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Learning Goals
1

Distinguish between small and large businesses and identify the industries in which most small firms are established.

2

Discuss the economic and social contributions of small business.

3

Compare the advantages and disadvantages of small businesses.

4

Describe how the Small Business Administration assists small-business owners.

5

Explain how franchising can provide opportunities for both franchisors and franchisees.

6

Summarize the three basic forms of business ownership and the advantages and disadvantages of each form.

7

Identify the levels of corporate management.

8

Describe recent trends in mergers and acquisitions.

9

Differentiate among private ownership, public ownership, and collective ownership (cooperatives).

Go to the Head of the Line with Livewire

Most downhill skiers would say that there’s nothing more frustrating than driving up to a ski area, pulling on layers of clothes, hauling gear to the lodge, and then standing around in a long line waiting to buy a lift ticket. If you are standing at a ticket window inside the heated lodge, you sweat bullets. If you 

are standing in line outside, you freeze. What if you could buy your ticket ahead of time, say, at your local shopping mall? Then you could park your car and head straight to the ski lift without standing at a ticket window at all. Craig Souser, founder of Livewire International, had the same idea. His vision could potentially change the way the ski industry, as well as other entertainment-based or retail businesses, reach their customers. But getting to the mountain slopes hasn’t been an easy road for Souser, his company, or his employees.

Souser founded Livewire in 1998 in his hometown of York, Pennsylvania, where he was running his late father’s company, J. L. Souser & Associates, which represented manufacturers of industrial equipment. The family business was still his bread and butter. But Craig had big plans for Livewire. The fledgling company would build interactive kiosks for the ski industry. These electronic kiosks, which look like ATM machines, would allow shoppers in sporting-goods stores to go online for current information on ski resorts, snow conditions, equipment, and apparel. Marketing information from multiple brands and companies would be available to skiing enthusiasts all in one place. Livewire’s business plan called for the resorts and retailers to pay the company to advertise on its kiosks. Craig secured enough financing to hire a few more employees, carved out some office space at the J. L. Souser plant, and eventually was able to place kiosks in about 90 retail outlets, mostly those serving ski areas in Colorado.

But the money just didn’t come in fast enough, so Souser decided to bring in more seasoned management in the form of a tough new chief executive, Bruce Pavesich, to help turn things around. Pavesich fine-tuned Livewire’s plan with an attractive new offering: selling ski lift-tickets online at its kiosks. If Livewire received a small cut of every ticket sold, the company could begin making money almost immediately. Still, Livewire needed to come up with the financing to revamp the kiosks so they could offer the tickets. Craig’s friend Stuart Fraser happened to be vice-chairman of the bond-trading firm Cantor Fitzgerald. Fraser thought Livewire’s business idea was great—he invested $1 million in the firm, joined its board, and promised another million. But on September 11, 2001, everything changed. Although Fraser was not in the World Trade Center when it collapsed, hundreds of Cantor Fitzgerald employees were lost, and the company was virtually crushed. Fraser was in no position to commit additional funds.

Tough times followed for Livewire. Layoffs ensued—Souser even had to lay off friends he had talked into coming to work for the company. Both he and Pavesich went to work trying to raise any money they could. One shareholder donated $100,000, and Pennsylvania’s state small-business program pledged $50,000. Then executives of Intermedia Kiosks in Maryland stepped in, agreeing to supply their own kiosks in return for a share of revenues and a share of ownership in Livewire. All of this assistance was enough to keep Livewire from going under. Within a few months following 9/11, Livewire was able to open additional kiosks in two large Denver sporting-goods stores, with computer touch screens offering tickets to Arapahoe Basin, Winter Park, Breckenridge, and other local ski destinations. “These are self-serve,” explained David McCracken, Livewire’s director of technology. “The skier walks up to the kiosk, selects a resort, picks the type of ticket—child or adult—swipes their credit card, and out comes a ticket and receipt.”

The new kiosks proved to be major crowd-pleasers. The following season, not only did the original resorts renew their contracts, but major resorts like Vail, Copper Mountain, and Telluride were also joining the network. “Our network of off-mountain ticket kiosks has been embraced by every resort we have approached since our successful Colorado pilot program last winter,” reported Andrew Heltzel, ski business unit manager. “For this coming season we have nearly doubled the number of retail outlets in our Colorado system.... It’s obvious to retailers that the days of consigned paper tickets are numbered.”

Success also allowed the company to expand in other directions, including agreements with ski resorts in the East. More recently, Livewire has expanded its kiosk concept into different sports markets by forming an alliance with TaylorMade-adidas Golf to develop a nationwide network of approximately 1,500 marketing kiosks to deliver information about products, instructional programs, and interactive capabilities.1

Chapter Overview

If you have ever thought of operating your own business, you are not alone. In fact, on any given day in the U.S., more people are trying to start new businesses than are getting married or having children. However, before entering the world of contemporary business, an entrepreneur needs to understand its framework.


Like Livewire founder Craig Souser, every business owner must choose the form of legal ownership that best meets the company’s needs. Several variables affect the choice of the best way to organize your business:

•
How easily can you set up this type of organization?

•
How much financial liability can you afford to accept?

•
What financial resources do you have?

•
What strengths and weaknesses do you see in other businesses in the industry?

•
What are your own strengths and weaknesses?

They Said It

Successful people have control over the time in their life. A shoemaker who owns his own shop gets up one morning and says, “I’m not opening.” That’s a successful guy.

—Rod Steiger (1925–2002) American actor
We begin this chapter by focusing on small-business ownership, including the advantages and disadvantages of small-business ventures. We also look at the services provided by the U.S. government’s Small Business Administration. The role of women and minorities in small business is discussed in detail, as well as global opportunities for small-business owners. We then provide an overview of the three forms of private business ownership—sole proprietorships, partnerships, and corporations. Next, we explore the structures and operations typical of larger companies and review the trends in business with a fresh look at mergers, acquisitions, and joint ventures. The chapter concludes with an explanation of public and collective ownership.

Most Businesses Are Small Businesses

Although many people associate the term business with corporate goliaths like ExxonMobil, Ford, PepsiCo, Pfizer, Microsoft, and Wal-Mart, 9 of 10 firms with employees have fewer than 20 people on staff, and 98 percent have fewer than 100 employees. The vast majority of U.S. businesses have no payroll at all: Over 14 million people in the U.S. are earning business income without any employees.2 Almost half the sales in the U.S. are made by small businesses.3
Small business is also the launching pad for entrepreneurs from every sector of the diverse U.S. economy. One third of the nation’s 17 million small businesses are owned by women. Hispanic-owned businesses account for 4 percent of all U.S. businesses with fewer than 100 employees. African Americans own another 3.6 percent, and Asian Americans 3.5 percent.4
What Is a Small Business?

How do you distinguish a small business from a large one? Are sales the key indicator? What about market share or number of employees? The Small Business Administration (SBA), the federal agency most directly involved with this sector of the economy, considers a small business to be a firm that is independently owned and operated and is not dominant in its field. The SBA also considers annual sales and number of employees to identify small businesses for specific industries.

small business firm that is independently owned and operated, not dominant in its field, and meets industry-specific size standards for income or number of employees.
•
Most manufacturing businesses are considered small if they employ fewer than 500 workers.

•
To be considered small, wholesalers must employ no more than 100 workers.

•
Most kinds of retailers and other services can generate up to $5 million in annual sales and still be considered a small business.

•
An agricultural business is generally considered small if its sales are no more than $500,000 a year.5
The SBA has established size standards for specific industries. These standards, which range from $500,000 to $25 million in sales and from 100 to 1,500 for employees, are available at the SBA’s “Size Standards” Web page, http://www.sba.gov/size.

An excellent example of a small business—and its founder-owner—can be found in a 97-year-old former Lutheran church in Maynard, Massachusetts. Ron Labbe’s Studio 3D is the world’s only one-stop shop for all things 3-D. His biggest seller is 3-D glasses. When Polaroid dropped the product, Labbe moved quickly, buying the remaining inventory of 750,000 pairs at 2.5 cents each. Today, they’re hot sellers at 25 cents apiece.6

Studio 3D founder Ron Labbe’s photographic experiences qualify him as an expert in things 3-D. He worked on a 3-D issue of Sports Illustrated, helped to launch the Magic Eye 3-D illusions found on millions of cereal boxes and posters, and has made 3-D slides in operating rooms.
Since government agencies offer a number of benefits designed to help small businesses compete successfully with larger firms, operators of small businesses are interested in determining whether their companies meet the standards for small-business designation. If it qualifies, a company may be eligible for government loans or for government purchasing programs that encourage proposals from smaller suppliers.

Typical Small-Business Ventures

For decades, small businesses have competed against some of the world’s largest organizations, as well as multitudes of other small companies. One of these fearless competitors is Dublin, California-based Sanrise Group, started by David Schneider to help businesses store the explosion of Internet data and solve today’s data-storage chaos. Imitating Dell’s original model of selling built-to-order PCs directly to customers, Sanrise designs preconfigured data-storage equipment to match specific business customer needs and ships it worldwide within 30 days. Not only does the equipment match customers’ needs, but it also saves them 30 to 40 percent in storage costs, while letting them avoid the months often involved between order and delivery and setup. To continue to serve its 600-plus customers and compete with larger, better financed rivals, Sanrise raised a whopping $115 million from several major outside investors. Revenues are soaring, too, and are expected to reach $100 million soon.7
The past 15 years have seen a steady erosion of small businesses in many industries as larger firms have bought out small independent businesses and replaced them with larger operations. Drugstore retailers have been tremendously affected, as thousands of small neighborhood pharmacies have been replaced by retail giants like Walgreen’s, CVS, and Rite Aid. The number of independent pharmacies has plummeted 30 percent over the past 10 years.8 But as Table 5.1 reveals, the businesses least likely to be gobbled up and consolidated into larger firms are those that sell services, not things; rely on consumer trust and proximity; and keep their overhead costs low.

Table 5.1  David vs. Goliath: Business Sectors Most Dominated and Least Dominated by Small Firms

Most Likely to 
Fewer Than Be a Small Firm
20 Workers

Dentists
98%

Home builders 
97

Florists
97

Hair salons
96

Auto repair
96

Funeral homes
95

Source: USA Today analysis of U.S. Small Business Administration data; reported in Jim Hopkins, “Big Business Can’t Swallow These Little Fish,” USA Today, March 27, 2002, pp. B1, B2.
For centuries, most nonfarming small businesses have been concentrated in retailing and the service industries. As Figure 5.1 indicates, small businesses provide the majority of jobs in the construction, agricultural services, wholesale trade, services, and retail trade industries. Small service businesses can be as high-touch as a country inn or hair stylist, or as high-tech as Sanrise Group.

FIGURE 5.1

Major Industries Dominated by Small Businesses

Source: Data from Office of Advocacy, U.S. Small Business Administration, “Small Business Profile: United States,” accessed from the SBA Web site, http://www.sba.gov/advo/stats, January 14, 2004.

They Said It

Size certainly matters, and not always in a positive way.

—Michael Powell (b. 1941) founder and owner, Powell’s Books
Retailing is another important industry for today’s small businessperson. General merchandising giants like Sears, Target, and Wal-Mart may be the best-known retailing firms, but small privately owned retail stores far outnumber them. Small-business retailing includes stores that sell shoes, jewelry, office supplies and stationery, clothing, flowers, drugs, convenience foods, and thousands of other products. People wishing to form their own business have always been attracted to retailing because of the ability to start a firm with limited funds, rent a store rather than build a custom facility, create a Web site, and use family members to staff the new business.

