent source of financing.

Small Business Invasiment Companies

Small business investment companies (SBICs) are
privately owned companies licensed by the SBA to
provide capital to small businesses. SBICs look for
businesses 1hal have proprietary products with high
growth potential. Y oung, lower-risk, aggressive
cempanies are preferred, Usually, an SBIC wants a share
ini the business.

Community Development Companies

Many communities have established community
development companies (CDHCs) to help atiract new
business 1o their area. Frequently, they are sed to
develop commercial or indusirial parks. Check to see if
your community has a CDC, If 30, you should talk to
themn,

Suppllers

In order to encourage sale of their products, many
suppliers provide retailers with shelving, display cases,
refrigeration units and 30 on at very favorable terms.
Caution should be used when financing assets through a
supplier; be sure yow understand any commitment you
have to make regarding purchasing the supplier’s product
ity the future.

Also available from many suppliers are extended
payment lerms, enabling you to sell the merchandise
beforz having to pay for it. A supplier may offer goods on
consignment,

Leasing Companies

An altermative to purchasing equipment with borrowed
funds is to lease the equipment, [tems commonly leased
are office furniture, automobiles, trucks, computers and
productiont machinery. The leasing company maintains
ownership of the item, although sometimes agreements
can be made by which you become the owner afier a
specified time period.

Leasing allows you ta conserve initial capital and offers
flexibility in acquiring the use of equipment for only a
limited period of time.

Privats Irvestors

Some investors specialize in making loans (o businesses.
In many cases, the itrvestor(s) will require a partial
owmership of the business. Care should be taken in
dealing with private investors (o see that your interests
are properiy protected. Investors can sometimes be found
in classified advertisements.

LS. Small Business Administration

The SBA's basic loan guarantee program is generally
used to fund the varied long-term needs of small business,
The prograr is designed to promote small business
formation and growth by guarantecing long-term loans to
qualified firms that cannot obtaining financing on
reasomable terms through normal lending channels.
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Loans are available for many business purposes, such as
real estate, expansion, working capital or inventary.
Generally, SBA can guarantes up to $500,000 -- usually
between 70 percent and 90 percent of the loan value -- at
an interest rate not to exceed 2.75 percent more than the
prime lending rate. Maturities are up 10 10 years for
working capital and up to 25 years for fixed assets.

Occasionally, SBA will test new loan products or
sarvices, Different loan programs may include reduced
paperwork, shortened approval periods, or smaller loan
amounts, Customers should contact their local SBA
District Office to learn what specialized loan programs
are available in their area,

Fact sheets explaining the various loan programs that the
SBA administers, including fixed lines of credit, are
available from the SBA. Also available from the SBA or
SCORE arc brochures entitled ““Business Loans From The
SBA

The Loan Proposal

When you approach a lender or investor for the purpose
of obtaining funds for your business, you muost have the
means of telling your story in a straightforward and
convincing manner. The best way to do this is with a
written loan proposal, presenting all the pertinent
information in a lozical format,

Although a well-done proposal requires a considerable
amount of work, Lthe effort is usually worthwhiie. It
indicales 10 a prospective lender or investar that you
thoronghly understand your business and its financial
demands. The proposal must be thorough, concise and
ncal. It may be submitted in longhand, but it is worth the
money to have it typed. Cash flow charis may be
submitted in writing,

The proposal should answer most of the questions that
will be asked by a prospective lender and should present a
convincing picture. Tall it like it i5, being totally honest.
Oversiatements of facts and figures will not serve you
well in the long run and will be challenged by an astute
lender. If you cannot prepare this yourself, get help. It
will pay off!

Exhibi1 3 provides an outline of a typical loan proposal.

Exhibit 3 - Outline for a Loan Proposal

Cover Page

A. Name, address and telephone number
B. Name and title of princapal({s}

C. Amount of loan {investment) requested
D. Purpose of the loan (investment}

E. Repayment terms of the loan

Description and Summary of the Business
Length of tme the busimess has been operating
The business's historicat trend
The nature of the business—What does it do?
What is unique about yonr product line or service?
What or who is your market?
The business's competition
The business's long-lerr growth plan
Trends in your wdustry
Management
A.  Your menagement experience
B. Your management leam
1. Table of organization
2. Brief résumé of key individuals and thewr
responsibilities
3. Current staff or work force leve! and
future needs
4. Exisling backup
€. Your accountant and attormney
The Loan (Invesiment) Request
A. Juostification of the loan
B. Details of the loan request
Amount needed
How the funds will be used
Collateral available for a loan and its value
Repayment terms of the loan
5.  Ability to repay a loan
Financial Dala
A. Financial stalemnents
1. For an existing business, three years of
historical and any interim statements
2. Balance sheets
3. Profit end lboss or income statement

B. Projecied cash flow analysis for at least the next
12 months. including loan (investment)

C. Sources and amounts of any other loans or
investments 10 be put into the business

D. Personal financial statement

Credif Information

A.  Banks ar which you maintan accomnts

B. Ranks at which you have borrowed mongy

C. Trade suppliers

D Other ceditors

Miscellaneous

If incorporated, copy of articles of wearporation
If renting, copy of lease

Type end amount of business insurance coverage
Aging of accounts receivable

Copies of buginess and persenal tax returns

ToTHUNP>

_thl.n-lhil—-

moOw»
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THE BUSINESS PLAN

The importance of business planning cannot be
over-cmphagized. A business plan is an operating tool
that forces you 1o take an objective view of your business
and provides the means 1o identify areas of strengths and
weaknesses. [t pinpoints necds you might otherwise
averlook, spots problems before they arise and points out
what must be done 10 make a profit and ncrease your
business, A business plan can help you avoid entering
into a venture that may fail. If the plan shows the basiness
to be margmal, the hours spent writing a plan will save
you the high cost of a business failure,

A business plan

* Clearly states both the short- and long-range
chjectives of the business.

* Provides the direction or plan for achieving these
objectives.

= Provides hnancial forecasts based on your
estimates of the future and your business
cxperience,

* Provides budpel guidelines, including projected
cash flew analysis and income statemenls,

* Gives a break-even analysis of your business,

= Helps determine the amount and kinds of
financing best for your business.

RECORD KEEPING

» Gives banks, investors and suppliers useful
information they nced 10 make fast and accurale
decisions about your business.

+ Forces you (o think through cvery aspect of your
business and recognize opportunities lor growth
and profit.

* Provides financial information so that the past can
be compared 1o the present and future.

It is mot possible in this Handbeok ta present an example
of a completed business plan. Exhibit 4 comains an outline
listing 1he contents of Lthe plan.

Remember, a business plan is a dynamic, not a static,
tool. Afier il is prepared it must be used often. [t is
flexible, not rigid, and should be altered as conditions
change. Most imporant is that the owner(s)/manager(s}
prepare the repart,

If you have trouble understanding how 1o wrile a plan, be
quick o get help. SCORE can be of great assistance.
Alsp, an accountant can help in prepanng the financial
reporis. However, only you can set the objectives of the
business—only you can decide where you want the
business 1o go and what you want it ta be, Do it!

Expericnce has clearly demonstrated that for a persen
about to start a business, an adequate record keeping
system will increase the chance of survival and reduce the
probability of failure. Similarly, for the established
business, experience has shown that a good
record-keeping system increases the chances of remaining
in business and of eamning larger profits. How? Because
accounting records can furnish the following limely
information:

* Amount of business dons in cash and credir.
= Amount of business tied up in receivahles.

» Amount of collections and losses from eredit
sales,

* Aging of accounts receivable and amount of
credit given to delinguent accounts.

* Amount of cash on hand and in the bank.

* Whether business records agree with hank
SLALEMCALS,

* Amount owed o creditars and suppliers.

* (Gross margin.

» Tolal expenscs.

= Amount of weekly payroll.

¢ Adequacy of payroll recards for withholding, cic.
* Payment of taxes and deposits of withholding.

¢ Net profit eamed and taxes owed.

* Which product or service makes a profit.

& Which producl or service loses money.

* Amount of money invesied in inventory,
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Exhibit 4 — Outline of tha Business Plan

Cover Sheet—Contains name of the business, names of G, Application end effect of loan or personal funds
principalis), address and phone number of business, name and 1. How much is necded
adelress of person whe wrote the plan. 2. What for—inventory, eqUipmenL, renovations, etc.
Stat tof P A ) ool et 3.  How funds will help business
atement of Purpese—an operating end policy guide for your 4. Whath [ Fands ¢ available in full

business. IF funds are needed, state how they will be used and Pl H Hanes dre not av em
whal effect these funds will have on the business. o .

H. Objectives of business and plans wo achieve them
Table of Contents 1. List objectives for each pan of your business

2. Describe your plan to achieve esch ohjective

Part I—The Business )

I Summary—Summarize ail thoughts and xdeas about

A. Description of the business
1. Products sold, services offered
2. Capital equipment and value

the business so that they make sense to von and readers

Par1 II—Financial Data

B Market A. Sources end applicatliun of funding—IA restatement of
] Part I-G. Shows up in cesh flow projections
1. Wheo buys your product or service
2. Who needs it B. Caoical equi ; . :
) . Capatal equipment Hst—bu list depreciable assets on
3. Sice ol the market income slalement
4. Growth patential
C. Balance sheer—Shows assers, liabilities, net worth

. Loecation of business al @ given time

1. Physical features of site

2. Whether it is leased or owned D. Break-even analysis—The sales or incame point al

3. Renovations needed which the company breaks even

4. Description of neighborhood

5. Zoming restricdans, i€ any E. Income projections (Profit and loss statemenis)

6. Other businesses in the area 1. Three-year summary

7. Advantages and disadvanlages of the location 2. First year detailed by menths

8. Whether relocation is necessary and, if so, 3. Sccond and third years detailed by guarters

effect on operating cosls 4,  Notes of explanation

D. Competition F. Cash flow projectons

1. Names and addresses of competitors 1. First year detailed by months

2. Their share of market 2.  Becond and third years detailed by quarters

3. Wha you have that vour competitors da not 3. Notes of explanaton

4. Future effects of competitors

3. Comparisen of your site inside and out to G. Deviation analysis—Compares sctual income and

competiters’ expenses lo prajected income and expenses on a
month-to-month basis. Spots strengths and weaknesses,

E. Management

1.  Your background and expericnce H. Historicel financiat reports for existing business

2. Experience of management employees

3. Analysis of sirengih and weaknesses of managemeny,
including your own

4,  MNeeds for the future and plans to hire

5. Job descriptions and training program

1. Balance sheets for pasi three years
2. Tncome statement for past three vears
3. Tax remms

Part III—Supporting Documents

Includes personal résumés, credit reperts, job descriptions,
F. Personnel contracis, legal documents, letters of intent and anything that
tNumber of empleyees and experience has 10 do with the plan
Sirengths and weaknesses
Skills needed for future

Flans io hire and training program

N
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Records provide a wemendaus amount of information.
Most important ig that the system be

» Simple o use.

* Easy to understand,

Reliabie.

* Accurate.

+ Consistent,

* Able to give information on a timely basis.
The following information tust be recorded:

+ Cash receips.

* Cash disbursements [cxpenditures).

* Sales.

s Purchases.

» Equipment,

» Inventory.

* Accounis receivable (amount customers owe),

« Accounls payable {what busincss owes).
From the tecord keeping system, the owner/manager must
determine the following information:

Daily

= (ash sales and cash receipis.

+ Cash on hand,

¢ Bank balance of business.

* Monies paid out—both cash and check.

= Accounts receivable.
* Accounts payable.
* Payroll—in detail.

* Taxes—sales, social security, withholding, eic.
Monthiy

¢ All journa! entrics posted as like elements o
general ledger.

* Cash flow statcment.

« Profit and 10ss statemeant.

* Balance shaet.

