Background
Mike Gibbons and his partner started Video Station three years ago with $22,000 in start-up capital. Customers could order from a video library of just over 500 tapes, and for $2.99, Video Station would deliver the requested tape to a customer’s. Since opening the store, Mike lowered the price to $1.99 for one night. The business quickly outgrew the original 143-square-foot room, and Video Station expanded into an adjacent room that was remodeled to handle walk-in business. Revenues that first year were $64,000 with all surplus cash flows used to purchase additional tapes.
During the second year Mike bought his partner out. Video Station expanded to a second store located in a small shopping mall. The 1,200-square-foot store contained about 1,500 videotapes. To finance this expansion required additional capital that was obtained by a $100,000 loan based on Mike’s personal assets. The money was used to remodel the second store, purchase the initial inventory for the second store, increase the inventory in the first store, and purchase a general-purpose vehicle for deliveries. Revenues during the second year were $173,000. Mike received an annual salary of $12,000, and all other profits were used to purchase additional tapes.
During the third year, Video Station opened a third store that had 5,000 square feet of retail floor space plus additional space for offices. This store contained more than 12,000 tapes and required an additional $200,000 loan for the remodeling and the purchase of tapes. Revenues grew each month and the total revenue for the year was $278,000. 

Present Position

Mike estimated that his smaller competitors had an average of less than 1,000 videotapes each and combined had less than half the total video rental business in his town. He also estimated that the present annual revenues from video rentals in this town were about $600,000. To Mike, this did not seem to be enough business for two big stores to be profitable.
Although the growth of Video Station has been phenomenal, the business has not been profitable. The sales mix has been 90% in-store rentals and 10% delivery. The cost of furnishing the last two stores pus the cost of purchasing a large inventory of tapes required Mike to borrow almost $300,000. The growth of revenues, however, has been up to Mike’s forecasts, and he expects Video Station to become profitable this year. The income statement for the first six months indicates that his estimates are on target. (See exhibit 1)

Although the income statement indicated a healthy firm, Mike knew that what would be important in the next few months would be cash flows. His cash flows for the past 3 months were positive (see exhibit 2), although he had purchased slightly more videotapes than usual. Finally he looked at his most recent balance sheet to see what his financial position was while going into a period of tough competition. (See exhibit 3) Two items looked ominous: notes payable and retained earnings.

The notes payable, which had been used to purchase the tape inventory, make leasehold improvements, and buy fixtures and office furniture for the last two stores, required only interest payments for the next three years. The other item, retained earnings, was negative because during the first three years of operation, Video Station had large depreciation expenses. 