Powell’s Books, based in Portland, Oregon, is one of the most successful retail bookstores in the U.S. In contrast to so-called “Big Box” book superstores like Barnes & Noble and Books-A-Million that use their huge buying power to secure lower prices for large orders and Amazon.com’s well-known high-tech, stock-everything strategy, Powell’s competes by specializing in used, sometimes hard-to-find books. Through its seven bookstores and its Web site (Powells .com), Powell’s serves customers who like buying from an independent store instead of one of the larger chains and who don’t mind paying extra to find something special to read. Their different strategies permit the two competitors to benefit one another. Powell’s buys returned books from Amazon.com at a discount and sells them as used. Amazon fills orders for out-of-print books through Powell’s. This strategy will never make Powell’s the largest bookseller, but that is just fine with the retailer’s founder, Michael Powell.9
Small business also plays a significant role in agriculture. Although most farm acreage is in the hands of large corporate farms, the majority of farmers still operate as small businesses. Most U.S. farms are owned by individual farmers or families, not partners or shareholders.10 The family farm is a classic example of a small-business operation. It is independently owned and operated, with relatively few employees, relying instead on the labor of family members. But today’s small farmers must be able to combine savvy business and marketing techniques to thrive, as has California-based Earthbound Farm, which is discussed in the Hits and Misses box.

Hits & Misses

Earthbound Farm Grows Revenues

Organic farming has been around for centuries. In fact, it has a much longer history than the agribusiness we’ve come to think of as farming. Still, the practice struggled through the last years of the 20th century to grow roots again in American soil. Many small businesses toiled at chemical-free farming, only to go under because they couldn’t grow enough foods fast enough at a low-enough price. Andrew and Myra Goodman of Earthbound Farm were determined to break the pattern.


The Goodmans started their California-based business by growing and harvesting organic raspberries and then selling them at a roadside stand and to the occasional local restaurant. They survived and began to diversify their crops, hired a few employees, worked their way into grocery chains, and made partnership deals with larger growers. Meanwhile, the organic food trend continued to rise, and the Goodmans’ business rose with it. Sales of organic foods are growing five times faster than any other category, raking in $11 billion in sales each year. The Goodmans’ Earthbound Farm produce—sold under the Natural Selection Foods brand—is now grown on 13,000 certified organic acres in California, Arizona, Colorado, Mexico, and New Zealand and ranks as the nation’s largest organic produce grower.


Earthbound Farm might have remained just another small organic grower if it hadn’t been for two critical moves. The first move was the formation of two key business alliances with Salinas, California-based companies. First was the joint venture between the Goodmans and Mission Ranches, which agreed to convert 6,000 of its acres to organic farming in exchange for 50 percent of Earthbound’s sales and the use of Earthbound’s marketing and processing capabilities. Then produce provider Tanimura & Antle acquired a one-third stake in Natural Selection, which helped Earthbound obtain access to 11,000 new acres for growing produce. Because rents for organic farmland tend to be 30 percent higher than for traditional farmland, these agreements are vital to Earthbound’s future—which appears to be quite healthy.


The second move—one that salad lovers consider an idea as groundbreaking as frozen pizza or cheese in a spray can—was equally important. After growing 13 acres of baby lettuce in the late 1980s for a major buyer who moved away during the growing season, the Goodmans came up with what became a favorite of salad-loving—but busy—parents and single households: salad in a bag. Myra describes the product’s beginnings this way: “We bought a bunch of Ziploc bags. Then we stapled them shut and took them to stores.” Both the concept and the product quality proved to be winners, and soon the firm had its boutique product in such mass-market retail stores as Costco, Wal-Mart, and Wendy’s. Today, it no longer is a small business. Its 1,500 employees harvest enough to sell 15 million salad servings a week, and total company sales currently exceed $200 million annually.

Questions for Critical Thinking

1.
What are some of the advantages of being a small business that might be overshadowed by Earthbound’s alliances with the two larger companies?

2.
In what ways does Earthbound contribute to the U.S. economy?

Sources: Company Web site, http://www.ebfarm.com, accessed January 16, 2004; Alex Tresniowski and Maureen Harrington, “Greens Giants,” People, January 27, 2003, pp. 119–121; Allison Fass, “Fieldwork,” Forbes, November 25, 2002, p. 248; Carolyn Rice, “Organic Farming Growing in County,” Monterey County Herald, September 5, 2002, http://www.montereyherald.com.

They Said It

You may not think you’re going to make it. You may want to quit. But if you keep your eye on the ball, you can accomplish anything.

—Hank Aaron (b. 1934) American baseball legend
Almost half of small businesses in the U.S. are home-based businesses—firms operated from the residence of the business owner. Between 1960 and 1980, fewer people worked at home, largely because the number of farmers, doctors, and lawyers in solo practices was declining. But since then, the number of people working at home has more than doubled. A major factor in this growth is the increased availability of personal computers with access to the Internet and other communications devices such as fax machines and cell phones. As computer technology evolves at a rapid pace and more workers prefer the flexibility of working from alternative locations, the Census Bureau predicts that the number of home-based businesses will grow even faster during the early decades of the 21st century.11
Operating home-based businesses can help owners keep their costs low. Without having to lease or maintain separate office or warehouse space, a home-based business owner can pour precious funds into the business itself. Some home-based business owners have even discovered the benefits of selling their goods through eBay, the online auction site. Andrew and Tracy Hortatsos, owners of ShadeSaver.com, sell 50 percent of their retail sunglasses through eBay. “It was probably the single most important thing we stumbled upon as far as allowing our business to grow,” says Andrew Hortatsos.12 The cost of operating from home through eBay is far less than the cost of leasing, staffing, and maintaining a retail store at a high-traffic shopping mall, not to mention the far greater number of consumers eBay reaches.

Other benefits of a home-based business include greater flexibility and freedom from the time and expense of commuting. Drawbacks include isolation and less visibility to customers—except, of course, if your customers visit you online. In that case, they don’t care where your office is located.

Many small-business start-ups are more competitive because of the Internet. An estimated three of every five small businesses have an online presence. But the Internet does not automatically guarantee success, as illustrated by the thousands of dot.com failures during the early years of e-commerce. Setting up a Web site can be relatively inexpensive and gives a business the potential to reach a huge marketplace. Tiny Salem Five Cents Savings Bank, a Massachusetts firm with only nine branches, has a significant presence on the Internet. It established that presence by acting quickly in the mid-1990s, when Internet banking was still an innovation. Consumers liked the new service and low fees, and before long, Salem Five had attracted thousands of new customers. When bigger banks began adding Internet service, Salem Five changed its online name from salemfive.com to directbanking.com and honed its focus to New England, where the bank already had a good reputation to build on. It continues to innovate and has opened branches with automated-teller machines and Internet kiosks offering videoconferencing with bank representatives. High technology coupled with concern for customer service keeps Salem Five in business even as the biggest banks spend millions of dollars on advertising.13
American business history is filled with inspirational stories of great inventors who launched companies in barns, garages, warehouses, and attics. For young visionaries like Apple Computer founders Stephen Jobs and Steve Wozniak, the logical option for transforming their technical idea into a commercial reality was to begin work in a family garage. The impact of today’s entrepreneurs, including home-based businesses, is discussed in more depth in Chapter 6.

1. Why are small-business owners interested in determining whether their companies can be designated small businesses by the SBA?

2. Identify three industries in which small businesses are common.
Contributions of Small Business to the Economy

Small businesses form the core of the U.S. economy. Businesses with fewer than 500 employees generate 47 percent of total U.S. sales and over half the nation’s gross domestic product. Nine of every ten U.S. businesses are small businesses. In addition, small businesses employ 53 percent of the nation’s private nonfarm workforce.14
Creating New Jobs

Small businesses make tremendous contributions to the U.S. economy and to society as a whole. One impressive contribution is the number of new jobs created each year by small businesses. Three of every four new jobs created over the last 10 years were at companies with fewer than 500 employees. A significant share of these jobs was created by the smallest companies—those with four or fewer employees. Small firms are dominant factors in many of the industries that have added the most jobs: engineering and management services, construction trade contractors, wholesale trade, amusement and recreation, social services, and restaurants.15
In an economy slowed by recession, a sizable number of new jobs are created by entrepreneurs who decide to launch new business ventures. During the first years of the 21st century, employers hired 20 percent fewer new college graduates than before the recession began. Instead of spending his final year at Texas A&M University job hunting, James Ewing launched Northgate Vintage, a retail store that offers vintage clothing. “In my classes, everybody is talking about how hard it is to find a job,” says Ewing. “I don’t have to worry about that because I can focus on this.”16
Even if you never plan to start your own business, you will probably work for a small business at some point in your career. Not only do small firms employ about half of all U.S. workers, but they are more likely than large firms to employ the youngest (and oldest) workers. In addition, as detailed in a later section of this chapter, small businesses offer significant opportunities to women and minorities.

Small businesses also contribute to the economy by hiring workers who traditionally have had difficulty finding jobs at larger firms. Compared with large companies, small businesses are more likely to hire former welfare recipients.17 Driven in part by their limited budgets, small businesses may be more open to locating in economically depressed areas, where they contribute to rehabilitating neighborhoods and reducing unemployment. As the Best Business Practices box describes, the Choctaw Indian nation has been especially successful in creating a variety of jobs for Native Americans, a segment of U.S. society that has suffered from poverty and extremely high unemployment rates for over a century.

Best Business Practices

The Choctaw Tribe Takes a Gamble

Based on the news media, it would be easy to think that business opportunities for Native American tribes fall into two categories: crafts and casinos. It’s true that the Indian Gaming Regulatory Act, passed by Congress in 1988, virtually opened the floodgates for any certified tribe that wanted to open a casino. And it’s true that tourists who visit the American Southwest often come home laden with turquoise and silver jewelry, pottery, and intricate weavings. But experts have been debating the merits of the gaming act ever since its inception because it rarely benefits the average working Native American. And there are only so many trinkets that artisans can make or tourists can buy. Perhaps that’s why Phillip Martin, chief of the Choctaw Nation in Mississippi, is viewed as a business visionary: He has managed to help his tribe build a diversified business empire over the last 20 years.


Under the leadership of Martin, the Choctaw Nation has forged a string of moneymaking ventures with annual revenues exceeding $375 million. Choctaw companies include an injection-molding business that produces every utensil used in McDonald’s restaurants throughout the Southeast, a company that manufactures automotive wire harnesses for General Motors, and a $750 million family resort that includes a golf club, campground, wellness center, 280-acre lake, concert amphitheater, and water park. The Pearl River Resort does include high-rise hotels and casinos, but they are only part of the total concept.


The Choctaw Nation’s various companies provide employment for its 8,900 tribe members and revenues from different business sectors. In fact, so many jobs are available through these companies that 60 percent of the employees on the Choctaw payroll are not even Native Americans. The new Pearl River Resort, located in central Mississippi, consists of the 300-room Hard Rock hotel and beach club—a new concept for Hard Rock—with sandy beaches, heated pools, open-air porches, live performance stages, dance areas, and a restaurant, as well as the older Silver Star and Golden Moon hotels. When the Hard Rock opens in 2006, the Pearl River Resort will employ about 5,000 people. Most of the profits from the tribe’s businesses are reinvested in its Mississippi reservation, with the goal of reducing dependence on the federal government.