» Reconciliaton of bank statement with own books.
» Peity cash balance,

» Al federal taxes deposited and withholding and
sales taxes paid.

* Accounts receivable aged to 30, 60 and 90 days.

* Invenory worked to remove dead stock and order
TIEW.

Every business needs controls, If you do not conirol the
business, it will control you. Adequate recond keeping
provides information for preparation of the statements that
provide the control.

There are five control statements that give a clear picture
of your business:

* Cash flow sheet—Shows the cash in compared 1o
the cash out by subtracting disbursements from
receipts.

* [ncome siatemeni—Shows total sales and
receipts, cost of sales, pross margin, expenses and
net profit, all expressed in percentage of sales.

» Balance rheet—3Shows assews, liabilides and net
worth of the busitess.

* Break-even analysis—Shows at what level of
sales the business breaks even, Break-even
analyzis is based on gross margin.

* Deviation analysis—Comparcs aciual
performance o projecied performance.

These are the early warning systems, the problem
indicators and the solution indicators. If there is Lo be only
a single stalement available monthly, it should be the cash
flow statcment, because this will show how well cash is
managed, Obviously, cash in must be greater than cash out,

Before you open the door of a new business, be certain a
good record-keeping system is in place. If you do not
understand the need for this, it indicates you do not have
enough managerial know-how (o run a business,

1f possible, do the record keeping yourself. If not, hirz 2
part-ime bookkeeper, vse & business service or public
accountant. SCORE can help you set up a system.

In any case, be sure—absolutely sure—that you
understand what records are required for your business. If
4 system is designed by someone else, understand the
system, IRS Publication 583 is helpful for the beginner,
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PRICING SERVICES PROFITABLY

Successful business owners know that the greatest
opportunity for success and growth comes wthrough quality
of service and customer satsfaction. However, the service
must be priced properly or there will be no profit.

Many small buginesses do what they consider a good
volume of business, but do not make any money, Why?
Because of improperly priced services or products. Some
make a profit on certain services, lose moaey on others
and do not know which is which. Remember, the right to
establish price is yours—100 percent yours.

Types of Costs

For the purposes of this section, cosis are defined as

» Fixed costs—Costs that remain the same in any
tune period despite changes in business activity.
These include rent, insurance, utlities, office
supplics, salaries, depreciation, kegal services,
accounting and property taxes. These expenses
are usually called overkead.

» Variahie costs—Costs that usually vary in
propartion with business activity. These include
malgrials used in manufacturing, goods purchased
for resale, labor and commissions. In a service
business, labor may not be variable.

Calcuiating the Cost of & Service

A simple, easy-to-understand method of calculating the
cost of a service is by basing Lhe cost on billahle hours.
Because services must be provided by people, begin by
derermining the number af houwrs available lor billing in a
year, Then calculate the break-even point by dividing the
averhead and labor charges by the billable hours and
adding the cost of any materials used. Your desired profit
is then added 1o the break-even poim. Two examples are
shown below,

Example 1

Two people experienced at bookkeeping open a business
wgether. They estimate their overhead expenses as shown
in Table 2.

The two entrepreneurs decide they each want a salary of
$25,000. In this case, the salary is actually an overhead
expensg, but we will treal it separately because the
principals decide they want 1o make a profit of 20 percent
on their salaries but only a 10 percent profid on their
overhead. These expenses are set oul below in Table 3,

Table 2 - Estimated overhead expenses

Expense Amount per year
Rent 29,600
Utilities 1 800
Telephor: 1,200
Office supplies 1.200
Insurance 600
Depreciation 2,500
Advertising 2,000
Miscellaneous t,500
Total $20,400

Table 3 - Estimated total revenuas required

Expense Amount per year
Owners' salaries 550,000
Profit on salaries (20%) 10,000
Dverhead . 20400
Profit on overhicad (10%) 2,040
Total SR2.440

The number of working days per year is 260 (52 weeks x
5 days). Subtracting holidays, vacations and sick days, the
actual number of wark days total 23(k. Two peaple
working 8 hours per day results in 3,680 hours (230 x

2 x 8§ = 3,680). However, the bookkeepers estimate

20 percent of thesg hours (736} will not be spent werking
for clients. Therefore, the billable hours for this company
total 2,944,

To deiermine what rate to charge, the bookkeepers divide
the desired revenue {$82,440) by the nember of billable
hours {2,544, resulting in an hourly rate of $28 00, Profit
is then calcotated by subtracting 101al overhead and
salaries from the proposed revenue (382,440 — §70,400 =
£12,040). This is the profit lo be realized, assuming the
billable hours figure is realistic for the first year of
operation.

Example 2

YW A Repair Service employs ten repair technicians, who
are paid $18,000 each, Social Security tax, unemployment
tax, workers” compensation insurance, health insurance
and retirement benefits cost an additional $5,400 each, for
2 1otal cost of 323,400, Because there are ten technicians,
the yearly labor charge is $234,000.
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DW A Repair Service's overhead expenses are listed in
Table 4.

Table 4 - DWA repair service's averhead expenses

Expense Amount per yvear
Salaries (including owncr) 560,000
Payroll taxes and costs 3,700
Insurance 13,000
Utilities 2,600
Rem 10,000
Telephone 1,200
D¢ preciation 5.000
Miscellaneons 2,500

Total 598,000

To break even, DWA Repair must have a total revenuoe of
$234,000 (laber) plus $98,000 (overhead) = $332,000.
All of it must come from the income of the repair service
bascd on the hourly rate charged.

The owner of the business has calculated the billable
hwonrs as foltows:

Wark days per year = 52 weeks x 5 days =
260 days, Subtracting 15 vacation days, 7 sick
days and 8 holidays leaves 230 work days.

Work hours = 230 work days x 8 hours =
1,840 per year for each repair technician.

However, from experience, the owner knows that he
cannot keep his crew working eight hours per day as there
is lost time between jobs. He deducts 10 percent of the
hours as ncnbillable, leaving 1,840 - 184 = 1,656 billable
hours per 1echnician. Because there are 10 technicians,
the total billable hours = 1,656 = 10 = 16,560 per yzar,

To determine the hourly labor cost, the owner divides the

labor cast per year ($234 ,000) by the hillabla hours
{16,560). The resultt is $14.13 per hour.

PRICING PRODUCTS PROFITABLY

To find total cost, overhead must be added. Tosal
overhead per year is 898,00(), When divided by billable
laber bours of 16,560, overhead equals $5.92 per hour,
Thus, the total hourly cost of labor plus overhead is
514,13 + $5.92 = 520.05,

The owner knews that if he charges only the hourly rate
based on actoal cost, he will merely break even. In order
to make a profit so that he can reduce debts, buy new
equipment, provide working capital and provide a return
on investment, the owner decides to add 23 percent on his
labor, and 30 percent on his overhead, as shown in

Table 5.

Table 5 - Calculaticn of final hourly rate

Labor cost per hour . 1413
Profit on tabor (25%) K]
Overhead cost per hour 592
Owerhead profit (30%) 178

Tolal $25.36

The owner decides to charge $25.50 per hour, This hourly
rate, multipled by the billable hours of 16,560, resulls in
an income of $422,280.00 per year. Thus, the income
($422,280) minus the expenses ($332,000) equals profit
of $90,280,

Each year this calculation must be repeated (o include any
changes in labor or overhead.

If any matcrials are used in the repairs, they must be
figured into the cost per job. A profit percentage is also
added wo the materials charge.

Remember, the charge for a service equals materials plus
laber plus everhead, with a profit built into each
COMPONENL.

[n setting prices, the ohjective is to maximize profit.
Profit has just three ingredients: costs, selling price and
sales volume. Tn this section we are concernad with
selling price, which has about the same elements for all
types of businesses. For example, in manufacturing, the
glements of the selling price are direct costs,
manufacturing overhead, nonmanufacturing overhead and

planned profit. In a service business, the clements are
materials and sapplies, labor and operating expenses,
planned profit and competition. (See “Pricing Services
Profitably,” page 15.) In a retail business, the elements of
price are costs of goods seld, overhead, sales volume,
planned profit and, often, competition.
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Types of Costs

In the retail business, there are two types of costs: the cost
of acquiring the goods, called cost of goods, and the cost
of operating the business, called operafing expenses.

Cost of Goods {Varlable Cost)

Cost of geods is known as a variable cost or expense
because it varies depending upon the amount of goods
purchased for resale and the price of the goods. Cost of
goods includes the price paid for goods, freight charges,
impont duties, handling charges and any commissicns,

Operating Expenses {Fixed Cost)

Operating expenses are a fixed cost because they usually
de not vary with the volume of busingss, Operating
expenses include wages, management salaries, rent,
utilities, office supplics, insurance and any other costs
auributed te (he operation of the business,

Planned Profit

Planned profit is whatever the owner/manager calculales
the business will generate. Usually, relurn on owner’s
investment, fruils of 1abor, plans for expansion or
relocation, retum to stockholders, demand for the product
and competition are considered when calculating the
ameunt of planned profit.

Competition

In setunyg prices, small businesses should consider prices
charged by competitors for similar or comparable jtems,
A small business should nol try to compete pricewise
with large stores, discount houses or supermarkets. This
type of competitor can charge Icss because of buying
power. Pricing should be based on the quality or rype of
service offered, as customers will pay higher prices for
merchandise Lo obtain the services they want.

Pricing Below Competition

Beatng the competitor’s price is effective only if it
greaily increases sales. This strategy reduces the profit
margin. Consequently, cost of goods and/or cperating
expenses must be reduced and inventory must be closely
controlicd; the product line must be limited to Fast
maving ilems; and services must be timited or eliminated.

Pricing below competitars often backfires because every
cost component must be constanily monitored and
adjusted. Competitors can retaliate by matching the lower
priccs, at which point both businesses lose.

Pricing Above Competitors

This strategy depends on whether non-price
considerations are imporiant enough (o custamers o
justify higher prices. These considerations include
specialized services (such as delivery, product
knowledge, exclusive location, brand or designer names},
satisfaction in handling complaints, in-home
demonstrations and so on,

Markdowns

A markdown is a reduction in the price of any item
brought about by overbuying, overstocking seasonal
merchandise, misjudging customer response, poor
personal selling or competition. This technique is used to
avoid being left with dated merchandise that will be
difficult to sell. Tn setting a markdown price, the original
cost of the merchandise should be recovered if at all
possible. If the selling price originally was high enough, a
small profit is possible,

Price Lining

This is a marketing strategy based strictly on price. A
specific portion of the buying public is targeted hy
carrying products in a specific price range. For example, a
retail store carries an exclusive line of women's
undergarments cr an expensive designer perfume line.

Price lining is anly successful if there is little or no
competition, It works 10 the benefit of the retailer because
itlimits the merchandise line and makes inventory and
buying easier. It is also easier for the customer 1o select
merchandise, so that fewer salespeople may be needed.

Markup

One technigue of establishing price is to mark up goods
seld by adding a percentage 1o the total cost of the goods.
For example, a retailer purchases shoes at $25 per pair
and marks them up 60 percent for resale.

Costof shoes perpair = %25
Markup percentage = B0%
Markup amouni per pair = $15
Selling price per pair = $40

The 60 percent markup must cover all operating
expenses, including the owner's salary and profir.

A given markup s satisfaciory depending on the sales
volume. When beginning a business, it is difficult to
determine how much goods must be marked up because
the new business has no history of sales on which Lo hasc
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future safcs projections. An experienced retailer nsually
can use markup successfully, pardcutarly if he or she has
historical information regarding the movement of
merchandise.

Suppliers often suggest a retail price, which makes it easy
for the retailer. If there is a compelitor selling the same or
comparable merchandise, check the competitor’s retail
price. It may dictate your price.

Break-Even Analysis

A break-even analysis can be nsed by a new of old
manufacturing or retail business. It indicales the amount
of revenue at which a business will ngither lose nor make
money. For a retail business, the break-even point is
when sales equal the cost of goods plus operating
CXPCOSEs, or

S=FC+V(

where & = sales in dollars
FC = fixed costs or operating expenses
Vi = vaniable ¢osts or cost of goods.

From a strict accounting standpaint, cost of gonds canaot
be determined until an imventory has been taken, becauss
cost of poods is determined as follows:

Inveniory at beginning of a period +
Purchases during the period — Inventory at end
of period = Cost of goods sold

Thus, the hreak-even analysis involves a variation in the
break-even formula becanse the total cost of goods is not
known. First, gross profit (also known as the gross
margin or contributing margin) on sales is determined as
follows:

Cost of sales — cost of goods = gross profit
The break-even point is then calculated as
FC (operating expenses) + GM {gross margin)
Earlier, an examyple of a retailer buying shoes for 525 a

pair and sclling them for 340 a pair was used. The gross
margin on cach pair of shoes sold was

Selling price = $40.00 or 100%
Cost of shoes = $25.000c 62.3%
Gross margin = $15.000r 37.5%

Note that the gross margin and cost of goods (variable
unit casty are expressed as percentages of the sales price.

Let's assume the shoe retailer has operating expenses
{(fixed costs) of 75,000 per year. The break-even peint is

FC ($75,000) + GM (37.5%) = $200,000 in sales

Sales of $200,000 mean the retailer muse seil 5,000 pairs
of shoes at $40 per pair 1o break even. Assume the retailer
cannot setl 5,000 pairs of shoes. To break even, he must
raise his price, which will raise his gross margin, The
question is how much the retailer will have o raise his
price 1o break even,

Asgsyme the retailer determines that he can s21l the shoes
for $50 a pair.

Selling price = $50.00 or 100%
- Costishoes} = $2500 or )%
= Gross margin = $25.00 or 50%

With operating expenses of §75,000, the sales volume to
break even is

FC ($75,000) + GM (50%) = $150,000 of sales

At a price of 350 per pair, the retailer now has to sell
3,000 pairs of shoes to break even. The retailer s
confident he can sell this volume, but he will not make a
profil selling at $50 a pair. He would like fo realize a
profit of 10 percent on his operating or fixed cosis
(£75,000 % 10% = $7,500). To calculate the volume of
sales required to eam this prefit, he adds the profit to the
fixed costs. If he holds the price at §5C for a gross margin
of 50 percent, the sales neaded to realize this profit are

FC + profit ($75,000 + $7,500) +
GM (50%) = $165,000 in sales

This level of sales will cover the variable expenses {cost
of goods), the fixed expenses (operating eéxpenses) and a
profit of $7,500. To generate $165,000 in sales, he must
sell 3,300 pairs of shoes at 350 per pair.

Because the retailer has no competition, he is confident
he camsell this volume of merchandise and can also raise
the mnit price of the shoes. He decides to do a calculation
using a gross margin of 35 percent.

FC + profit ($75.000 + $7,500) +
GM {55%) = $150.000 in sales

The unit selling price or price per pair of shoes at
55 percent gross margin is determined by dividing the
unit cost by the percent of variable costs.

VC = 100% - GM%
= 100% — 55%
=45%
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Unit cost of shoes ($25) + VC% (.45)
= $55.56 or $56 selling price

As acheck

Unit selling price = 100% = $56
— Variable cost = 45% =
Grossmargin = = 55% =831

Let us determine if $150,000 of sales at A gross margin of
55 percent will provide a profit of $7,500.

Total sales = 5150,000 or 1005
- Costoisales = 675000 45%
Gross margin = 82,500 or 55%
~ Fixedcosts = 75000
Profit = 57,500

If a business manager calculates the gross margin for afl
merchandise sold, the price structure that will generate a
level of revenue to purchase goods, pay operating
expenses and make a profit can be determnined.

The gross margin percentage can be used as a monilor of
the sales/purchasing area of the business. The gross
margin calculation allows the manager t¢ buy goods that
can be sold at ar higher than the desired margin. Pricing
policy should be based on gross margin,

If an item of merchandise has a low sales velume, it
should have as high a gross margin as possible or else it

ADVERTISING

will ot be profitable, If a bysiness does a high volume of
sales, it may be possible w have a pricing policy based on
a lower gross margin, subject to calculation.

In review, the break-even point is the level of sales that
will just cover fixed plus variable expenses, By
determining the gress margin for each item of goods seld,
the level of sales needed to break even can be determined
as follows:

Fixed cost + gross margin = break-even sales

By adding planned profit 1o fixed costs, the level of sales
to make the planned profit can be determined. To
determine the unit sales price of an item at a desired gross
margin the formula is

Cost of goods per onit + {100% -~ GM%)
= unit selling price

Examples: Shoes cost $23 per pair. What is the selling
price at 60 percent and 70 percent GM?

52500 + (100% - 60}
= $62.50

$25.00 + (100% ~ T0'%)
= $83.13

Many businesses have gone astray by ignoring the nead
for break-even analysis. Remember that increased sales
do not always mean increased profits. Goods must be

priced properly.

No matter how wonderful or unique your product or
service is, nothing sells imself. Potential customers must be
101d about your product or service and how they can
purchase it.

Informing petential customers about your prodoct, service
or business is called advertising, derived from the Latin
"ad,” meaning “toward,” and “verture,” meaning “to
twm.” Together, the meaning is to tumn toward a product
or business,

Advertising is a paid communication, the puspose of
which is to impart information, develop anitudes and
induce favorable action for the advertiser. The means of
communication can be as homble as a matchbook, as
traditional as a barber’s pole or as elaborate as a
celebrity-packed commercial. Remember the beer
commercials with all the athletes at the bar?

Reasons for Advertising

Why advertise? The specific purposes of advertising are
as numerous as the many different products and services
premoted. In general, there are three broad purposes:

* To promete consumer awareness of the business
and its products and services.

* To stimulate saies.

* To establish or change a firm’s image in the eves
of the consumet.

Objectives of Advettising

Objectives will vary with each 1ype of business. Usually,
one ar two will be of most importance ta 2 business.
Some typical ohjectives are 1o

* Increase store traffic.
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v Acquaint cusiomers with new products.

« Promote special events, such as a clearance sale, a
new location or the opening of a new business.

+ Change the company image.

= Keep the business name and location before the
public.

» Inform customers of special services available,
such as delivery service, alterations or ¢redit
plans.

* Introduce new employees to the public.

* Tie in with a supplier’s naticnal promotions.

» (apitalize on the seasonal nature of a product.
* Offer get-acquainted incentives.

» Emphasize quality of product and services.

The most important asset of a small business is quality,
and advertising is the way to let potential customers know
that it is the mainstay of your business.

Unfortunately, some small businesses underestimate the
vatue of advertising ar are basically vninformed about
how te budget money for advertising, how much to spend
and where © advertise. A new business should be
prepared to spend about 5 percent of projecied gross
revenne on advertsing. An established business should
budget 2 10 3 percent of gross revenue,

Advertising Media

Once the advertising objectives have been established and
written, the next step is to select the specific media in
which the advertising will appear. Media costs vary from
mexpensive, such as business cards, to very expensive,
such as television. The selection should be based on cost
effectiveness, scheduling, trading area, customer type and
frequency of message.

The types of media available are as follows:

» Telephone solicitation—Low cost; effective if
message is worded carefully.

* Business card—Low cost; easily distributed;
describes product ot service; gives address and
phone,

s Word of mouth—The cheapest and most
effective; a costomer praises your business,

* Business stationery--Low cost; must be well
designed,

* Business signs—Very effective; low cost; may be
subject o zoning regulations.

» Siorefroni—Exiremely effective; low cost: shows
product and price.

s [nterior ar poini of purchase display— ARractive
display of merchandise creates impulse boying;
low cost.

* Vehicles—{an be cffective; low cost; wide
exposure; can be a painted or a magnetbc display.

» Skopping bags—Carry name and message into
home.

» Yellow Fapes—Essential for small business;
reaches cusiomer who is ready 1o buy; wide
distribution,

» Direct mail—--Most personalized and pinpointed
of all media; te]ls complete stery; rapid feedback;
can use coupans, catalogs, letiers, brochures or
postcards.

» Lacal newspapers—Gieat flexibility; ad size and
position can be varied; great with editorial
association, such as food advertisements with
cooking column.

s Local radio—Expensive bul reaches argeted
audience; advertisement can be repeated
frequently.

s Tefevision—Most expensive; reaches the magses,
high visibility; instant cxposure of pictures or ideas.

There arc many other means of advertising, such as
calendars, pens, bitlboards, sky writing and point of
presentation (flvers, brochures, samples). To be effective,
advertising should be repeated-—yes, repeated—as often
as possible. Tt should call attenticn to something the buyer
needs oF wants.

Help in Advertising

Carefully, skillfully written advertising copy is essental.
Help in writing an advertisement can be obtained from
newspapers, suppliers, Yellow Pages and advertising
agencies.

For help in planning, producing and measuring the
effecriveness of advertising, consider an adverlising agency.
Often the services of an agency can be obtained at low cost
because agencies eam commissions paid by the media
(about 15 percent) and take a percentage of the cost of the
material they design (also 15 10 20 percent). Before szlecting
an agency, be sure the agency kmows the objectives of your
advenising and the size of your budget. Then have the
agency describe what it can and will do for you.

Advertising is not merely an item of business expense;
rather, it is an investment in building your business, Its
objective is 10 help you sell your product or service. The
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copy should attract attention, develop interest, describe
the procduct or service, convince the reader or listener and
gelaction.

Do not advertise something you are stuck with, Advertise
what your customears want and like to buy. Show 1he

MARKETING

benefit of your product or service, Auempt 1@ el yoor
prospeclive customers what is in it for them.

Be sure w0 include the name and address of the business in
all adventisements! Finally, be honest!

Business success ultimately comes from satisfying market
necds. Therefore, it is essential that people in smail
business understand and develop marketing programs for
their products and services. What is meant by market and
what is marketing?

» Market—A body of existing or poteniial buyers
for specific goods or services. It is the demand for
a product.

* Marketing—The total of activities involved in the
transfer of goods from the producer or seller
the consumer or buyer. Marketing activities
include buying, sioring, sclling, advertising,
pricing and promoting products as well as
managing the business.

A business will not succeed just because the owner wanis
it10. There must be a market for the merchandise or
service being offered or there is no chance of success.

Marketing Before Opening

Before opening a business, the following information
must be oblained.

» Is the product or service to be offered one that
people want? How do you know this?

» How many people want it?
» Who are the potential customers?
» Do they live or shop near the place of business?

= Will it be the right business, at the right time, at
the right place?

# (Can a demand be created for the product or
service?

s How many competitors offer the same product or
service?

* How will the new business effectively compete in
price and quality?

= Who will the suppliers be and how good are their
services?

Only after the answers to the above questions are obiained
and analyzed shonld the plan to open the business proceed.

Matketing for an Existing Business

The marketng cencepl for an existing business focuses
on efforts to identify, satisfy and follow up on customer
needs at 2 satisfactory profit. This concept includes
miarke! research, market strategy, argel marketing and
managing the market mix. It is difficule, if not impessible,
to sell people goods or services they do not want or need.
It is casy o sell people something they do want or need.

Market Aesearch

Market research determines whar people want by
systematically gathering, recording and analyzing
information related Lo marketing goods and services, The
information processed can help spot polential problems,
find sales opporimnities and form plans of action. Such
research can be done intemally or by companies
specializing in market research services.

Many small businesses do market research every day
and may not be gware of it. This is accomplished by
alking to costomers, taiking Lo employees, reading
newspapers and rade journals, looking at competitors”
and noncompelitors” advertisements and promotional
activities, looking for information about wrends in the
marketing area served and gathering financial and
economic infermation from bankers, supplizrs and brade
associations.