Business analysts call Chief Phillip Martin amazing, but Martin is more modest about his role. “We could have sat here and been impoverished until kingdom come,” he says. Fifty years ago, the Choctaw tribe was rated the poorest reservation in the poorest state in the nation. “We demonstrated that by using ingenuity and determination, you can change your lifestyle.”

Questions for Critical Thinking

1.
In what ways does the Choctaw Nation contribute to the overall economy?

2.
Why is Martin’s strategy of diversifying—making sure the Choctaw Nation is engaged in many different businesses—important to the long-term success of the tribe?

Sources: Christina Binkley, “Hard Rock Café Will Open Hotel at Choctaw Resort in Mississippi,” The Wall Street Journal, January 23, 2003, p. B12; Donald L. Barlett and James B. Steel, “Wheel of Misfortune,” Time, December 16, 2002, pp. 43–58; John Porretto, “Choctaws Ready for Next Phase of Development,” Mobile Register, June 23, 2002, pp. F1, F4; Barbara Hagenbaugh, “Mississippi Choctaws Find Opportunity on Reservation,” USA Today, April 29, 2002, pp. 1B, 2B; “Mississippi Choctaws Enter Auto Business,” Mobile Register, February 22, 2002, p. B6.
Creating New Industries

The small-business sector also gives entrepreneurs an outlet for developing their ideas and perhaps for creating entirely new industries. Many of today’s successful high-tech firms—Microsoft, Cisco Systems, Yahoo!, and Dell—began as small businesses.

The growth of such new businesses not only provides new goods and services but also fuels local economies. The high-tech companies in California’s Silicon Valley created a need for many support services. A company called iQuantic provides human resources consulting to Silicon Valley clients, and to be close at hand, it located in a former mattress factory in San Francisco. By locating in San Francisco’s run-down Mission District, iQuantic brought money into that neighborhood.18
Another contribution of small business is its ability to provide needed services to the larger corporate community. The movement toward corporate downsizing that began in the early 1990s created a demand for other businesses to perform activities previously handled by company employees. Outsourcing such activities as security, employee benefits management, maintenance, and logistics created opportunities that were often filled by employees of small businesses.

Small businesses might begin with a shift in consumer interests and preferences and then blossom into a whole new industry. A generation ago, no one would have called cheerleading an industry. But today’s cheerleaders aren’t just yell leaders, bouncing around on the sidelines and calling out encouragement to their favorite team. Instead, they are competitive, athletic teams in their own right, often logging more practice time and travel miles than the football team. They get recruited by college scouts and compete for national championships. Various businesses have grown up around the new cheerleading trend—training camps, costume and uniform suppliers, publications. The magazine American Cheerleader was launched in 1994 and now claims 200,000 in circulation, with a readership of 1 million.19
Attracting New Industries

Community leaders realize the importance of small businesses to their cities, and successful revitalization programs have improved conditions in depressed areas by attracting new industries. A federal program called the New Markets Initiative has been proposed to target areas where more than 20 percent of residents live in poverty or where the median income is significantly below the statewide average. Businesses in those areas would be eligible for government-guaranteed loans, as well as tax incentives, such as tax credits and exemption from paying tax on certain gains.20
Businesses need more than government incentives, however. They also need access to the necessary resources, including qualified workers, reasonably priced facilities, and strong markets. Other influences on location decisions include the availability of government-funded worker-training programs, sources of financing, and positive attitudes shown by city officials and local community groups.

1. What percentage of the nation’s nonfarm workforce do small businesses employ?

2. What resources do small businesses need to survive in depressed areas?
Advantages of a Small Business

Small businesses are not simply smaller versions of large corporations. They differ greatly in forms of organization, market positions, staff capabilities, managerial styles, organizational structures, and financial resources. But these differences usually seem like strengths to small-business owners, who find many advantages in operating small businesses rather than working within large, powerful, multinational corporations. As Figure 5.2 indicates, the four most important advantages are innovation, superior customer service, lower costs, and opportunities to fill isolated niches.

FIGURE 5.2

Advantages of Small-Business Ownership
Innovation

To compete effectively with giant corporations backed by massive resources, small firms often have to find new and creative ways of conducting business. Although the DVD rental market is dominated by behemoth Blockbuster, Reed Hastings knew that there just had to be a better way. Perhaps it was that $40 late fee he had to pay when he forgot to return Apollo 13, but Hastings recalls asking himself, “How come movie rentals don’t work like a health club, where whether you use it a lot or a little, you get the same charge?” And from that question, Netflix.com, the first successful online DVD rental service, was born.

Today, the 41-year-old Californian heads a company with more than 1,000,000 subscribers, a DVD library of 15,000 titles, and revenue approaching $50 million. DVDs are shipped to subscribers and returned by them using the U.S. Postal Service. Why not use the Internet as a distribution method? Hastings explains, “We recognized the mail is a very efficient network. It costs us 37 cents to mail the DVD. That’s 100 times cheaper than sending it over the Internet.”21
Small businesses are often fertile ground in which to plant innovative ideas for new goods and services. As a chemist in the pharmaceutical industry, Thomas E. D’Ambra saw many exciting ideas neglected because his employer lacked the resources to pursue them. D’Ambra decided that a market existed for a company that would offer research services on a contract basis to firms in the industry. His start-up business, Albany Molecular Research, focused on research and development for new drugs on a contract basis. Today, the company employs 200 chemists and tackles research projects for such industry giants as DuPont Pharmaceuticals and Eli Lilly. With his customers facing a continued shortage of talented chemists, D’Ambra foresees a strong future for Albany Molecular.22
In a typical year, small firms will develop twice as many product innovations per employee as larger firms. They also obtain more patents per sales dollar than do larger businesses. In addition, the fact that small firms are a richer source of innovations is even more evident than these statistics show because large firms are more likely to patent their discoveries.23 Key 20th century innovations that were developed by small businesses include the airplane, audiotape recorder, double-knit fabrics, optical scanner, personal computer, soft contact lens, and the zipper. One area of innovation that is likely to occupy small businesses during the early years of the 21st century is security—whether it’s the protection of information or the protection of people.

In competing with rivals like DHL, FedEx, and UPS, U.S. Postal Service management has begun to focus on specific customer groups like small businesses and work with them to design mutually beneficial services. Netflix.com’s decision to use the U.S. Postal Service to distribute its DVDs was based on analyses of cost and service quality.
Superior Customer Service

A small firm often can operate with greater flexibility than a large corporation, allowing it to tailor its product line and the services it offers to the needs of its customers. Greg Rosenberg, co-owner of Beverly’s Pet Center in Pembroke Pines, Florida, understands the importance of serving customers well. Surrounded by pet supply giants like PetsMart and Pet Supplies Plus, Beverly’s decided to focus on two things: pets and customers. “We run a clean shop and train our employees to know what they’re talking about,” says Rosenberg. When they visit the store, kids get to play with the puppies, munch free popcorn, cheer at the hamster races, and scare themselves at the edge of Beverly’s 4,000-gallon shark pond. It’s an experience that the giant discounters just can’t match. In fact, when the local PetsMart abandoned its location a few miles away, Beverly’s moved in.24
Low Costs

Small firms may be able to provide goods and services at prices that large firms cannot match. Small businesses usually minimize their overhead costs—costs not directly related to providing specific goods and services—which allows them to earn profits on lower prices. Many small businesses avoid rent and utility expenses by operating out of the owners’ homes. In addition, these firms often carry little or no inventory, further reducing total operating costs.

A typical small business sets up a lean organization with a small staff and few support personnel. The lower costs of maintaining a small permanent staff can provide a distinct advantage for a small business. Instead of hiring high-income attorneys and accountants as permanent staff members, small-business owner-managers typically hire these professionals when needed for special projects or as outside consultants. This approach typically helps to hold down payroll costs for the small business.

Another source of cost savings is the quantity and quality of work performed by the business owner. Entrepreneurs typically work long hours with no overtime or holiday pay. In addition, their family members may contribute services at little or no pay as bookkeepers, laborers, receptionists, production assistants, and delivery personnel.

They Said It

In the end, a vision without the ability to execute is probably an hallucination.

—Stephen M. Case (b. 1958) Former Chairman, AOL Time Warner
Filling Isolated Market Niches

Large growth-oriented businesses tend to focus on major segments of the overall market. The growth prospects of market niches are simply too limited and the expenses involved in serving them too great to justify the time and effort. Because high overhead costs force large firms to set minimum sizes for their target markets, small underserved market niches have always attracted small businesses that are willing and able to serve them.

Schylling Toys is celebrating its 30th birthday in 2005. The family-owned company specializes in toy revivals from the past—toys made of wood, tin, and other natural elements that today’s children still enjoy. Jack-in-the-boxes, porcelain tea sets, and wooden pull and wind-up toys are just a few of the 400 classic items in the Schylling catalog. But managers Jack, Dave, and Tom Schylling realized that their little $20-million toy company would always be small potatoes compared with industry giants Mattel and Hasbro. Then Dave had a dramatic idea: Why not contact Warner Brothers and try to license rights to a few products based on the Harry Potter books that the industry leaders weren’t likely to pursue? So the brothers proposed to pay a royalty on the sales of these items, and Warner agreed. Next, they produced a Harry Potter toy catalog and made a distribution deal with Starbucks. The Schyllings never strayed from their core business as a specialty toy maker, yet the success of the Harry Potter deal put them in a whole different league.25
In addition to filling smaller niches, certain types of businesses prefer to work with small organizations. Many service businesses illustrate this point. In a small medical practice or accounting firm, you are more likely to know who is providing the service you receive. Finally, economic and organizational factors may dictate that an industry consist primarily of small firms. Upscale restaurants and personal shopping services are typically small-business operations, keeping the owners in close contact with their customers.

1. How are small businesses able to offer superior customer service?

2. How do small businesses keep costs down?

3. Why are small businesses able to fill isolated market niches?
Disadvantages of a Small Business

Although small businesses bring a number of strengths to the competitive marketplace, they also have disadvantages in competing with larger, more established firms. A small business may find itself especially vulnerable during an economic downturn, since it may have accumulated fewer resources than its larger competitors to cushion a sales decline.

The primary disadvantages facing today’s small businesses include management shortcomings, inadequate financing, and government regulations. These issues—quality and depth of management, availability of financing, and ability to wade through government rules and requirements—are so important that firms with major deficiencies in one or more areas may find themselves in bankruptcy proceedings. As Figure 5.3 shows, almost one new business in four will permanently close its doors within two years of opening them, and 62 percent will fail within the first six years of operation. By the tenth year, 82 of every 100 businesses will have gone under. Although highly motivated and well-trained business owner-managers can overcome these potential problems, they should thoroughly analyze whether one or more of these problems may threaten the business before deciding to launch the new company.

FIGURE 5.3

Rate of Business Failures

Source: Dave Marcum, Steve Smith, and Mahan Khalsa, BusinessThink. Hoboken, NJ: John Wiley & Sons, 2002, p. 1; Joyce M. Rosenberg, “Biggest Small-Business Mistake? No Planning,” Mobile Register, April 28, 2002, p. F3.
Management Shortcomings

Among the most common discoveries at a postmortem examination of a small-business failure is inadequate management. Business founders often possess great strengths in specific areas such as marketing or interpersonal relations, but they may suffer from hopeless deficiencies in others like finance or order fulfillment. Large firms recruit specialists trained to manage individual functions; small businesses frequently rely on small staffs who must be adept at a variety of skills.