A small business has an advantage ovet a large business
in lecarning about its customers because, by being close 1o
the customess, it can leam quickly about their likes ang
dislikes and, best of all, react rapidly to changes in
customers' buying habits. Small business owners and
managers can (alk to the customers and ask questions
about

» The merchandise they like,
+ How much they are willing to pay.

» Where they live.
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How they like the business.

Whethet they would recommend the store,
product or service,

Why they came Lo the business.

The products they would like that the business
does not have.

L ]

Listed below are the logical steps in more formal market
research:

= Defing the problem or area to be investigated.
Assess all available information.

Asgzess additional information if required by
— RKeviewing intemal files and records.
—— Interviewing employees.

— Interviewing customers and sappliers.
s Organize and interpret information,

» Make decisions.

* (Observe and evaluate results of the decision.

A good part of markeling research ¢an be done with
readily available informasion, Trade associations
constantly report on and analyze pertinent marketing
information. If your type of business has a rade
association, the membership fee may be money well spent.

Market Strategy

Market strategy involves idemtifying customer groups that
small businesses can serve better than larger competitors
can, and tailoring products, sgrvices and promotional
efforts to that particular market segmant,

Ideally, this srategy should address the cusipmers whese
needs are not currently being met in the marketplace and
whose needs are great enough 10 provide a profit. Smali
business should analyze its market and capabilities, and
focus on that part of the market it can serve best.

Target Marketing

Because small business owners may have Limited funds 1o
spend on marketing activities, they should consider

restricting their efforts to one or two key market segmenis
by

v Geographic targeting—Specializing in serving
the needs of customers in a particular area, thus
restricting advertising and promotional efforts o
that area.

& Customer tar geting—Identifying and promoting
o those groups of customers most likely te buy,
£.g., promoting boat products to boat owners.

Mariet Mix

Product and Services. Small business owners may use the
stralegy of concentrating on a narrow product line, selling
a highly specialized product or service or providing a
product/service package thai inctudes a large amount of
skilled or personal service.

Promotion. This area includes advenising, sales tactics
and other promotionat activities. High quality selling isa
must for small businesses and is one of the most effective
types of promotion, {For a detailed dizcussion of
advertising, refer to the above section on advertising.)

Location and Produgt Distribution. Selecting the proper
areas for distribution and sale of cenain products is
crucial. Successful selling of popcorn requires high traffic
areas with high visibility. On the other hand, a plumbing
supply house does not require a high waffic area, as
peaple will go cut of their way to look for i,

Additional Marketing Help

Other sources of information to help make marketing
decisions include chambers of commence, bankers and
local business journals. Again, do not forgel suppliers, as
they know whar businesses similar to yours are doing.

Keap the following in mind: Most businesses are built
around preducts and services that are already available.
Although you may think your products or services are
special, that perception is not necessarily shared by your
market. Therefore, one of the most important aspects of
marketing is o give the consumer reasons o buy your
products or services.
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LOCATING A BUSINESS

Small business advisors often say that the success of a
retail business depends on three factors: location, location
and location. A bad locarion usually leads to failure whils
a good location is an integral part of success.

$mall businesses fall into three general categories, The
first is one in which the customer comes to the place of
business. Examples are clothing, food and hardware
gtores, harber and beauty shops. For this type of business,
a gordd location is vital,

The second is a business in which the customer comes 10
the business and the business goes to the customer.
Examples are a carpet store and a drapery and curtain
shop, both of which require that the customer come (o the
store to select merchandise that will be installed off-site
by the business. For this type of business, location is also
important.

The third business type is one in which the business
cames to the customer, such as plumbers, electricians and
landscapers. For this type of business, location is not of
primary concern, The only caution that may apply 18
compliance with zoning laws regarding material storage
and wuck or other vehicle parking.

Three factors are involved in choosing a business
location: selection of a city, town or municipality; choice
of an area within a city or town; and choice of a specilic
site.

Selecting a City or Town
When selecting a city or town for your business, consider
the following:

+ Size of the rading area within the city or wwi.

* Population and populatdon rends.

» Total purchasing power and distribution of the
locale,

» Total retail potential within the city of 1own.
» Number and size of competitors.

* Agpressiveness of competitoes,

Salecting an Area Within a Cily or Town

Once a city or wwn has been chosen, consider the
following in selecting an arca:
+ Power of the shopping district o attract customers.

= Number and quality of competitive stores,

-

Availability of access routes 10 the store.

Nature of zoning regulations,

General appearance of 1he area.

» Expansion and rebuilding of the area.

Selecting a Specific Site

In selecting a specific site for your business, consider the
following:

» Adequacy ot.' parking.

» Cost of the sile.

s Namre and compatibility of neighboring stores.
« Adequacy of potential traffic passing the site.

» Ability of site to intercept traffic en route from
one place to another,

» Accessibility of site w0 shoppers.
Cansumer Goods Considerations

Consumers’ views of the goods or merchandise sold by a
store has an effect on site selection. Consumers group
products into three categories:

s Convepience gonds—Goods fraquently bought by
habit and having a iow unit price, such as
cigareties, groceries, eic. Convenience swofes are
usually close 1o the consomer's residence and
depend on traffic for success.

» Shopping poods—(Goods with a higher unit price.
They are purchased infrequently, such as ten’s
suits and fumiture, Stores selling shopping goods
usually do better if ihey are located near a large
deparunent store,

» Specigity goods—Usually high priced, although
cusiomers may not regard price as a
coensideration. Although sometimes located near
shopping goods stores, specialty goods stores may
be in isolated areas because they gencrate their
own rraffic. Examples are precious jewelry,
expensive perfumes and antigques.

Retall Compatibility

Retail compatibility is important o a new business,
Locating next to a store that does not clash with the new
business but does bring traffic into the area may be the
salvation of the new business.
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If a new business offers shopping goods, the best location
is near other stores carrying shopping goods. Locating a
store sclling shopping goods near a convenience siore is
not recommended. New businesses 4o betler in an
estahlished shopping center rather than standing alone.

In choosing a site, there should be adequate raffic,
adequate parking and safe, easy access. Parking spaces
may be expensive and it may be wise 10 investigate
related charges, such as snow removal, before
considering the site.

insurance |

Zoning laws and regulations regarding business signs
should be investigated. The building itself should be
auraclive because, whether the owner realizes it or not,
the business will have an image, What people think of a
business is influenced by both the interier and exterior
atiracriveness of the building, Unclean exteriors, walls
that need painting and an overall unatiractive site turn
custemneis away. Excellent products and services can be
negated by a poar location.

Going into business is a risk, To succeed in business, the
many potetial risks must be managed, i.e., reduced and
controlled. One of the methods of controlling risks is with
ingurance.

For the small firm the most common risks are

= Business fraud and theft,

+ Fire.

* Legal liability—injury to cusromers or
crmployees, defective merchandise, e1c.

* Business interruptions.

& Death or loss of key personnel.

» Death or loss of owner or partner.

* Violent weather—hurricanes, floods, etc.

* Damage to or loss of vehicles.

11 a business has even onc employee, workers'
COmpensation insurance is mandatory. In several states, if
a business has five or more cmployees, health insurance is
requircd. When applying fora loan, banks may require
certain types of insurance, depending on the nature of the
business and the type of loan,

Each business will have i1s own particular insurance
needs. Al business start-up, funds to purchase insurance
may be limited. Nevertheless, insurance must be
investigated and that which is essential must be
purchased. For example, one can imagine a tree surgeon
must carry liability insurance when felling a tree.

The general categories of insurance are
* Property.
» Automebile and vehicular,

* General liability.

*

Product liability.
Group life and health.
Fidelity and surety.

* Workers' compensation.

Before purchasing insurance, find out which types are
required, how you can reduce the cost of coverage and
which risks you can afford 10 cover yourself. Alse, you
must

* Decide which kind of risk protection will work
best and be most economical for you.

= Cover your largest loss exposure first, the less
severe a8 your budget permits.

* Make proper use of dedociibles, They save
premium dollars you may need elsewhere.

* Review your insurance coverage and costs
periodically with your agent.

* Always discuss expansion or change of location
with your agent.

» Familiarize yourself with insurance terms and
provisions so you know exactly what is covered
and what it costs.

* Be sure the coverage you buy is adequale to cover
the value of the property insured.

Usually, the life savings of a small business owner are
invested in the business and often homes are used to
secure notes. What happens when the owner dies? Does
the business close? Does Lhe family of the owner have o
stand by and watch savings and other assets go down the
drain?

You can protect both your business and your family with
business life insurance, Consult your agent so that 4
business life insurance policy is tailored to fit the needs of
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vour family and your business. A sunitable business life
insurance pragram can

* Ensure immediale funds to meet taxes, debts and
administrati ve expenses.

+ Provide income for heirs.
* Equitably distribute the property valoe to heirs.

» Enable your executor or administrator to dispose
of your business o the best advantage if your
family is not raking over.

* Put your family on a sound financial basis if the
family i3 assuming the operation of the business,

* Stahilize the credit of the business.

+ Help maintain good employee relations by
eliminating uncertainties and hazards.

RETAILING TIPS

 If the business is a partnership, provide a
prearranged plan for the orderly and equitzble
dissolution of the partnership and the opportunity
for surviving partners to buy out the heirs,

» Provide funds to replace a key employee or train
another if the key employee leaves, becomes ill or
di¢s. This is called “Key Employes™ insurance.

Insurance i3 one area of your business where professional
help is strongly recommended to obtain proper coverage at
the best price. Help is readily available from local
insurance agents and brokers, the best choice being one
who wriles insurance for ather small businesses.

One way Lo delermine which insurance agent is best for
you is to ask other small business owners whom they use
and what kind of service they receive. Also, your bunkez,
accountant or allomey may be able (0 recommend an
agent or broker.

Image

Every retail and retail-service business has an image,
which can be controlled by the operator, People’s
impression of a store, office, showrcom, beaury shop is
based initially on the appearance of the premises, both
inside and out, and then by the type of merchandise and
services offered, Therefore, each business operator must
decide what image he or she wants and then take steps to
develop ic

Creating the proper image and environment is particularly
important to certain types of businesses and not as crirical
10 pthers. For example, a junk yard may not be very
attractive; but then its customers do not expect it to be.
However, most business should create an atmosphere that
correspronds to their product line or service. For example,
people do not expect carpet in hardware stores; but they
de expect clean, uncluttered aisles and easily accessed
displays. In a store selling expensive clothing, people will
expect carpeting and papered walls. There is no doubt
that carpet leaves a different impression than viny! tile or
lingleumn and costs more 1o install and maintain. In this
case, the extra cost may be worth it

Window Displays

A neat, eye-catching window display is am effective way
Lo stop pedestrian wraffic and entice people to enter the

premises. It takes only two o four seconds to pass a six-
or cight-foot window. Therefore the display not only has

to be eyve catching, bat also must be well lighted day and
night. (Good daytime lighting avoids shadows that dull a
display.)

Change window displays periodically and keep windows
clean. Window displays used [or community projecis
often craate good will. Art gallenies or individual
callectors may lend interesting objects arcund which 1o
build a display.

Parking Areas and Sidewalks

Keep parking areas and walkways clean and lighted at all
times. If your regional climalte brings harsh winter
weather, be sure snow, and particularly ice, is remaved w
ensure customer safety, Dirly areas creale an unfavorable
impression and often result in unfavorable comments,

Cacor

Decor is part of the image. Well-maintained building
exteriors make customers want 1o enter, (nce inside, the
interior decor must be conducive to customer buying.
Clean windows, flpors, courters and aisles, attractively
paintad or papered walls and good lighting are a must.
Well-planned aisles help customers find and look at
merchandise. Gaudy decor reduces customer interest. The
decor should make costomers feel comfortable. The point
is 10 let the merchandise be the atiraction, not the decor,
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Customer Relations

Customers rot only sustain a business but help it to
expand. How a customer is greeted and weated can build
or desroy custorner relations. The old adage that the
customer is always right snll applies.

Courtesy is a business byword. Customers who feel they
were not reated properly, for whatever reason, n=oally do
not return and have only derogatory cemments zbout the
business. As pointed ont in the section on advertising,
word of mouth advertising is not only the least expensive
but also one of the most effectve types of promaotion, All
employees should be constantly reminded of the need for
courtesy.

Keep a nowebook near the cash regisier. Jot down
customer requests and suggestions for products and
services. Customers are a great and inexpensive source of
information not only about your business but about youor
competitors as well. Customers ¢an el you much about
their buying habits and help you detect rends, Ask
customers what they like, want, necd and read. Without
gustomers, there is no business.

Credit Cards

Credil cards are a service 10 customers al the expense of
the business, However, credit cards do provide instant
cash at no risk to the business. Often, credit card terms
can be negotiated with the issuing bank. Card companies
such as American Express can usually be approached
through chambers of commerce or national trade
associations if the business is a member.

Some small businesses may want to issue charge cards or
charge accounts to speciat customers. Neadless to say,
care must be taken if this policy is adopted.,

Markdowns

Markdowns on certain ilems reduce profit margins but
usbally are an excellent way 1o sell unsalable or
end-of-season goods, Markdowns, if properly done, clear
aut merchandise quickly, thereby increasing cash flow
and reducing inventory.

Loss Leaders

Loss ieaders are ilems 501d at a lower price 10 atract
reople whao will bay other regularly priced ilems or
become regular customers, Loss leaders should have a
lower wholesale price, look more expensive, sell at other
slores al a higher price and be readity available from the
supplier.

Loss leaders are more effective as a strategy when they
are associated with another item at regular price and both
itemns are sold together. An example is a shint and tie,
with the tie being the loss leader.

Sometimes loss leaders do not work, With experience, the
successind leader will be selected and often can be used
over and over again.

Pricing Policy
Pricing may depend on the following:
= Location of the business,
= FPhysical appearance of the premises,
& Purchase of manufactorer’s close outs,
* VYolume of sales.

Pricing must take into account fixed or operating costs,
owner and manager salaries, variable costs (cost of goods)
and profit. Buving practices affect the cost of goods.
Altention muslt be given o quality as well as the quanuty
of goods purchased. Utlitizs, rent, services, salaries,
employes benefits, etc., affect fized ¢osts. Unless prices
are changed accordingly, increasas in either variable or
fixed costs will decrease profit,

Often, competition dictates pricing. Therefore,
compelitors” pricing must be constantly monitored. As
pointed out in the section on pricing products, a pricing
policy must be examined and reviewed frequenily to be
certain the desired profit level is maintained, Profit and
loss or ikcome statements are most helpful.

Laases

Landlords can be difficult; remember they are trying tc
make a profit, too. Cordial relationships make it easier 1o
get improvements 10 the prerises and o negotiate late
Tent payments,

A long-range lease is usually better. If a business owner
of operaior is inexperienced with leases, the service of an
attomey is essential,

Protecting Against Crime

To limit shoplifting, locate the cash regisier and the
telephonie near or at the front door, This reduces the
chance of people walking out without paying. Also, offer
1o hold parcels at the register, but be sure to reat them
with care, sealing them in the presence of the customer,
The business is liable if anything is missing.
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If your business is located in a shopping center or mall,
contact other small businesses and set up a system 1o alert
each other if a customer Iries 1 pass a bad check or steal.
With a phone alert system a description of the person in
question 1 quickly circulated w other businesses in the
center or mall, as well ag o law enforcement authoritics.

Competitors

Always have something constructive to say abgut
competitors. If you are out of an item or do not carry ir,
recommend a stere that does camry it, Customers
appreciate this and will usually retum to your store.

Watch competitors” advertising by visiting them or
sending someone to check displays, windows and prices.
Ask salespeople who call on you how your competitors
are selling their items.

Empioyess

Good employees produce more sales and reguine less
raining and supervision. Poor employecs can ruin a
business. Develop a taining program for new and old
employees and regularly review their performance with
them individually and privately, Train employees o weat
customers exactly as vou would.

Explain the buying system (o employees and wy (o
invalve them. The more involved employees are, the

EMPLOYEES AND INDEPENDENT CONTRACTORS

Classes of Employees

For federal and state tax purposes, small business owners
and operators must know who is an emplovee and who is
not, and what their classification is. Employees may be
classified as common law or statutory.

Comman-Law Employees

Every individual who performs services that are subject to
the will and control of an employer as to both what is to
be done and how it is to be done is a commoen-law
employea. Two of the usual characteristics of an
employer-employae relationship are that the employer has
the right to fire an employee and the employer supplies
the tools and the place w work,

Employers must withhold federal income tax, Social
Security tax and, where required, siate and local incoma

maore interest they take and the beuer they work. Listen Lo
empioyees and ask them for suggestions. Make
employees your eyes and ears.

Retired persons offer small businesses an opportunity to
get experienced help on a part- or full-time basis. They
may teach you and other employees what they have
learned over the years. Retirees nsually are very loyat and
hard workers.

Suppflers

Suppliers, manufacturers, distributers and their respective
salespecple can become important adjuncts to a small
business. They can alert you 1o trends, hot items,
compelitive activity, clossouts, special volume prices,
delayed payment t2rms, 2ic.

Most important, get to know the credit manager of your
supplier. If you need extra time o pay, extra credit or
special terms, this is the person to contact. The credit
manager ¢an be a valuable ally 10 your business.

For special promotions, ask manufachurers and suppliers
if they have a program to contribuie to advertising costs.
The way to learn about all the services a supplier offers is
to spend time with the supplier and ask guestions.

Be sure you know the availability of every item
purchased and how long it will take to get o your store.
This will help you place orders and keep you from
running out of #n item.

tax from common-law employees. Also, employers must
pay their share of Social Security and federat and state
unamployment tax for such employees.

Statutory Employees

In many states, a statutory employes is one who works for
an employer ir any one of the following four caegories:

1. A driver who distributes meat, vegetables,
fruit, bakery products or beverages {other
than milk}, or who picks up and delivers
laundry or dry cleaning, if the driver is your
agent or is paid on commission,

2. A full-time insurance salesperson,

3. An individual who works at home on
materials ar goods that you supply and that
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must be retumed Lo you or to a person you
name. You also furnish the specifications for
tha wotk to be done.

4, A full-lime traveling or local salesperson who
warks on your behalf and obtaing orders from
wholcsalers, retailers, contractors or operatars
of hotels, restaurants or similar
establishments. The goods sold are
merchandise for resale or supplies for use in
the buyer’s business.

Business owners are not reguired to withhold federal and,
where applicable, state or local income taxes from Lhe
wages of statutory employees. However, individuals in
any of the preceding four categories are employees for
Social Security 1ax parposes if they mect all of the three
follewing conditions:

a. The service contract states or implies that
almest all of the services are to be perfoermed
by them.

b The investment in the facilitics, other than
those for ransportation, used o perform the
services is not substantially thatl of such
employee,

¢. The services are performed on a conlinuing
basis.

For federal unemployment tax purposes, the term
employee includes statutory employees in categories 1
and 4 above who perform services for pay under
conditions 3 through ¢,

independent Contractors

Generally, people who arc in business for themselves are
not employees. These include physicians, attomneys,
CPAs, construction contractors and others who offer their
services Lo the public.

However, whether such people arc emplovees or
independent contractors depends on the facts in each
case. The general rule is that an individual is a
independent contractor if the employer has the right 1o
direct only the result of the work and not the mesns and
methods of accomplishing the resuft,

Under the heading of independent contractors, two
categories of statutory nonemployees exist for the
purpose of federal employment taxes: real estate agents
and dirgct sellers. However two conditions must be met:

1. Al remuneration for their services relates
directly 10 sales or output and not toe the
number of hours worked,

2. Their services are performed under a writen
agreement that provides they will not be
treated as employees for federal tax purposes.

Another test ig that when an independent contractor hag
asststanis, they can be fired only by the contractor. Also,
if workers are free to take other jobs at the same ume thay
are working for you, then they are generally regarded as
independent contractors.

An emplovyer does not have ta withhoeld income tax or
Social Security tax from the wages of independent
contractors, nor does the employer have 1o pay the
unemployment taxes or.workcrs' compensalion insurance.

Because an emplayer who has hired an independemt
conlractor myst Tile form 1089-MISC with the Intenal
Revenue Service and, where applicable, state and local
government, the independent contractor must provide the
employer with an employee identification or a Social
Security number. If the independent contractor fails to
provide this number, the employer may have 1o withhold
20 percent of the amount paid as income tax,

Casual Labor

Many small businesses classify certain types of labor as
casual 1abor. In these cases, the employer does not
withhold income taxes or Social Security 1ax, does not
pay employment taxes and usuaily does not cover the
worker with any type of insurance,

If one asks gither the IRS or a state department of revenne
for a definilion of casual labar none will be ferthcoming.
This means that the IRS and other agencies do no
recognize the term and will not defineg i, Federal and
state agencies reserve the right to judge each case as to
whether or not a warker is a casual employee,

The igsue at hand is whether or not an employer must
withhold incomz and Social Security tax, pay
unemployment taxes and provide workers™ compensation
insurance. In some cases, the IRS and other taxing
agencies may recognize intereittent and temporary labor,
such as in the following cases.

Case 1

Katie's Catering has two full-lime employees. Katic
contracts foc a joh for which she needs exira help, so she
hires a person to work for one day for 350 with no
withholdings of any kind. She does not intend 1o hire this
person on a regular basis.
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Case 2

Conwald Construction accepts a conragl 10 Frame two
houses and agress to finish both houses within gne month,
Conwald does not have enough regular full-time
employees o accomplish this, so he hires two extra
carpenters at an agreed-upon wage of $300 per wezk for
three weeks. At the end of the job, Conwald pays each
carpenter $900, but does nol withhold taxes, eic,
However, because the wages were over $600 to cach
person, Conwald must obtain the Social Security number
of each carpenter and, at the end of the year, submit a
1099-MISC to the IRS, appropriate local agencies and to

the carpenters.

Casel

Russ's Restaurant has occasional need for an extra
bartender during July and August, He hires a person to

work one night a week for eight weeks at $45 per night,
with no withholding. The total wages paid are $360. In

MANAGING HUMAN RESQURCES

this case, Russ does not report these wages because the
amount is less than $600.

According to some staie employment secority laws, the
workers in each of these cases would be regarded as
employees and the employer would have to pay the state
unemployment (ax.

Often, employers abuse the classification of intecmittent or
iemporary help. Be aware that if the IRS decides the
employee is common law and the employer has not withhetd
taxes, the employer is liable for all the withholding, Social
Security taxes and unermployment taxes.

Both the state and federal agencies frequently audit
income tax reports, during which the question of who is an
employee arises. If [here is any question about who is an
employee, contact the IRS or state department of revenue,
If there is & question as 1o whether unemployment tax
should be paid, contact the IRS and the state department of
employment and baining.

Successful management of any business, large or small, is
based on effective utilization of available resources.
People are a primary resource, and pecple, including
managers, can make or break a business.

Managing a work force from a regulatory standpoint has
become complicated because there are more than 100
rules and regulations promulgated by local, state and
federal autharities that affect employees who make up the
work force. It is imperative to seek guidance through this
maze by contacting the appropriate government authority
when necessary.

Also complicating the management of workers is the new
generation whose goals extend beyand the basic
maintenance needs of wages and safe, clean working
conditions. Many employees are tooking for challenge,
incentive and opportunity 1o learn, to be creative and to
advance. Small businesses must design management
methods Lo meet the needs of employees as well as the
business.