An even worse result frequently occurs when people go into business with little, if any, business training. Some new businesses are begun almost entirely on the basis of what seems like a great idea for a new product. Managers assume that they will acquire needed business expertise on the job. All too often, the result is business bankruptcy.
If you are seriously contemplating starting a new business, heed some words of warning. First, learn the basics of business. Second, recognize your own limitations. Although most small-business owners recognize the need to seek out the specialized skills of accountants and attorneys for financial and legal assistance, they often hesitate to turn to consultants and advisers for assistance in areas such as marketing, where they may lack knowledge or experience.

Founders of new businesses frequently struggle with an all too common ailment: the so-called “rose-colored-glasses syndrome.” Filled with excitement about the potential of newly designed products, they may neglect important details like marketing research to determine whether potential customers share their excitement. Individuals considering launching a new business should first determine whether the proposed product meets the needs of a large enough market and whether they can convince the public of its superiority over competing offerings.

Inadequate Financing

Another leading cause of small-business problems is inadequate financing. Often, first-time business owners start up with the assumption that their firms will generate enough funds from the first month’s sales to finance continuing operations. Building a business takes time, though. Employees must be trained, equipment purchased, deposits paid for rent and utilities, and marketing dollars spent to inform potential customers about the new firm and its product offerings. Even a one-person, home-based business has start-up expenses—such as a new computer or additional phone lines—especially if the entrepreneur has already left his or her full-time job to pursue a business dream. Unless the owner has set aside enough funds to cover cash shortfalls during the first several months in which the business is becoming established, the venture may collapse at an early stage.

After surviving the cash crunch that often accompanies the first months of operation, a business must confront another major financial problem: uneven cash flows. For most small and large businesses, cash inflows and outflows do not display even patterns; instead, they fluctuate greatly at different times of the year. Small retail outlets generate much of their annual sales revenues during the December holiday period. Florists make most of their deliveries during three holidays: Valentine’s Day, Easter, and Mother’s Day. Large firms may build up sufficient cash reserves to weather periods of below-average sales, or they can turn to banks and other lenders for short-term loans; business start-ups often lack both cash balances and access to sources of additional funds.
But small firms rely less on debt for financing than large businesses do, with less than half of small companies borrowing money at least once during the course of a year.26 And many small-business owners have found an unlikely solution for quick, short-term loans: credit cards. As Figure 5.4 shows, credit cards, despite their relatively high interest rates, are an important source of financing for small businesses. The heaviest users of credit cards for business financing are tiny firms with fewer than 10 employees. If a small-business owner has a good credit record with a consumer credit card, he or she will have relatively easy approval for a corporate credit card. Even if the business owner doesn’t have the best credit history, he or she will be more apt to win approval on a credit card than on a traditional business loan.27 As discussed later in this chapter, small-business owners may have other sources of financing as well.

FIGURE 5.4

Sources of Small-Business Financing

*Trade credit is purchasing goods or equipment from a supplier who finances the purchase by delaying the date of payment for those goods. 

†A line of credit is an agreement between a bank and a borrower, indicating the maximum amount of credit the bank will extend to the borrower.

‡Total exceeds 100 percent because businesses typically use more than one source of financing.
Source: Data from Office of Advocacy, U.S. Small Business Administration, “The Facts about Small Business,” p. 9, accessed from the SBA Web site, http://www.sba.gov/advo, January 14, 2004.
Inadequate financing can compound management shortcomings by making it more difficult for small businesses to attract and keep talented people. Typically, a big company can offer a more attractive benefits package and a higher salary. During the wave of dot-com start-ups, many people decided to take a chance and work for these companies, which often offered stock options—the right to buy stock in a firm at a lower price—in place of higher salaries or better benefits. If a company succeeded, its employees could become very rich. If it failed, its workers were not only left without profits, but they were often left without jobs.

With less money to spend on employees, successful small companies need to be more creative. Ronald Richey, who runs Precision Plastics, an injection-molding plant in Columbia City, Indiana, watched one-fifth of his employees quit each year. Lacking sufficient employees to operate the factory, he had to keep some of his machinery idle every week. Richey tried better communication and hiring temporary workers, but nothing worked. Then he thought of an innovative arrangement: If employees would work five six-hour shifts without lunch breaks, he would pay them 40 hours’ wages each week for 30 hours of work. Two weeks into the new plan, turnover plummeted—and quality improved. Even with what is effectively a higher pay scale, Precision’s profits have grown.28

Business Tool Kit

Obtaining Financing for a Small Business

When it comes to obtaining financing for your business, you have alternatives besides setting up a lemonade stand. Funding for the earliest stages of a business is called seed capital and usually comes from savings and credit cards. However, be sure to explore all of your alternatives before taking on too much personal debt.
n
Mom and Dad. Who else believes in you and your idea wholeheartedly? Ask other relatives as well, especially those looking for a good financial investment. As with any business dealings, be professional and provide a written agreement between you and a parent, sibling, or relative—and always keep your word.

n
Banks and credit unions. Banks and other financial institutions offer small-business loans with varying terms and generally provide five types of small-business credit: lines of credit, term loans, leasing, real estate financing, and credit cards. When you approach a bank or credit union for a loan, be aware that you will need to have a solid business plan to convince them that you are a good credit risk.
n
Small Business Administration (SBA) loans. The Basic 7(a) Loan Guaranty Program is the SBA’s most popular loan program; the SBA also offers a Certified Development Company (504) Loan Program, which offers a more long-term approach. Go to http://www.sba.gov for more information.
n
Angel investors. Angel investors—individuals with money to spare and a taste for vicarious entrepreneurship—are another option when a business needs only $250,000 to $750,000 in start-up capital. Good sources for locating “angels” include banks, local chambers of commerce, and local or regional business journals.

n
Venture-capital funding. Venture capitalists (VCs) invest through money management funds or make direct capital investments in a growing business. VCs are not the best source of financing if you’re looking for only $10,000 to $50,000, and the terms they offer entrepreneurs are not always good. Also, they will have specific performance requirements and can play an intimate role in developing and expanding your business, so make sure you partner with a VC that shares your vision and values.

Entrepreneurs also have a wide variety of nonbank financing options, including commercial finance companies, credit unions, life insurance companies, and credit card firms. Other options include taking out a second mortgage on your home, partnering with a larger company, securing a community development loan, and finding other people who may be willing to make cash investments in your company in exchange for a share of ownership.

Sources: Rod Kurtz, “From One Company to Another: Start-ups,” Inc., June 2003; Harris Collingwood, “The Private-Capital Survival Guide,” Inc., March 2003; Helen Langan, “Searching for Business Financing,” Utah Business, November 2002, p. 48.
Government Regulation

Small-business owners often complain bitterly about excessive government regulation and red tape. Paperwork costs alone account for billions of small-business dollars each year. A large company can better cope with requirements for forms and reports. These firms may decide that it makes economic sense to hire or contract with specialists in specific types of regulation, such as employment laws and workplace safety regulations. Small businesses often struggle to absorb the costs of government paperwork because of their more limited staff and budgets. Some small firms close down for this reason alone.

Recognizing the burden of regulation on small businesses, Congress sometimes exempts the smallest companies from certain regulations. Except for manufacturers, companies with 10 or fewer employees are exempt from some data-collection requirements of the Occupational Safety and Health Administration. Most small-business owners comply with employment and other laws, believing that such compliance is ethically correct and fosters better employee relations than trying to determine which regulations don’t apply to a small business. To help small businesses comply with employment laws, the U.S. Department of Labor provides forms and guidelines at its “eLaws Advisors” Web page, http://www.dol.gov/elaws/. Employers can also file these forms online.

Taxes are another burdensome expense for a small business. In addition to local, state, and federal income taxes, employers must pay taxes covering workers’ compensation insurance, Social Security payments, and unemployment benefits. Although large companies have similar expenses, they generally have more resources to cover them.

1. What are the two most important things new business owners should learn about managing a business?

2. What are some sources for small-business financing?

3. How does government regulation affect small businesses?
Increasing the Likelihood of Business Success

In spite of the challenges just discussed, many small businesses do succeed. How can a prospective owner gain the many advantages of running a smaller firm while also overcoming the disadvantages? Most successful entrepreneurs believe that two recommendations are critical:

•
Develop a business plan.

•
Use the resources provided by such agencies as the Small Business Administration, local business incubators, and other sources for advice, funding, and networking opportunities.

Creating a Business Plan

Perhaps the most important task a would-be business owner faces is creating a business plan. An effective business plan can mean the difference between a company that succeeds and one that fails. A business plan is a written document that provides an orderly statement of a company’s goals, the methods by which it intends to achieve these goals, and the standards by which it will measure achievements.

business plan written document that provides an orderly statement of a company’s goals, the methods by which it intends to achieve those goals, and the standards by which it will measure achievements.
Plans give the organization a sense of purpose. They provide guidance, influence, and leadership, as well as communicate ideas about goals and the means of achieving them to associates, employees, lenders, and others. In addition, they set standards against which achievements can be measured. Planning usually works best when an entire organization participates in the process. Planning can include good ideas presented by employees and can also communicate information while making everyone feel a part of the team.

Although no single format best suits all situations, a good small-business plan will include a detailed time frame for achieving specific goals, projections of money flows (both income received by the business and funds disbursed to pay expenses), and units for measuring achievement (sales, profits, or changes in market share). A business plan should also cover the methods by which the firm will achieve specific goals, procedures it will follow, and values that define important standards for conduct. Perhaps most important, the plan should always be open to revision.

Business Tool Kit

Managing Your Time

Learning how to effectively manage your time begins long before your first professional job. Part of the college experience involves developing good time management skills to juggle schoolwork, social activities, athletics, rest, and family obligations. Here are a few universal time management techniques:

1. Start by deciding which of your tasks or appointments are most important. In college, this includes studying for tests, writing papers, and completing projects. In the professional world, this might take the form of finishing a report, preparing a presentation, or making an important phone call.

2. Plan your week ahead of time and distribute your tasks evenly so that you don’t fall behind. This is especially important when you have multiple tasks to complete. Seeing them all in a broad context will help you be more realistic.

3. Once you make a plan, stay with it. Distractions will certainly arise, so be sure you are realistic in how much time you allocate to each task. Now is a good time to develop discipline.

4. Work in places where you are most productive. For some, a dorm room is the best place to study; for others, a quiet library or empty classroom works best. The same principle holds true in the business world. If you have a project that needs your total attention, get away from your cubicle and find an empty conference room or arrange with your supervisor to work at home.

5. If you need extra help in managing your time, get it. Check out electronic schedulers, palm devices, or time management courses. If you rely on an electronic scheduler, though, be sure to schedule time for updating the scheduler.

6. Pay particular attention to how much time you spend on the Internet. Surfing the Web can waste a lot of valuable time. If necessary, keep a record or evaluate the History section of your browser. Set a time usage limit, and when that time is up, move on to something else.

7. Don’t forget to leave room in your schedule for a little R&R or “staring at the wall” time. Working on hobbies, reading, watching movies, and hanging out with friends are as important as meeting all your deadlines—maybe more so. Don’t forget that everyone needs downtime ... even those who are time management experts!

Sources: “Reclaim Your Day from the Internet,” Essential Assistant, May 2003, p. 6; Ihor Dlaboha, “Managing Your Time: Effectiveness Tops Efficiency,” ID: The Information Source for Managers and DSRs, February 2002, p. 28.
Before writing a business plan, a business owner should answer some questions:

•
How would you explain your idea to a friend? How does your idea differ from those behind existing businesses?

•
What purpose does your business serve?

•
What is the state of the industry you are entering?

•
Who will your customers or clients be?

•
How will you market the firm’s goods or services?

•
How much will you charge?

•
How will you finance your business?

•
How will you measure your firm’s success or failure at specific time intervals?

•
What credentials qualify you to run this business?

The name of a proposed business deserves special attention. Does the name reflect the firm’s goals? Is it already registered by someone else? Does it convey any hidden meanings to other people? What does it mean phonetically in other languages? Is it offensive to any religious or ethnic groups? Recently, some established companies have changed their names to better reflect their businesses or correct public misperceptions. Tobacco products giant Philip Morris was aware that its corporate name carried a negative image among millions of nonsmokers—as well as a stock price considerably lower than other firms generating similarly high earnings. And with the addition of Kraft Foods, it knew that the name no longer reflected accurately the extent of the company’s product lines. In 2003, Philip Morris selected a new name, a name completely unrelated to its products: Altria. The results of such name changes have sometimes been humorous. Tricon Global Restaurants, owner of Pizza Hut, Taco Bell, and KFC, acquired Long John Silver’s and A&W food chains and thought that it needed to get rid of the “tri” part of its name. After much debate, it settled on its new name: Yum! Brands.

Although the business plan for the formation of Compaq Computer has been widely reported to have been drawn on a table napkin during a restaurant meal, 21st century plans are used for a number of critical purposes in a business launch. They are likely to be considerably longer and involve time, thought, and inputs from numerous people involved in forming the new enterprise.

© Seiko Instruments Inc.
It is important to do research before starting a business. Trade journals are excellent sources of industry-related information. The Small Business Development Centers (SBDC) on many college campuses, the Small Business Administration in Washington, DC, many local chambers of commerce, and your local library can also assist in this research. An entrepreneur may gain useful insights by talking to suppliers in the industry and to local licensing authorities. How many similar businesses have succeeded? How many have failed? Why? What risks are specific to your industry? What markups are typical in the industry’s pricing structure? What are common levels of expenses and profit percentages? Another way to gather information is to shop the competition.

A business plan typically includes the following components:

•
An executive summary that briefly answers the who, what, why, when, where, and how questions for the business

•
An introduction that includes a general statement of the concept, purpose, and objectives of the proposed business

•
Separate financial and marketing sections that describe the firm’s target market and marketing plan as well as detailed financial forecasts of need for funds and when the firm is expected to achieve breakeven—the level of sales at which revenues equal costs

•
Résumés of principals—especially in plans written to obtain financing

Within its sections, a business plan should also cover some other topics. It should indicate whether the firm will be organized as a sole proprietorship, partnership, or corporation, and it should identify when it will need to hire employees. Other important facts are job descriptions for employees; the lines of authority in the business; a risk management plan, including detailed information on insurance; a list of suppliers with methods for assessing their reliability and competence; and a policy for extending credit to customers. Business plans are discussed in more detail in Appendix C, “Developing a Business Plan,” and on the Contemporary Business Web site.

Since business plans are essential tools for securing outside funds, the financial section requires particular attention to detail. If the plan becomes part of a request for financing, the lender will examine the owner’s management skills and experience, the major risks associated with the enterprise, available collateral, and the firm’s ability to repay the loan. Potential outside investors are more likely to evaluate its potential for profits and growth and place less emphasis on downside risks.

In addition to cash flow, a business plan should project a detailed profit-and-loss statement. It must also state all assumptions it makes about the conditions under which the firm will operate. The assembled plan should be neat and easy to use. It should include a table of contents so that readers can turn directly to the parts that most interest them. Also, the format should be attractive, easy to read, and professional.

They Said It

Rich people plan for four generations. Poor people plan for Saturday night.

—Gloria Steinem (b. 1934) American feminist and journalist
Small Business Administration

Small businesses can also benefit from using the resources provided by the Small Business Administration (SBA). The SBA is the principal government agency concerned with helping small U.S. firms, and it is the advocate for small businesses within the federal government. Over 3,000 employees staff the SBA’s Washington headquarters and its regional and field offices. The primary operating functions of the SBA include providing financial assistance, aiding in government procurement matters, and providing management training and consulting.

Small Business Administration (SBA) federal agency that assists small businesses by providing management training and consulting, financial advice, and support in securing government contracts.
Financial Assistance from the SBA  Contrary to popular belief, the SBA seldom provides direct business loans. Its major financing contributions are the guarantees it provides for small-business loans made by private lenders, including banks and other institutions. Direct SBA loans are available in only a few special situations, such as natural disaster recovery and energy conservation or development programs. Even in these special instances, a business applicant must contribute a portion of the proposed project’s total cost in cash, home equity, or stocks to qualify.

The SBA also guarantees microloans of less than $25,000 to start-ups and other very small firms. Microloans may be used to buy equipment or operate a business but not to buy real estate or pay off other loans. These loans are available from nonprofit organizations located in most states. Other sources of microloans include the federal Economic Development Administration, some state governments, and certain private lenders, such as credit unions and community development groups.

Small-business loans are also available through SBA-licensed organizations called Small Business Investment Companies (SBICs). SBICs use their own capital, supplemented with government loans, to invest in small businesses. Like banks, SBICs are profit-making enterprises, but they are likely to be more flexible than banks in their lending decisions. Well-known companies that used SBIC financing when they were start-ups include Apple Computer, Callaway Golf Co., America Online, Federal Express, Intel, and Sun Microsystems.

Another financial resource underwritten by the SBA is the Angel Capital Electronic Network (ACE-Net), which matches entrepreneurs looking for start-up capital with potential investors willing to exchange their money and advice for partial ownership of the company. Entrepreneurs post information about their businesses on ACE-Net’s Web site, where potential investors can review it. Interested parties contact the firms. The goal is to help businesses seeking smaller amounts of capital than those typically handled by bigger investment firms. Some of these investors are easily identified by the names of their investment firms, such as California-based Angel Strategies and New Mexico-based The Gathering of Angels. But the recent economic downturn saw even investors being forced to tighten their belts. During the early years of the early 21st century, investors who continued to supply funds to small businesses scaled back their expectations for return on investment, but they still insisted that entrepreneurs make every effort to bring home strong sales and profits.29
Other Specialized Assistance  Although government purchases represent a huge market, small companies have difficulty competing for this business with giant firms, which employ specialists to handle the volumes of paperwork involved in preparing proposals and completing bid applications. Today, many government procurement programs specifically set aside portions of these orders for small companies; an additional SBA role is to assist small firms in securing these contracts. With set-aside programs, certain government contracts (or portions of those contracts) are restricted to small businesses. Every federal agency with buying authority must maintain an Office of Small and Disadvantaged Business Utilization to ensure that small businesses receive a reasonable portion of government procurement contracts. To help connect small businesses with government agencies, the SBA’s Web site offers the Procurement Marketing & Access Network (PRO-Net&trade), which includes a search engine for finding business opportunities as well as a chance for small businesses to provide information about themselves.

Set-aside programs are also common in the private sector, particularly among major corporations. Figure 5.5 illustrates how the Boeing Co. encourages owners of small, minority, and women-owned businesses to join the thousands of other subcontractors working with the aerospace firm on the thousands of major projects it is involved with.

FIGURE 5.5

Boeing: Taking a Proactive Position in Encouraging Small, Minority, and Women-Owned Businesses to Become Subcontractors on Company Projects

Courtesy of The Boeing Company
In addition to help with financing and government procurement, the SBA delivers a variety of other services to small businesses. It provides information and advice through toll-free telephone numbers and its Web site. Through the Service Corps of Retired Executives (SCORE), volunteers share business advice based on their years of experience. The SBA also offers hundreds of publications at little or no cost, and it sponsors popular conferences and seminars. But the agency does not have unlimited funds. “We must work within budget parameters,” says former SBA head Hector Barretto, Jr. “We do not have blank checks to write. The SBA is at a crossroads.”30

Business Incubators

In recent years, local community agencies interested in encouraging business development have implemented a concept called a business incubator to provide low-cost shared business facilities to small start-up ventures. A typical incubator might section off space in an abandoned plant and rent it to various small firms. Tenants often share clerical staff, computers, and other business services. The objective is that, after a few months or years, the fledgling business will be ready to move out and operate on its own.

business incubator organization that provides low-cost, shared facilities on a temporary basis to small start-up ventures.
Hundreds of business incubator programs operate nationwide. About half are run by not-for-profit organizations, including industrial development authorities. The remainder are divided between college- and university-sponsored incubators and business-run incubators.31 These facilities offer management support services and valuable management advice from in-house mentors. Operating in an incubator gives entrepreneurs easy access to such basic needs as telephones and human resource experts. They also can trade ideas with one another.

Large Corporations Assisting Small Businesses

Corporate giants often devise special programs aimed at solving small-business problems. In doing so, they are not acting out of humanitarian interests. Instead, they recognize the size of the small-business market, its growth rate and buying power, and the financial rewards for firms that support small businesses. Figure 5.6 highlights a unique savings program offered by OPEN: The Small Business Networksm from American Express. OPEN: The Small Business Network is designed to help small-business funders better manage cash flow. Through the OPEN Network, for example, customers can now more easily manage their accounts through an online tool called the “financial dashboard.” These customers can also access a wide range of flexible payment options, including charge and credit cards and loans and leases, and network with their peers through a free program called OPEN Dialoguesm.

FIGURE 5.6

American Express: A Large Firm Providing Specialized Financial Services for Small Businesses

Courtesy of American Express
Another way that small businesses get help from other companies is by forming an alliance to achieve mutual goals. When Amazon.com wanted to begin offering medicines and other health and beauty aids online, it didn’t want to warehouse its own toothpaste and Tylenol. Instead, the company formed an alliance with drugstore.com. Under this arrangement, Amazon purchased a 40 percent share of drugstore.com and agreed to provide the smaller start-up with advice and visibility by featuring the online drug retailer on the Amazon Web site. Most drugstore.com employees are assigned a mentor from Amazon. The mentors help solve problems as they arise and recommend suppliers, such as a service that helped drugstore.com catalog the 16,000 items it stocks. Amazon’s CEO, Jeff Bezos, says drugstore.com’s employees were “better prepared for their launch than we were by a factor of about a million.”32
Teaming up with much bigger partners may involve risks for a small business, however. A small company loses some of the control and potential rewards it might otherwise keep, and its partner’s reputation—good or bad—can reflect on the small business. Paisley Consulting, a 43-person small business based in Cokato, Minnesota, developed an internal-auditing software product called AutoAudit. Paisley’s CEO Tim Welu was at first thrilled with his company’s alliance with then–Big Five accounting giant Arthur Andersen, which promoted Paisley’s software to its clients worldwide. Then the Enron and WorldCom scandals broke, and Andersen’s endorsement no longer looked so rosy. Welu said of the debacle, “No one would ever have guessed there was any danger in being associated with Andersen.” Luckily, the company had a termination clause in its agreement, which allowed it to free itself after 120 days notice. Welu notes that there was one upside to his association with the now-defunct firm: Many former Andersen employees landed jobs with the remaining Big Four firms, and they were knowledgeable about his software. So, word of Paisley’s software has spread—but definitely not in the way the owner first imagined.33

1. Why is the name of a new business so important?

2. Why do larger corporations assist smaller companies?
Small-Business Opportunities for Women and Minorities

The thousands of new business start-ups each year include growing numbers of women-owned firms as well as new businesses launched by African Americans, Hispanics, and members of other minority groups. The numbers of women-owned and minority-owned businesses are growing much faster than the overall growth in U.S. businesses. The people who start these companies see small-business ownership and operation as an attractive and lucrative alternative to working for someone else.