The work force payroll may be the greatest single
expense in the budget. This means employee selection,
training and supecvision are of primary concern, It is
estimated that each turmover of an employee costs 500
times the hourly wage; thus, retaining good employess is
crucal. Employee retention and productivity often
depend entirely an the ability of the person supervising
the job.

It is essential to define the objectives of the work force
and clearly pan the strategy to reach those objectives at
the outset. Once employees are on the job, reasonable,
atrainable objectives should be set for them with their
input, If employees are respected members of the 1eam,
they will bave more incentive o perform at peak level,

Recruiting

Advertising in the local newspaper is the most direct
method of recruiting employees. The most productive
method is word-of-mouth referral by a satisfied
employee. Scheols, trade asscciations and professional
groups are excellent sources for specialized needs. Asa
rule, it is wise 1o avoeid employing relatives and close
friends, as discipline problems often arise. If they bring
special expertise, that may be another matter,

A prerequisite 1o hiring any worker is a well-wrigten,
thorcughly thought-out job description, describing the
duties and responsibilities of the job. Such a description
makes it easier for the employee and supervisar 1o work
together,

Interviewing

An interview is a two-way communication, during which
the participants find cut about each other and assess
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compelence and compatibility. The interviewer must
guard against invading the legal right to privacy of the
applicant, both on the application form and in direct
quastioning.

The primary concems of the interview are the job
description, working conditions, standards of
performance and the applicant’s ability 1o meel or exceed
these standards. All these matters must be clearly
understood and agreed upan before a final decision to
hire is made. References must be checked, preferably by
telephone.

Wages and Working Conditions

Wages and working conditions are controlted 1o some
degree by labor laws and, 1o a greater extent, by local
practice. The Nauonal Bureau of Labor Suatistics can
provide surveys of conditions in local markets.

Usually, it is wise to set wages at the midpoint of current
practice 1o allow for incentive and future growth,
Employee benefits will add from 20 to 40 percent to the
cost of the payrall. Careful thought must be given to
benefits when planning and budgeting. For businesses
experiencing peaks and valleys in wark flow, thought
should be given Lo the use of termporary workers and
Agencies,

Training

An employee may be considered on probation for an
agreed upon length of time—usually three months,
During this time, attention must be given o integrating
the employee inle the work force and bringing the
employea’s performance up to standard. This is best
accomplished by explaining and demonstrating the task,
having the emplovee perform the task and then giving
constructive carmecion and reinfercement. Time spent in

COMPUTERS IN SMALL BUSINESS

proper training will more than pay for itself in weeding
out emplovees who lack the ability to perform or fit in.
Training fosters the success and high performance of
thase retained.

Supervision

Both the supervisor and the employee have an interest in
the successful performance and stability of the work
torce. The essence of good employee relations is to treat
all egually, and to be fair and consistent in maintaining
discipline. Be factual and not subjective. Always let the
employee know whal is expected and whether or not
those expectations have been reached. Both correction
and recognidon should be given regularly to achieve a
healthy and productve work force.,

Terminating Empioyment

When an employment relationship is to end, 1t is expected
that both the employer and conployee will give the other
adequate writien notice. If it is necessary to terminate
empleyment, the employee should be given an honest
explanation of the reason for termination.

When it is termination for cause, except in extraordinary
circumstances, the employee should have been warned
previously, counseled and given the opportunity to meet
the performance standards before the actual separation.
When the question of unfair treatment or discrimination is
raiged, it is important to have a written record of the steps
fallowed in disciplining the employee.

One caution: Beczuse employee relations are so tenuous
and hedged by laws and other restrictions, it may be wise
1o seek expert advice when contemplating any critical
acrion affecting an employee. SCORE can help direct you
to the appropriate source of information.

A question asked frequently by small business operators
is “Should [ have a computer?” To answer this question,
you first must understand the advantages and
disadvantages of aliernatives to the compuler and,
second, must know gxactly what is to be accomplished
with a computer. In other words, consider how much it
will cost and what the benefits aver a manual system will
be. Finally, you should know who is going to operate and
become proficient with the computer.

Generally, a well-organized and well-staffed business
will benefit from a compuler, particularty if the business
has large amounts of detailed, repetitious information to
be handled with speed and accuracy. Others who will
benefit are businesses with large, fast tuming inventories
and large customer Fifes,
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Senall businesses just starting out without computer skills
should not consider a computer, nor should a business
that does nol have a good functioning manual sysieen in
Qperation,

What a Computer Can Do

» Organize and store similarly constricted pieces of
information, such as names and addresses of
cusiomers, suppliers, employess, elc.

» Rapidly retrieve a single piece of information
from a file or data base, e.g., name, ZIP code, date
of last purchase, amount owed.

« Perform complicaied computations quickly and
accurately.

» Print information quickly and accurately.

+ Perform the same activity indefiniiely and
precisely, such as printing hundreds of form
letters, printing mailing labels, etc.

* Keep transaction records, such as cash receipts,
receivables ledger and a general ledger.

= Prepare siatements and reports such as cash flow
sheets, income statements, hatance sheets and
irventory stafys repons,

Areas a Computer Can improve

s Accounis receivable.
» Accounts payable.
* Sales records.

+ Rilling.

& QOrder entry.

+ Inventory recerds,
* Payroll.

+ Tax reporting.

+ Mass mailings.

* Projections.

» File management,

What &8 Computer Cannot Do

» Correct errors in an existing manuyal system,
« Save money by eliminating ermployees.

s Make business judgments or create logic.

s Scive poorly defined problems,

+ Define or describe jobs that should be done.

* Generate information that is not in the system.

* Operate itself.

Buying a Computer

Before selecting a computer (hardware) and the program
(software), a prospective buyer should prepare a written
statzment thal includes the following information:

* A description: of the husiness.

+ Present and anticipated number of customers,
» If retail, number of ansactions per day,

» Size of invéntory, if applicable.

» Inveniory lurnover rate.

» Number of employees.

» Reasons for buying the computer.

* Amonnt of money available, or affordable price
range.

* Potential operators of the computer.

The purpese of this slalement is to pinpoint the prospective
buyer’s need for compulerization and to provide concise
information on these needs and resources to each vendor
approached.

Geing to more than one vendor is highly recommended so
you can compare prices and recommendations. Also, ask
each vendor for the names and welephone numbers of
customers who have purchased a system, particularty
those with needs similar Lo yours. Contact several of these
customers and ask them if they are satisfied with the
hardware, software, training and service received from
the vendor. Ask them how long it ook until the computer
systemn was cperational.

Be sure the vendor has the staff to provide training,
answer yours questions while you are se(ting up, solve
problems and provide repair service. Visit the vendor's
training facilities. Ask ahout charges for training.

A computer will not operate itself. It must be fed,
murtured and massaged in order to get results. Entering
data wekes time, It is important to realize that if your
record keeping system is incomplete or sloppy, your
computer data wilt be the same. Time and money can be
wasted creating data that will not be used. Use pood
judgment in selecting information 10 be entered and
processed.

Software has been developed for specific rypes of
businesses. Be sure your vendor is knowledgeable about
available software and selects the one best suited 1o yoor
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particular business. Experience indicales that the
computer applications most beneficial 10 a small business
are accounts payable, order entry, accounts receivable,
inventery control and general ledger.

Getling a compuler into operation initially requires the
full and total involvement of the owner/manager, which
translates into many exira and sometimes frustrating
hours. Meanwhile, the regular business functions must be
continued. If an employee is to operate the computer, the
employee will also have to devote extra hours, at the
expense of the owner.

FRANCHISES

Computers do not save money by eliminating employees.
Rather, compulers facilitate and complement employees’
work by performing certain functons rapidly and
efficiently. This may be of great advantage in cffecting
other savings,

If the business cwner/manager has his fingers an the
puise of his business, a computer may not be needed. In
any event, the cost, efficiency and adequacy of a manual
system should be evaluated before you consider buying a
COMpPULer.

Franchising has a number of appealing features for
prospective business owners. Primanly, the risks of
opening a business are reduced because of easy access 10
an established product and a proven method of marketing.

Franchising has existed in one form er another for over a
century; in recent years enormous growih has occurred in
the number of franchises. Industries relying on franchised
business to distribute their products and services touch
evary aspect of life, from automobile sales and real estate
to fast foods and tax preparation.

As a maner of fact, franchises have the highest success
rate of any type of business start-np, which adds to their
appeal. However, buying 4 franchise does not in any way
ensure instant success; unless you are prepared for total
commitment of time, energy and Mnancial resources, it is
not for you,

Definition

A franchise is a legal and commercial relationship
berween the owner of a trademark, service mark, trade
name or advertising symbol and an individual or group
secking the right to use that identification in a business,
The franchise governs the method for conducting the
business between the two parties.

In its simplest form, a franchisor owns the right to a name
or trademark and sells that right to a franchisee. This is
known as productitrade name franchising. In the more
complex form, business formar franchising, a broader,
ongoing relationship exists between the parties. The
franchisor provides a full range of services, including site
selecon, training, product supply, marketing plang and
sometimes financing. Generally, a franchisee sells goods
or services supplied by the franchisor or sells goods or
services that meet the franchisor’s quality standards.

Advantages

» Franchising offers quick access to an established
and well-proven method of marketing, which
reduces the risk of opening a business.

» The franchisee purchases, along with the
wademark, the experience and expertise of the
franchiser’s organization.

s The franchises’s standing with local financizal
inslitutions 15 strenpthened,

= Franchisors offer training and management
assisiance.

» The franchisor offers experience in facility
design, layouts, displays, fixtures, marketing and
advertising,

Disadvantages

* Franchisors have required, standardized operalion
and management lechniques. If you prefer 1o be
an independent operator or prefer to do business
using your own methods, franchising is not for
YOI

» A franchisee loses his or her identity 10 the
benefit of the franchisor.

« The franchisor does not share in any losses but
does share in the profits.

+ The franchises usnally has te purchase all goods
and supplies from the franchisor only.

= The contract between the parties is usually 10 the
benefit of the franchisor,
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Disclosure Document

The Federal Trade Comimission requires that franchise
scllers provide certain information in a detailed disclosure
document 1o help a prospective buyer evalvate the
{ranchise opponunity. This information includes

» Names and addresses of other purchasers.

s A fully audiled financial statement of the
franchise seller,

= The background and experience of the key
gxecutives of the franchisor’s saff.

» The cost required o start and maimain the
husiness,

* The responsibilitics vou and the franchisor will
share.

A good franchisor uswally encourages prospective
franchisees to visit 2nd talk to other owners of the
franchise. This cenainly should be dong!

MANUFACTURING COST ACCOUNTING

Oher Considerations

An attorney should assist the prospective franchisee to
evaluale the franchise package, An accountant may be
needed 10 determine the Dull costs of purchasing and
operating the husiness, as wel! as the potential profit o
the franchises.

Before purchasing a franchise, carefully consider the
level of independence you will maintain, how
camprahensive the operating contrals are, and the full
casts of purchasing the franchise. Also, be sure 1o ask
about the terms and conditions for reselling your
franchise,

Although the success rate of franchises is high, very
independent penple with their own cancepts of operating
& business may not be the type to open a franchize.

Caost accouniing, in a broad sense, means accumulating all
the costs associated with an activity (manufacturing,
retailing, providing a service, etc.) and organizing them in
a meaningful way to (1} satisfy financial reporting
requirements and {2) achieve understanding of the costs
of the actvity for control and oplitmization purpoeses.

There is a distinction between general accounting and
cost accounting. Although costs are of primary concem in
bath, general accounting is concerned more with the 1otal
costs of a business. These costs are usually classified into
well-zstablished summary level accounts, such as cost of
goods sold, selling expenses, administrative expenses,
advertising and research.

Cost accounting details costs of individual products by
the types of costs (raw material, direct labar, eic.) and by
the departments (cost centers) within each of the business
funcuong (manufacluring, selling, administration, etc.).
Cost accounting is used 1o

» (ontrol bosiness operations by detailing the
important costs of the business, permitting
analysis of these costs and indicating where
comrective action is required if costs are not
mesting expectations (budgets, standards, etc.).

» Optimize business performance by using cost
dctails, along with sales revenue details (salcs

price received by producy, customer, territory,

etc.) to identify the most profitable areas of the
business for further development, as well as w0
ferret oul marginally profitable or unprofitable
operations lor elimination.

+ Satisfy financial reporting requirsmenis,
particularly in the valvalion of inventories in
manufacturing businesses,

Although cost accounting is mainly vsed for
manufacturing businesses, itis equally effective in
nonmanufacturing businesses. The discipline of detailing
costs by type and locatton, determining whether costs are
fixed or variable and comparing costs with expectations
(budgets, standards, etc.} provides a sound basis for
controlling and more efficiently performing any activity.

When applying cost accounting to a manufacturing
function, each cost element is classified generally in two
WaYS:

* Whether the cost is direct or indirect.
» Wheither the cost is fixed or vanable.

Normally, there are three classification combinations:
direct-variable, direct-fixed and indirect-fixed.
(Indirect-variable is unlikely).
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Direct costs are those incurred in the manufacoere of the
product; they can be readily identified with the preduct
These costs usually include raw materials and the labar
required 1o convert the raw materials to the finished
product. In some situations, direct costs include power,
fuel, steam and other significant costs that can be readily
idientified with the product,

Indirect costs are generally the costs of activities required
to support the manufacturing operations. These usnally
include plant administration, quality contrel, purchasing,
insurance, depreciation, property taxes and other similar
activities.

Variable costs are those that vary directly with the
quantity of product produced; a good example is raw
malerials. Labor spent in processing raw materials may
4ls0 be a variable cost if the amount of kabor required is
directly proportional to the quantity of goods preduced.
Orther costs, such as fuel if directly consemed into process
operations and if proportional 10 the guantity of
production, can also be classified as variable,

Fixed costs, as the term implies, do not vary with the
quantity of production. These generalty include all of the
indirect costs {suppert costs such as insurance, plant
administrarion, depreciation, elc.). They can also include
some direct costs, such as departmental supervisors,
utilities required to heafair condition production areas
and maintenance required to service the production
cquipment,

Fixed costs are “fixed” only for a mange of production
levels. A significant change in production level can
change these costs, Support aclivities, such as purchasing,
employee relations, plant administraticn and insurance,
along with direct costs such as supervisors and
maintenance, can vary with substantial changes in
production levels. When a cost is considered “fized,” the
range of production levels for which the cost is fixed
should be understood. This is called the relevant range.

There are two other distinctions made concerning the
application of cost accounting to manufacturing
operatons. Two ypes of manofacturing operatons are
recognized: job-order and continuous process
manufacturing.

Job-order manufacturing is based on specific quantities
of a product being processed through the operations with
all of the costs associated with that particular lot being
collected and identified with that lot.

Continuous process mamdacturing (such as many
chemical operadons) is a continuing manufacturing
operation where costs are collected over time {such as a
month} and quantities of materials consumed or produced
are measured through inventory changes.

Typical manufacturing costs and their general
classification are listed in Table 6.

Manufacring cost accounting is particularly effective
when it includes a budgeting/siandard cost system. A

Table & - Typical manufacturing costs and their classification

Classification
Cost element Direct Indirect Variable Fixed

Raw materials X X

Labar X X X X
Salaries X X X
Supplies X X X X
Payroll taxes X X X X
Medical insurance X X X
Heat, light, power X X X X
Telephone X X
Rent X X X
Insurance, property taxes X X
Depreciation X X
Other
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standard cost systern develops a projected unit cost,
achievable under controlled conditions, for each product
This unit cost 1s identified as the standard cost, and
includes all the raw materials, labor and other costs
incurred in producing the product plus an allocation of the
support costs. A sample standard cost (summary) could be

The standard cost originates from the manufacturing
budget. This budget projects the production requirements
{frem sales and inventory projections), the costs of each
of the departments within the plant, the costs of raw
materials, the raw material and labor requireinents for
each product, the producticn raies and oher

as follows: considerations depending on the particular manufacturing

operations.
Direct-variable  $2.00 per unit A il ; i
. ; sample budget, simplified for illustration purposes,
Direct-fixed 1.00 per unit follows in Table 7.
Indirect-fixed 1.25 per unit
Total $4.25 per unit
Table 7 - Sample manufacturing budget
Annual Budget—ZYX Company .
Production requirerments:
10,000 units (for the year)
Product requirements:
Raw materials—$6.00/mit
Labor—35.0 hr/unit
Labor rate—3512.00/Mhr
Production department budget: 3 % variable costs
Labor (10,600 units x 5 hrs x $12) 600,000 100
Salaries (1 supervisor) 30,000 o
Hent 15,000 H
Utilities 40,000 50
Maintenance 50,000 0
Total 735,000
Allocation of production costs:
Variable cost 620,000
Fixed cost 115,000
Total 735,000
Administration department budget:
Salaries 100,000 0
Rent 12,000 0
Uilities 3,000 0
Depreciation 50,000 ]
Total 165,000
Total budget:
Raw materials (10,000 x $6) 60,000
Produciion department 735,000
Administrtion department 165,000
Total 960,000
Standard cost, per unit:
Raw materials $ 6.00
Drirect varigble labor and expense 62.00
Direct fixed 11,50
Indirect fixed 16.50
Total 96.00
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Manufacturing cost budgets are divided inte periods
{month, quarter, etc.) for business planning purposes as
well as contrel purposes (compare zctnal costs with
budget). Table 8§ shows quarterly fignres for ZY X
Company's annual budget.

A budget broken down by periods is extramely imporiant
irt planning raw maiterial purchases, aranging to have
labor available during seasonally busy perieds and
particularly for ensuring that ¢ash is available to fund the
marmfacturing operations. 1115 also essential 1o control
operations during the course of the year, Asthe year
progresses, actual costs are compared (o budgetcd costs
and the variances analyzed. Table 9 shows the first
quarter manufacturing cost {or variance) report for the
ZYX Company, The maoafacturing budget is adjusted for
acmal production velume. This permits a valid
comparison of acual costs with allowable costs based on
actual production valume.

The above first quarter report for the ZYX Company
indicates that the plant exceeded allowable costs by

$20,950. Higher volumes than budget would result in
higher aciual costs compared to budget. However, it is
impornant wo compare actual costs o allowable costs
(budget adjusted for actual volume) to make a meaningful
comparison and analysis. In this case, the analysis
revealed that the unfavorable variance of $20,950 was
due mainly to 2 surge in orders requiring considerable
overtime for direct labor. This resulied in a substantial
unfaverable laber variance, which could have been
avoided by moving more quickly to hire additional labor
to handle the increased orders. The variance report, with
analysis, provides a much clearer understanding of ¢osts
so that actions can be 1aken when indicated,

The above examples have been simplified. Some
issues—such as inventory valuation, raw material
purchase price varlances, laber rate variances, labor hour
variances and the basis for allocatung fixed costs—have
not been covered. However, the examples illustrate the
discipline that cost accounting with a budget sysiem,
mcluding stangdard costs, can provide,

Table 8 — Sample annual budget, by quarter

ZYX Company
Annual Budget, by Quarter
1st gtr 2nd qtr Jrd gtr dth gir Year
Production (units) 3,000 4,000 2,000 1,000 10,000
Raw materials (§} 18,000 24,000 12,000 6,000 60,000
Production department budget ($)
Labor 180,000 240,000 120,000 60,000 600,000
Salaries 7.500 7,500 7,500 7,500 30,000
Rent 3,750 3,150 3,750 3,750 15,000
Utdlities 11,000 13,000 9,000 7,000 40,000
Maintenance 12,500 12,500 12,500 12,500 50,000
Tortal 214,750 276,750 152,750 90,750 735,000
Adminisiation department budget (5}
Salaries 25,000 25,000 25,000 25,000 100,000
Rent 3,000 3,000 3,000 3,000 12,000
ltilities 750 750 750 750 3.0
Depreciation/Insurance 12,500 12,500 12,500 12,500 50,000
Total 41250 41,250 41,250 41,250 165,000
*Total manufacturing costs 274,000 342,000 206,000 138,000 960,000

*Raw materials + production and adrninistration department badgets.
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Table 9 - Sample cost variance report

ZYX Company
First Quarter Cost Variance Report
Variance
Budgeted Allowable Actual Favorable/
Costs Cuosis Costs (Unfavorable)

Praduction (units) 3,000 4 000
Raw materials used ($) 18,000 24,000 25,000 {1,000)
Production deparmment budget

Labor 180,000 240,000 260,000 {20,000

Salaries 7,500 7.500 7.500 —

Rent 3,750 3,750 3,750 —

Utilities 11,000 13,000 . 12,000 1,000

Maintenance 12,500 12,500 13,000 {300

Total 214,750 276,750 206,250 {19,500}

Administration depariment budgct

Salaries 25,000 25,000 25,500 (500)

Rent 3,000 3,000 3,000 —

Utilities 750 750 700 50

Depreciation/Insurance 12,500 12,500 12,500 —

Taotal 41,250 41,250 41710 {450)

*Tolal manofacturing costs 274,000 342,000 362,950 (20,950}

*Raw materials + production and administration depariment budgats.

INVENTORY

In many businesses, the cost of purchasing merchandise
for resale (retailing) or the costs of purchasing and
converling malerials into finished products {manufacturing)
represent the business's most significant expanditures.
Keeping track of merchandise and materials, known as
{nventary, is important because of the considerable cosis
involved. This can he accomplished throngh a good
inventory record keeping systam,

inventory Record Keeping

[nventory record keeping establishes and maintains
informarien on current mventory, the additions and
withdrawals 1o inventory and inventory balances at the
end of specified periods (week, month, eic.). These
records identify the products/materials, the quantitics and
the value (cost) of these producls/materials, A simple
invenory record could look like the one shown in

Table 10.

The value is the cost of the product. This would be what a
retailer paid for the product or what a manufacturer paid

Eor materials plus labor and other charpes applied in
converting the materials into the finished product. In
Table 10, the cost of goods sold would be $100 for this
product for the month of May.

There are two different methods used in inventory record
keeping: perpetual and periodic.

Perpetual Inventory

The perpetual inventory method starts with a physical
inventory {actual count} and then adjusts this mventory
for additions and withdrawals. The inventory at the end of
the period is calculated by subtracting the number of nnits
sold from the total of the beginning inventary plus the
additional units produced. Anexample is furnished in
Table 11,

The perpetval inventory method is used when reliable
sales and production information is readily available and
the frequent taking of physical inventories would be
burdensome. Howewver, physical invenlories must be
periodically taken {e.g., quarterly or annually) o check
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Tabla 10 - Sample inventory record

Product code: 1020
Product description: 1 quart bottle, Hi Temp Oil
Period Inventory activity
Month: May Beginning Sales Production End
Quantity (units) 600 (200) 300 700
Valuefcost (3) 300 (100} 150 350

Table 13 - Sample periodic inventary

Table 11 — Sample perpetual inventory {manufacturing)

Activity ¥alue in units Activity Value in units
Beginning inventory 100 Beginning inventory 1,500
Sales (75) Sales {80Q)
Production a5 Production (calculated) o000
Ending inventory (calculated) 120 Ending inventory 1,600

the alculated inventories, The inventory records are then
adjusted to agree with the physical inventeries. The
financial effect of these adjustments is reflected in the
balance sheet and the profit/loss stalement of the business.