Women-Owned Businesses

In the U.S. today, more than 9 million women-owned firms provide jobs for almost 28 million people. Almost two of every five U.S. businesses are owned by women, compared with one-fourth to one- third of businesses worldwide. One of every eight of these businesses is owned by minority women.34
Women, like men, have a variety of reasons for starting their own companies. Some are driven by an idea they believe can help others. Some have a unique business idea that they want to bring to life, like Jerusha Stewart, an African American businesswoman who founded iSpiritus Soul Spa, an online and offline store that sells personal growth and well-being products.35 Others decide to strike out on their own when they lose their jobs or become frustrated with the bureaucracies in large companies. In other cases, women leave large corporations when they feel blocked from opportunities for advancement. Sometimes this occurs because they hit the so-called glass ceiling, discussed in Chapter 8. Because women are more likely than men to be the primary caregivers in their families, some may seek self-employment as a way to achieve flexible working hours so they can spend time with their families.

The fastest growth among women-owned firms is occurring in the construction, wholesale trade, transportation and communications, agribusiness, and manufacturing industries.36 One woman who created a successful manufacturing business is Karen Alvarez of Dublin, California. She got her original product idea when she was grocery shopping with her children and one child fell from the shopping cart. To prevent such accidents, which occur to thousands of children every year, Alvarez developed the Baby Comfort Strap, a simple padded strap that parents use to buckle a small child to a cart or stroller. She consulted experienced retailers and manufacturers for help in developing packaging, pricing, and testing. When the Baby Comfort Strap proved to be a reliable seller, Alvarez began a successful strategy to generate publicity about the proneness of shopping carts to result in injuries to small children. This led to widespread awareness of the problem—and about how the Baby Comfort Strap could resolve it. This publicity worked, and Alvarez was able to set up distribution throughout the U.S.37
As the number of female small-business owners have grown, they have also been able to establish powerful support networks in a relatively short time. Many nationwide business assistance programs serve women exclusively. Among the programs offered by the Small Business Administration are the Women-Owned Business Procurement program, which teaches women how to market to the federal government; the Women’s Network for Entrepreneurial Training, which matches experienced female entrepreneurs with women trying to get started; and dozens of Women’s Business Centers, which offer training and counseling in operating a business. Springboard Enterprises is a nonprofit organization based in Washington, DC, that promotes entrepreneurship and acquisition of capital for women entrepreneurs. Amy Millman, president of Springboard, assesses the small-business environment for women this way: “If you are an entrepreneur, it is always the right time to launch a business. There is great opportunity [if you] focus on the fundamentals. Remember, there is no free lunch.”38 In addition, women can find encouragement, advice, and mentors by joining organizations like the National Foundation for Women Business Owners (NFWBO) and Independent Means. The latter organization targets young women interested in starting a business.

They Said It

Whatever women do, they must do twice as well as men to be thought half as good. Luckily, this is not difficult.

—Charlotte Whitton (1896–1975) Mayor of Ottawa
Minority-Owned Businesses

Business ownership is also an important opportunity for America’s racial and ethnic minorities. A recent study reported that more than two of every three African Americans surveyed said they would like to eventually run their own business.39 In recent years, the growth in the number of businesses owned by African Americans, Hispanics, and Asian Americans has far outpaced the growth in the number of U.S. businesses overall. Figure 5.7 shows the percentages of minority ownership in major industries. The relatively strong presence of minorities in the services and retail industries is especially significant because these industries contain the greatest number of businesses.

FIGURE 5.7

Types of Businesses Owned by Racial and Ethnic Minorities

Source: Data from Office of Advocacy, U.S. Small Business Administration, “Minorities in Business,” November 2001, p.17, accessed at the SBA Web site, http://www.sba.gov/advo, January 14, 2004.

David Chu’s Nautica—one of almost 600,000 U.S. firms launched by Asians in the past 20 years—offers upscale apparel for men and women. Separate Nautica companies specialize in jeans and children’s clothing.
Hispanics are the nation’s largest group of minority business owners, followed by Asian American, African American, and Native American owners. The Small Business Administration attributes some of this pattern to recent growth in immigrants from Latin America and Asia along with the increase in their disposable income. In the last decade, disposable income for Latin Americans has grown 160 percent, nearing $600 billion nationally.40 Historically, large numbers of U.S. immigrants have started businesses. Most African American business owners were born in the U.S., compared with half of Hispanic owners and one third of Asian owners. The wave of Asian immigrants in the past two decades was followed by nearly 600,000 U.S. companies started by Chinese, Asian Indians, Pacific Islanders, and other Asians. David Chu, who came to New York City from Taiwan when his family chased the immigrant dream of a better life in the U.S., is an outstanding example of a small-business success. After attending the Fashion Institute of Technology, Chu cofounded Nautica, a major apparel maker that employs 3,500 workers.41
Even more growth lies ahead for Hispanic-owned businesses during this decade, especially as trade between the U.S. and Latin America increases under NAFTA. Also, businesses owned by Hispanics and Asian Americans are more likely to export than are U.S. businesses in general.42
Despite their progress, minority business owners still face considerable obstacles. Minority entrepreneurs tend to start businesses on a smaller scale and have more difficulty finding investors than other entrepreneurs. They rely less on bank credit than do other business owners, possibly because they have a harder time getting loans from banks. The difference is especially pronounced in the case of African American entrepreneurs. Only 15 percent of black-owned businesses borrow from banks, less than half the rate for small businesses overall. Studies have found evidence that African American applicants from equally creditworthy companies are more likely to be denied loans than applicants of other races.43

1. What are some of the sources of support for female business owners?

2. What is the second-largest group of minority business owners?

They Said It

The road to success is dotted with many tempting parking spaces.

—Anonymous
The Franchising Alternative

A major factor in the growth of small business is a unique approach called franchising. Franchising is a contractual business arrangement between a manufacturer or another supplier and a dealer. The contract specifies the methods by which the dealer markets the good or service of the supplier. Franchises can involve both goods and services; some well-known franchises are Burger King, Subway, Fantastic Sam’s, Mail Boxes Etc., Re/Max, and Blockbuster Video.

franchising contractual agreement that specifies the methods by which a dealer can produce and market a supplier’s good or service.
Starting a small, independent company can be a risky, time-consuming endeavor, but franchising can reduce the amount of time and effort needed to expand. The franchisor has already developed and tested the concept, and the brand may already be familiar to prospective customers.

The Franchising Sector

Franchising started just after the U.S. Civil War, when the Singer Co. decide to build its business by franchising retail sewing-machine outlets. The concept became increasingly popular after 1900 in the automobile industry. Automobile travel led to demand for local auto sales and service outlets as well as gasoline, oil, and tire retailers. Auto manufacturers created systems of franchised distributors and then set up local retailers in each retail location—auto dealers, gas stations, tire stores, and auto-parts retailers. Dunkin Donuts, Meineke Muffler, and Super 8 Motels also set up their distribution systems through a network of local and regional franchises.

Jani-King’s position as the world’s leading commercial cleaning franchise company with more than 9,000 franchise owners worldwide is, to a large extent, due to the continuing training and support provided by its regional support offices. Franchise fees are not fixed but are based on the amount of initial business offered by the local regional support office.
Today, the franchising concept continues its rapid growth. U.S. franchises generate sales of $1 trillion annually and employ over 8 million people. According to Entrepreneur, the No. 1 franchise is Subway, with Curves for Women (exercise centers for women) coming in second. 7-Eleven, McDonald’s, Jani-King, and Taco Bell are also on Entrepreneur’s top 10 list.44 Areas in which strong growth is likely to continue include children’s educational services like Sylvan Learning Centers, housecleaning services like Merry Maids, and lawn-care specialists like Lawn Doctor, which help time-starved but cash-rich consumers take care of their homes. In addition, the aging of the population bodes well for businesses catering to older Americans.45 Compared with U.S. businesses in general, firms owned by African Americans and Asian-owned businesses are more likely to be franchises.46 Figure 5.8 shows six of the hottest industries in which franchising growth is currently occurring.

FIGURE 5.8

The Latest Trends in Franchising by Industry

Source: Data from “Entrepreneur’s 24th Annual Franchise 500,” Entrepreneur, January 2003, p. 82.
Franchising overseas is also a growing trend for franchisors and franchisees who want to expand into foreign markets. It seems that anywhere you go in the world, you can get a McDonald’s burger. But other international franchises like Best Western, Pak Mail, Pizza Hut, and 7-Eleven are almost as common.
Some people get into franchising because they can operate their business from home, another continuing trend. Examples of these franchises include The Maids, TruGreenChemLawn, The Home Team Inspection Service, and ServiceMaster Clean.47
Franchising Agreements

The two principals in a franchising agreement are the franchisee and the franchisor. The individual or business firm purchasing the franchise is called the franchisee, a small-business owner who contracts to sell the good or service of the supplier—the franchisor—in exchange for some payment (usually a flat fee plus royalties expressed as a percentage of sales by the franchisee). The franchisor typically provides building plans, site selection help, managerial and accounting systems, and other services to assist the franchisee. The franchisor also provides name recognition for the small-business owner who becomes a franchisee. This public image is created by their familiarity with the franchise in other geographical areas and by advertising campaigns, all or part of which is paid for by contributions by the franchisees.

The franchisee purchases both tangible and intangible assets from the franchisor. A franchisor may charge a management fee in addition to its initial franchise fee and a percentage of sales or profits. Another may require contributions to a promotional fund. Total costs can vary over a wide range. A new McDonald’s franchise costs $500,000, but total start-up costs can run anywhere from $1 million to $2 million. In contrast, a Subway franchise can cost in the range of $52,000 to $155,000.48
Franchise agreements often specify that the franchisee will receive materials, equipment, and training from the franchisor. Charmain and Charles Smith bought a Fruitfull Frozen Fruit Bars franchise from Happy & Healthy Products for $28,000, financing much of the purchase price with an SBA-backed loan. Charmain, with a decade of experience in the food service business, runs the franchise. Her husband, who also has a full-time job as a corporate financial executive, provides accounting and other services. The basic agreement with Happy & Healthy Products provides the franchisees with 10 freezers, two pallets of frozen fruit and yogurt bars, and a week of training, which covers sales and the company’s products and equipment. The franchisee then sells the product to retailers to be stocked either in Fruitfull freezers or the retailer’s own freezers. The Smiths’ franchise has 43 such accounts in Georgia, including Kroger supermarkets, a chain of health clubs, and school cafeterias. The owners expect that before long, they will have 100 accounts with revenues of $75,000 to $100,000.49
Benefits and Problems of Franchising

As with any other business, a franchise purchaser bears the responsibility for researching what he or she is buying. Poorly financed or poorly managed franchise systems offer opportunities no better than those in poorly financed or poorly managed independent businesses. Although franchises are more likely than independent businesses to succeed, many franchises do go out of business. The franchising concept does not eliminate the risks of a potential small-business investment; it simply adds alternatives.

Advantages of franchises include a prior performance record, a recognizable company name, a business model that has proven successful in other locations, a tested management program, and business training for the franchisee. An existing franchise has posted a performance record on which the prospective buyer can base comparisons and judgments. Earlier results can indicate the likelihood of success in a proposed venture. In addition, a widely recognized name gives the franchisee a tremendous advantage; auto dealers, for instance, know that their brand-name products will attract particular segments of the market. A tested management program usually allows the prospective franchisee to avoid worrying about setting up an accounting system, establishing quality control standards, or designing employment application forms. In addition, most franchisors offer valuable business training. McDonald’s teaches the basics of operating a franchise at its Hamburger University in Oak Brook, Illinois. Franchise operators quickly learn to meet customer expectations by following strict guidelines for how many seconds to cook the french fries and what words to use when serving customers. By following the franchisor’s standards and building on an existing brand name, franchise operators typically can generate profits faster than an independent business owner.

Shelton Jefferson benefited from franchising when he wanted to expand his company. On his own, he had built a computer networking business. His own knowledge and experience were enough to lead the company as it provided the necessary hardware and software for computer networks, but customers were asking for training as well. Because Jefferson lacked expertise in providing training, he bought a franchise from a computer education company called The Fourth R. The franchisor helped him build computer training into a $500,000 component of his overall business.50
On the negative side, franchise fees and future payments can be a very expensive cost category. Like any business, a franchise may well be unprofitable during its first months and at times thereafter. Payments to the franchisor can add to the burden of keeping the business afloat until the owner begins to earn a profit.

Another potential drawback stems from the fact that the franchisee is linked to the reputation and management of the franchise. If customers are unhappy with their experience at one franchised sandwich shop, they might avoid stopping at another one several miles away, even if the second one is owned and operated by someone else. So a strong, effective program of managerial control is essential to maintain a franchise brand’s effectiveness. Before signing on with a franchisor, potential franchisees carefully study its financial performance and reputation and talk with current franchise owners. Sources of information include the information provided by the franchisor, as well as state consumer protection agencies, the Better Business Bureau, and the Federal Trade Commission. The FTC’s Web site includes advice for franchisees and reports of complaints against franchisors. Potential franchisees also should study the franchise agreement carefully to make sure they can succeed within the limitations of the agreement. In some instances, franchisors will decide to pursue additional sales by establishing new distribution outlets, which may compete directly with established franchisees. In today’s online business environment, it is important to ask: Does the franchisor retain the right to sell the same products online that the franchisee is trying to sell through a local outlet? Such online competition might be less of a problem for a Mexican food franchise than for a franchise that provides secretarial services.

It is important to understand that even a franchise goliath like McDonald’s can suffer from problems. Although the burger giant still serves 46 million people every day and has 30,000 restaurants in 121 countries, its profits have fallen in recent years in the wake of intense competition from Burger King, Wendy’s, and other fast-food outlets offering added variety and enhanced quality. As a result, the burger chain that its regular customers call Mickey D’s has decided to close stores that have not performed well and to slow down plans for expansion in other areas. In addition, McDonald’s has been fighting a price war with Burger King by instituting its Dollar Menu, offering various sandwiches and side orders for $1 each. Finally, it plans to alter its hamburger recipe to give it a fresher, more pleasing taste. While no one is predicting that the Golden Arches will fall, all of these changes affect franchisees. Ultimately, most likely the best-managed franchises will survive, and the weaker ones will fail.51
Finally, some people are more suited to the demands of operating a franchise than others. Any person who is considering buying a franchise must think first about whether he or she has the right personality for the endeavor. Chapter 6 features an in-depth discussion of the basic characteristics that entrepreneurs should bring to their new endeavors.

1. Distinguish between franchisor and franchisee.

2. Name some of the largest franchises.
Small Business Goes Global

As recently as five years ago, only about 3 percent of small U.S. businesses with employees were involved in exporting.52 For a small business, it is daunting to confront the global challenges, including cultural, legal, and economic barriers, described in Chapter 4. But even with this tiny percentage of small businesses engaged in exporting, small businesses play a key role in international trade. Over 95 percent of U.S. exporters are businesses with fewer than 500 employees, and they sell more than one of every four dollars’ worth of all U.S. exports. Small businesses with Asian or Hispanic owners are most likely to export.53 Also, with electronic commerce and the Internet, a small business now can enter new markets almost as easily as getting a Web address and setting up a home page.

Global Environment for Entrepreneurs

Although domestic interest in launching new business is strong, the U.S. is far from the top as the leading nation in terms of entrepreneurial activity. Based on the percentage of adults who either launched a new business last year or who currently operate a company less than 43 months old, the top prize goes to Mexico, where almost one adult in five meets the definition. Australia and New Zealand are tied for second place, following by Korea, Brazil, and Ireland. The U.S., with one adult in eight qualifying as an entrepreneur, is currently in seventh place.54
Growth Strategies for Small Businesses

Some small businesses generate much of their annual revenue from overseas sales, and the global reach of the Internet forces online companies to recognize these international markets quickly. The previous chapter identified the major online trade and exporting resources, and Chapter 7 will discuss in more detail how the Internet is contributing to the globalization of business. But globalization doesn’t necessarily mean bigger. In some cases, companies are finding that staying small in overseas markets is more profitable. With two-thirds of companies operating in the global market earning less than $1,500 annually each, firms are recognizing that producing more affordable products for local markets is a viable business approach. Jordan Kassalow, a Brooklyn-based optometrist who ran a program for preventing eye disease in Africa, India, and Central America, noticed a need for affordable, nonprescription glasses—the kind you can buy at any drug store in the U.S. Most of Kassalow’s patients couldn’t afford to pay for an eye examination, much less prescription glasses. So he founded a company called Scojo Vision, which now sells nonprescription glasses in India, Guatemala, Haiti, and El Salvador for about $2 a pair. The company is training local entrepreneurs and providing them with loans of about $75 each for a kit containing eye charts, brochures, and glasses so they can start their own small businesses.55

1. Which nation is the leader in entrepreneurial activity?

2. What is a licensing agreement?
Alternatives for Organizing a Business

Whether small or large, every business fits one of three categories of legal ownership: sole proprietorships, partnerships, and corporations. As Figure 5.9 shows, sole proprietorships are the most common form of business ownership. However, the simple number of firms organized according to each model may overstate the importance of sole proprietorships and understate the role of corporations in generating revenues, producing and marketing goods and services, creating jobs, and paying taxes. After all, a corporate giant such as Wal-Mart, with annual sales of more than $220 billion, has a huge impact on the nation’s economy, exceeding the collective effect of thousands of small businesses organized as proprietorships.

FIGURE 5.9

Forms of Business Ownership

Source: Data from U.S. Census Bureau, “Statistics about Business Size (including Small Business) from the U.S. Census Bureau,” accessed from the Census Bureau Web site, http://www.census.gov/epcd/ www/smallbus.html, January 14, 2004.
Each form offers unique advantages and disadvantages, as outlined in Table 5.2. To overcome certain limitations of the traditional ownership structures, owners may also use three specialized organizational forms: S corporations, limited-liability partnerships, and limited-liability companies. Along with the basic forms, this section will also briefly examine each of these alternatives.

Table 5.2  Comparing the Three Major Forms of Private Ownership

Form of 
Number of Ownership
Owners
Liability
Advantages
Disadvantages

Sole proprietorship
One owner
Unlimited personal 
1.
Owner retains all 
1.
Unlimited financial liability 

liability for business 

profits
2.
Financing limitations 

debt
2.
Easy to form and 
3.
Management deficiencies 



dissolve
4.
Lack of continuity 


3.
Owner has flexibility

Partnership
Two or more 
Personal assets of any
1.
Easy to form
1.
Unlimited financial liability 
owners
operating partner at
2.
Can benefit from 
2.
Interpersonal conflicts 

risk from business 

complementary 
3.
Lack of continuity 

creditors

management skills
4.
Difficult to dissolve 


3.
Expanded financial 



capacity

Corporation
Unlimited number 
Limited
1.
Limited financial 
1.
Difficult and costly to form 
of shareholders; 


liability

and dissolve 
up to 75 share-

2.
Specialized 
2.
Tax disadvantages 
holders for 


management skills
3.
Legal restrictions 
S corporations

3.
Expanded financial 



capacity 


4.
Economies of large- 



scale operations
Sole Proprietorships

The most common form of business ownership, the sole proprietorship is also the oldest and the simplest because no legal distinction separates the sole proprietor’s status as an individual from his or her status as a business owner. Although sole proprietorships are common in a variety of industries, they are concentrated primarily among small businesses such as repair shops, small retail outlets, and service providers, such as painters, plumbers, and lawn-care operations.

sole proprietorship form of business ownership in which the company is owned and operated by one person.
Sole proprietorships offer advantages that other business entities cannot. For one, they are easy to form and dissolve. (Partnerships are also easy to form, but difficult to dissolve.) A sole proprietorship offers management flexibility for the owner, along with the right to retain all profits after payment of personal income taxes. Retention of all profits and responsibility for all losses give sole proprietors the incentive to maximize efficiency in their operations.

Minimal legal requirements simplify entering and exiting a sole proprietorship. Usually, the owner must meet only a few legal requirements for starting one, including registering the business or trade name—to guarantee that two firms do not use the same name—and taking out any necessary licenses. Local governments require that certain kinds of licenses be obtained before opening restaurants, motels, retail stores, and many repair shops. Some occupational licenses require firms to carry specific types of insurance, such as liability coverage.

The ease of dissolving a sole proprietorship is an attractive feature for certain types of enterprises. This advantage is particularly important for temporary businesses set up to handle just a few transactions. For example, a part-time concert promoter could create a business to organize a single concert at a local arena.

Ownership flexibility is another advantage of a sole proprietorship. The owner can make management decisions without consulting others, take prompt action when needed, and keep trade secrets where appropriate. You’ve probably heard people say, “I like being my own boss.” This flexibility leads many business owners to prefer the sole proprietorship organization form.

A disadvantage of the sole proprietorship form is the owner’s financial liability for all debts of the business. Also, the business must operate with financial resources limited to the owner’s personal funds and money that he or she can borrow. Such financing limitations can keep the business from expanding. Another disadvantage is that the owner must handle a wide range of management and operational tasks; as the firm grows, the owner may not be able to perform all duties with equal effectiveness. Finally, a sole proprietorship lacks long-term continuity, since death, bankruptcy, retirement, or a change in personal interests can terminate it.