Perigdlc Inventory

The periodic inventory starts with the physical mventory
taken at the end of each period. Sales or production
amounts are then calculated based on the beginning and
ending physical inventories. This method is used when
reliable sales or production data are not readily available.
Consider the examples in Tables 12 and 13.

Table 12 - Sample periodic inventory (retailing)

Inventory record keeping is primarily used (10 determine
the cost of goods sold as well as to provide information
for financial stalements.

invantory Controt

Inventory contrel i the management of inventory and
relies heavily on information provided by the inventory
record keaping system. [nventory is required 10 support
the operations of the business, whether it be 4 retailing or
manufactering business. The proper management of
inventary helps the business achieve its objectives in
sales, costs and profits. The business plan must recognize
and define the role inventories will play in achieving the
businzss objectives.

Inventory control consists of the following:

= Seming objectives for inventory: the type,

Activity Value in %
Beginning inventory 12,000
Purchases 6,000
Cost of sales (calculated) (8,000}
Ending inventory 10,000

quanltity, cost and order/production point {what
quantity will initiate action for resupply} of
products/materials.

s Recording and reporting actual results (donc by

In Table 12, the cost of sales equals the beginning
inventory plus the purchases minus the ending inveniory,

In Table 13, the number of units produced equals the
ending inventory plus sales minus the beginning
inventory.

the inventory keeping system),

» Comparing actual results with objectives and
analyzing the diffarences.

» Taking action to correct problems or improve
business performance.

Inveniory supports the sales activity. This means having
what the customer is willing to buy, when he or she needs
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i, at a price that provides an acceptable profit 10 the
business.

Inventory control is integrated with systems thal rack
sales, production and purchasing activities. The following
is a simple example.

The BAC Company plans to produce and sell thrae
products: X, Y and Z as detailed in Tabla 14,

Table 14 — Proposed annual sales and production

rates for BAC Company
Annoal sales Production rate
Product (units) (units/day)
X 26,000 200
Y 32.00) 100
z 13,000 106

The business operates five days per week, 52 weeks per
year. The minimum ecenomic produchion run is two
weeks. [t is planned 10 have a minimum inventory
equivalent 10 four weeks of the planned sales rate w0
ensure having enpugh product for costomer needs. The
maximuym inventory is to be eight weeks of the plannad
gales rate to limit the investment. The minimum and
maximum inventories, based on these plan assumptions,
would be as listed in Table 15.

Table 15 - Minimum and maximum inventory for

BAC Company
Daily Minimum Maximum
sales rate  inventory  inventory
Product  (units/day) {units) {units)
X 100 2,000 4,000
Y 200 4,000 8.000
z 50 1,000 2,000

When product X inventory falls 1o 2.(KK) units, a
productien order is issued o bring the inventory level
4 000 units. If sales continue at 100 units per day and the
production rate is 200 units per day, it will ke four
weeks of production time to raise the product X inventory
to 4,000 units.

Various measures arc uscd, for control purposes, to relate
invenlory amount 10 sales activity. Two commonly used
megsures are inventory days (used in manufacturing

businesses) and inventory mrmover {(used in retailing
businesses).

Inventory Days

Inveniory days measure the ameunt of inventory in 1erms
of days of sales. In the example for BAC Company,
where product X sales rate was 100 units per day, the
inventory days for the minimym inventary ptanned of

2 000 uniis would be 20 days {inventory emount divided
by daily sales rate, or 2,000 + 100 = 20). The maximum
inventory days would be 40 days (4,000 + 100 = 40).

Values (costs) can be used in calcolating inventory days,
Assume that the units cosl $5.00 ach in the above
example. For producg X, the minimum inventory planned
would be $10,000 (2,000 uaits x $5.00 per unit) and the
daily cost of sales would be $300/day (100 units{day x
%5.00 per unit). Inventory days for the minimum
inventory planned would be 20 days (inventory value/cost
of sales per day or 310,000 + $300/day = 20 days).

Inventory Turnover

Inventory turmover measures the number of timesin a
year that the inventory “turns over.” In the above
example, if product x sales are planned at a rate of 100
units per day or 26,000 units for the year and the
inventory averages 3,000 units, the inventory tumover
would be §.67 (26,000 + 3,000 = §.67). Again, values
(cos1s} could be wsed in calculating inventory nomover
similar to that done above.

Although the 1ime period of a year is used as the hasis for
calculating inventory tumover in most cases, a s¢asonal
business (such as a store in a summer resort} would use
the season as the basis, In this case, the business objective
is [0 um the inventory Over as many tmes as possible
and have little or no inventory by the end of the season.

Actual sales activity (sales rate, product preferences,
selling prices) must be closely momiored with inventory
{products, quantitizs, cosis, resupply limiis} 10 be sure
that the inventory control system is peoperly supporting
the sales activity.

Another important objective of inventory control is to
keep the financial investment in inventories just sufficient
to support the business, Inventory building converts cash
inte peoducts that may er may not sell or may sell ata
price less than cost. Inventories consume cash, increase
the invesiment in the business and can bankrupt the
business if not properly controlled.
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Inventory Strategies

Every business competes within an industry and each
industry has a life cycle. The strategies employed by the
business depend on where in the life cycle the industry is.
The management of inventories is influenced by this life
cyele,

Generally, there are four stages in the life cycle of an
indusiry, These are as follows:

= Development—Uniquely new products are being
developed and market tested. Products must be
available for market testing, There is Little
concern about inventory investment, other than to
be sure products are available for market testing
and developrment.

+ Growth—The product has been demonstrated (0
have significant market potential and the business
strives to gain a major market share. Investment

in inventary is heavy to ensure product
availability 1o gain significant market share.

* Marurity—Growth has leveled off. Inventories
arg very closely controlled to keep investment in
them just sufficient o mainrain markes share.

& Apging—A period of retrenchment as competitive
industries take away or eliminale markels.
Inventories decling as umprofitable and marginally
profitable segments of the business are weeded
out.

The proper control of inventories is essential to the success
of any business in which investment in inventories is
significant. Awareness of the competition and the state of
new product development is just as imponant as a finely
honed record-keeping system. While the record-keeping
system is imponant, how it is applied will determine the
success of the business.
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APPENDIX A: USEFUL IRS TAX PUBLICATIONS

Number Subject

554 Application for Employer Identification Number
S5chC Profit or Loss from Buysiness-Sole Proprigior
Sch SE Computaticn of Social Security Self-Employment Tax
IMOES Estimated Tax for Individuals

15 Employers Tax Guide (Circular E)

33 Tax Guide for Small Business .
505 Tax Withholding and Eslimated Tax

533 Self-Employment Tax

hEL) Depreciation

535 Business Expense

538 Accounting Periods and Methods

539 Employment Taxes (Defines an Employee)

541 Tax Information on Parmerships

542 Tax Information on Corporations

552 Recordkeeping for Individuals

583 Infoemation for Business Taxpayers

587 Business Use of the Home

589 Tax information on 5 Corporations

917 Business Use of a Car
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APPENDIX B: INFORMATION RESOURCES

U.8. Small Business Administration (SBA)

The SBA offers an extensive selection of information on
most business management topics, from how to start a
business 10 exporting your products.

This information is listed in The Saail Business
Directory. For a frec copy contact your nearest SBA
Mfice.

SBA has offices thronghout the country. Consult the UL,
Government section in your telephone divectory for the
office nearest you. SBA offers a number of programs and
services, including training and educational programs,
counseling scrvices, financial programs and conbiact
assistance. Ask about

* Service Corps of Retired Executives (SCORE),
a national organizanon sponsored by SBA of
over 13,000 volunteer business execulives
who provide free counseling, workshops and
seminars 10 prospective and existing small
business psople.

+ Small Business Development Centers (SBDCs),
spansored by the SBA in partnership with
state and local govemmenits, the educational
community and the private secter. They
provide assistance, counseling and training
to prospective and existing business people.

» Small Rusiness Institutes (SBIs),
organized through 5BA on more than
500 college campuses nationwide. The
institutes provide counseling by stuicnts
and facully to small business clients.

For more informaticn about SBA business development
programs and services call the SBA Small Business
Answer Desk at 1-800-U-ASK-SBA (827-5722).

Other U.S. Government Resources

Many pubtications on business management and other
related topics are available from the Government Printing
Office (GPO). GPO bookstores are located in 24 major
cities and are lisied in the Yellow Pages under the
“bookstore™ heading, You can request a Subject
Bibliography by writing to Government Printing Office,
Superintendent of Documents, Washingten, DC
20402-9328,

Many federal agencies offer publications of interest Lo
small businesses. There is a nominal fee for some, but
most are free, Below is a selected list of government
agencies that provide poblications and ather scrvices
targeted to small businesses. To get their publications.
contact the regicnal offices listed in the elephone
directory or write 10 the addresses below:

Consumer Information Center (CIC)

P.O.Box 10D

Puchin, CO 81002

The CIC offers a consumer information catalog of
federal publications, .

Consumer Product Safety Commission {CPSC)
Publications Request

Washington, DC 20207

The CPSC alfers guidelines for product safety
requirements.

1.5, Department of Agriculture (USDA)

12th Swreet and Independence Avenue, SW
Washington, DC 20250

The USDA offers publications on selling to the USDA.
Publications and programs on entreprencurship are also
availahle through county extension offices nationwide,

U.S. Department of Commerce ([OC)

Office of Business Liaisen

14th Street and Constitution Avenue, NW

Room 5898C

Washington, DC 20230

DOCs Business Assistance Center provides listings of
business opportunities available in the federal govemment,
This service also will refer businesses to diffecent
programs and services in the DX and other federal
agencies,

U.S. Departiment of Health and Human Services (HHS)

Public Health Service

Alcohol, Drug Abuse and Mental Health
Administration

5600 Fishers Lane

Rockville, MD 20857

Drug Free Workplace Helpline: 1-800-§43-497L Provides

information on Employee Assistance Programs.

National Institute for Drug Abuse Hotline:

1-800-662-4357. Provides information on preventing

substance abuse in 1he workplace,

The National Clearinghouse for Alcohal and Drug

Information: 1-800.729-6686 toll-free. Provides pamphlets

and resource materials on substance abuse,
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U.S. Department of Labor (DOL)
Employment Standards Administration

200 Constntution Avenug, NW

Washingion, T 20210

The DOL offers publications on compliance with
labor laws,

U.5, Department of Treasury
Internal Revenue Service (IRS)
P.O. Box 25866

Richmond, VA 23260
1-800-424-3676

The IRS offers information on tax requirements for small

husinesses.

U.S. Envircnmentzgl Protection Agency (EPA}

Small Business Ombuodsman

401 M Sireet, SW (A-1490)

Washington, DU 20460

1-800-368-5888 except DC and VA

T03-337-1938 in DC and VA

The EPA otfers mose than F00 publications designed o
help small businesses understand how they can comply
with EPA regulations.

1.5. Food and Drug Administration (FDA)

FDA Center for Food Safety and Applied Nutrition
200 Charles Street, SW

Washington, DC 20402

The FDA offers information cn packaging and labeling
requirements for food and foed-related products,

For Mors information

A librarian can help you locaee the specific information
you need in reference books. Most libraries have a variaty
of directories, indexes and encyclopedias that cover many
business topics. They also have other resoorces, such as

* Trade association information
Agk the likrarian o show you a directory of trade
associations. Associations provide a valuable
network of resources 10 ther mermbers through
publications and services such as newsleiters,
conferences and seminars,

= Books .
Many gnidebooks, rextbooks and manuals on
small business are published annually, To find the
names of books nat in your local library check
Books In Print, a directory of books cormently
available from publishers.

s Magazine and newspaper articles
Business and professional magazines provide
information that is more current than that fourd in
books and texibooks. There are a number of
indexes te help you find specific articles in
periodicals,

In addition 10 books and magazines, many Hbraries offer
free workshops, lend skill-building apes and have
catalogues and brochures describing continuing education
opportunities.
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