These limitations can make potential customers nervous about buying major goods or services from a sole proprietorship. In cases where they know the form of organization being used by their supplier, they may worry that the sole proprietor will not be around long enough or have the resources to fulfill the agreement. Douglas D. Troxel wanted to offer his services as a consultant on mainframe computers, but big companies wouldn’t sign contracts with him because he was operating as a sole proprietorship in his independent consulting business. So Troxel formed a corporation, named Serena Software in honor of his children, Sergie and Athena. His corporation began to land bigger jobs, generating enough funds for Troxel to hire a chief executive with marketing expertise. The new CEO, Richard A. Doerr, developed a marketing program with newer and more popular software applications, helping the company grow beyond $75 million in annual sales while Troxel kept customers happy by maintaining a close watch over product quality.56
Partnerships

Another option for organizing a business is to form a partnership. The Uniform Partnership Act, which regulates this ownership form in most states, defines a partnership as an association of two or more persons who operate a business as co-owners by voluntary legal agreement. The partnership was the traditional form of ownership for professionals offering services, such as physicians, lawyers, and dentists. Today, most of these service providers have switched to other organizational forms to limit personal liability.

partnership form of business ownership in which the company is operated by two or more people who are co-owners by voluntary legal agreement.
Like sole proprietorships, partnerships are easy to form. The legal requirements consist of registering the business name and taking out the necessary licenses. Partnerships also offer expanded financial capabilities in cases where each partner invests money. They also usually increase access to borrowed funds compared with sole proprietorships. Another advantage is the opportunity for professionals to combine complementary skills and knowledge. In the earlier example of Charmain and Charles Smith’s Fruitfull Frozen Fruit Bars franchise, the two franchise owners each contribute important skills. Charmain has experience as a manager in the food service business, and Charles has a financial background.

Like sole proprietorships, most partnerships have the disadvantage of unlimited financial liability. Each partner bears full responsibility for the debts of the firm, and each is legally liable for the actions of the other partners. Partners must pay the partnership’s debts from their personal funds if it ceases operations and its debts exceed its assets. Breaking up a partnership is also a much more complicated undertaking than dissolving a sole proprietorship. Rather than simply withdrawing funds from the bank, the partner who wants out must find someone to buy his or her interest in the firm.

In many states, partners can minimize some of these risks by organizing as a limited liability partnership. In many respects, such a partnership resembles a general partnership, but laws limit the liability of the partners to the value of their investments in the company.

The death of a partner also threatens the survival of a partnership. A new partnership must be formed, and the estate of the deceased is entitled to a share of the firm’s value. To ease the financial strains of such events, business planners recommend life insurance coverage for each partner, combined with a buy–sell agreement. The insurance proceeds can be used to repay the deceased partner’s heirs and allow the surviving partner to retain control of the business.

Partnerships are also vulnerable to personal conflicts. Personal disagreements may quickly escalate into business battles. Good communication is the key to resolving conflicts before they damage a partnership’s chances for success or even destroy it.

Corporations

A corporation is a legal organization with assets and liabilities separate from those of its owner(s). Although even the smallest business can choose the corporate form of organization, most people think of large companies when they hear the term corporation. In truth, many corporations are extremely large businesses.

corporation business that stands as a legal entity with assets and liabilities separate from those of its owner(s).
A few years ago, Wal-Mart, whose annual worldwide sales are currently above the $220 billion mark, passed long-time No. 1-ranked General Motors to become the largest U.S.-based corporation in terms of sales. More recently, ExxonMobil moved into second place, pushing GM down to No. 3, but still a notch above its rival, Ford Motor Co. The list of the ten largest U.S. corporations contains three more manufacturers: General Electric, IBM, and Altria, as well as banking firm Citigroup, telecommunications provider Verizon Communications, and international petroleum giant ChevronTexaco, which—like ExxonMobil—moved up the list following mergers. Annual revenues for each of the ten companies currently total more than $67 billion. Global leader Wal-Mart generates sales of over $1 billion every 33 hours!57
The corporate ownership form offers considerable advantages. First, because a corporation acquires the status of a separate legal entity, its stockholders take only limited financial risk. If the firm fails, they lose only the money they have invested. Protection also applies to legal risk. Class-action suits filed against automakers, cigarette makers, and drug manufacturers are filed against the companies, not the owners of those companies. The limited risk of corporate ownership is clearly reflected in corporate names throughout the world. While many U.S. and Canadian corporations include the Inc. designation in their names, British firms use the Ltd. abbreviation to identify their limited liability. In Australia, the abbreviation for proprietary limited—Pty. Ltd.—is frequently included in corporate names.

Corporations offer other advantages. They can draw on the specialized skills of many employees, unlike the typical sole proprietorship or partnership, for which managerial skills are usually confined to the abilities of their owners and a small number of employees. Corporations gain access to expanded financial capabilities based on the opportunity to offer direct outside investments such as stock sales.

The large-scale operation permitted by corporate ownership also results in a number of advantages for this legal form of organization. Employees can specialize in their most effective tasks. A large firm can generate internal financing for many projects by transferring money from one part of the corporation to another. Long manufacturing runs usually promote efficient production and allow the firm to charge highly competitive prices that attract customers.

One disadvantage for a corporation is the double taxation of corporate earnings. After a corporation pays federal, state, and local income taxes on its profits, its owners (stockholders) also pay personal taxes on any distributions of those profits they receive from the corporation in the form of dividends. One of the key components of the 2003 tax cut was the reduction of federal taxes of corporate dividends to 15 percent. Prior to passage of the economic stimulus legislation, people in the highest income bracket would pay more than 38 percent of any dividends received in federal taxes.

Corporate ownership also involves some legal issues that sole proprietorships and partnerships do not encounter. The number of laws and regulations that affect corporations has increased dramatically in recent years.

To avoid double taxation of business income while achieving or retaining limited financial liability for their owners, a number of firms have implemented modified forms of the traditional corporate and partnership structures. Businesses that meet certain size requirements, including ownership by no more than 75 shareholders, may decide to organize as S corporations, also called subchapter S corporations. These firms can elect to pay federal income taxes as partnerships while retaining the liability limitations typical of corporations. However, in recent years, the IRS has begun to focus on auditing S corporations, looking for those whose owners might be using artificially low pay as a method for reducing their taxes. So, while there are certain tax benefits for S corporations, such as those that came with the Job Creation and Worker Assistance Act of 2002, S corporations are now under closer scrutiny than they were in the past.58
Business owners may also form limited liability companies (LLCs) to secure the corporate advantage of limited liability while avoiding the double taxation characteristic of corporations. An LLC is governed by an operating agreement that resembles a partnership agreement, except that it reduces each partner’s liability for the actions of the other owners. Professional corporations—such as law offices, accounting firms, and physicians—use a similar approach with the abbreviation PC shown at the end of the name of the business.

1. What is a partnership?

2. What factors should new business owners consider when choosing a legal structure?
Changing Legal Structures to Meet Changing Needs

Before deciding on an appropriate legal form, someone planning to launch a new business must consider dozens of factors, such as these:

•
Personal financial situations and the need for additional funds for the business start-up and continued operation

•
Management skills and limitations

•
Management styles and capabilities for working with partners and other members of top management

•
Concerns about exposure to personal liability

Although the legal form of organization is a major decision, new business owners need not treat it as a permanent decision. Over time, changing conditions such as business growth may prompt the owner of a sole proprietorship or a group of partners to switch to a more appropriate form.

Organizing and Operating a Corporation

One of the first decisions in forming a corporation is determining where to locate its headquarters and where it will do business. This section describes the various types of corporations and considers the options and procedures involved in incorporating a business.

Types of Corporations

Corporations fall into three categories: domestic, foreign, or alien. A firm is considered a domestic corporation in the state where it is incorporated. When a company does business in states other than the one where it has filed incorporation papers, it is registered as a foreign corporation in each of those states. A firm incorporated in one nation that operates in another is known as an alien corporation where it operates. Some firms—particularly large corporations with operations scattered around the world—may operate under all three of these designations. Others, such as consulting giant Accenture, appliance maker Helen of Troy, equipment manufacturer Ingersol-Rand, and scandal-ridden Tyco, have come under heavy criticism for incorporating overseas to avoid paying U.S. taxes. This issue is discussed in the Solving an Ethical Controversy box.

Solving an Ethical Controversy

The Rush to Incorporate Overseas

Everyone wants a bargain. And everyone, consumers and companies alike, would be happier to pay fewer taxes. But in the past few years, there has been a trend toward incorporating overseas—where U.S. companies can in effect become alien corporations when they come home to do business in their own country. Why go to all the trouble of establishing headquarters in Bermuda as diversified companies like Ingersoll-Rand and scandal-ridden Tyco did? Answer: To avoid millions in U.S. tax payments. That’s because foreign companies pay U.S. taxes only on their domestic income, while U.S. companies pay taxes on worldwide income.

Should U.S. companies be allowed to incorporate overseas in order to receive tax benefits?

PRO

1. Federal tax laws put U.S. businesses at a disadvantage. “If the tax laws were different, we wouldn’t have moved in the first place,” explains Ingersoll CEO Herbert Henkel.

2. As more companies conduct business overseas, they should be allowed to incorporate wherever tax laws are most beneficial.

CON

1. If U.S. companies want to receive the benefits of being American corporations, they should pay U.S. taxes. “It’s simply outrageous that there’s this corporate rush to put up a shingle in Bermuda and still put a USA stamp on their products,” says Congressman Richard Neal.

2. In addition to depriving the federal budget of needed revenues that other individual and business taxpayers must make up, the legal tax dodge of overseas incorporation gives these de facto U.S. corporations a competitive advantage over other firms in their industries who pay U.S. taxes on their total revenues.

SUMMARY

Some legislators have already moved to create roadblocks to overseas incorporations, while others are moving to change U.S. tax laws. Some companies, such as toolmaker Stanley Works, have backed down from plans to move their headquarters to Bermuda.

Sources: Brett Nelson, “Whipping Post,” Forbes, January 6, 2003, p. 54; Curt Anderson, “U.S. Scrutinizes Bermuda Tax Shelters,” AP Online, March 13, 2002, http:// www.bernie.house.gov; David Cay Johnston, “U.S. Corporations Are Using Bermuda to Slash Tax Bills,” New York Times, February 18, 2002, http://www.nytimes.com.
The Incorporation Process

Suppose that you decide to start a business, and you believe that the corporate form offers the best way to organize it. Where should you set up shop? How do you establish a corporate charter? The following paragraphs discuss the procedures for creating a new corporation.

Where to Incorporate  Location is one of the most important considerations for any small-business owner. Although most small and medium-sized businesses are incorporated in the states where they do most of their business, a U.S. firm can actually incorporate in any state it chooses. The founders of large corporations, or of those that will do business nationwide, often compare the benefits provided in various states’ laws to corporations in various industries.

The favorable legal climate in Delaware and the speed and simplicity of incorporating there have prompted a large number of major corporations to organize as Delaware corporations. Over half of the companies in Fortune magazine’s list of the top 500 companies have set up operations there. This popularity has led to incorporations becoming a $400 million government-run industry in Delaware.

The Corporate Charter  Each state mandates a specific procedure for incorporating a business. Most states require at least three incorporators—the individuals who create the corporation—which opens incorporation possibilities to small businesses. Another requirement demands that a new corporation adopt a name dissimilar from those of other businesses; most states require that the name must end with the words Company, Corporation, Incorporated, or Limited to show that the owners have limited liability. Figure 5.10 lists 10 elements of the articles of incorporation that most states require for chartering a corporation.

FIGURE 5.10

Traditional Articles of Incorporation
The information provided in the articles of incorporation forms the basis on which a state grants a corporate charter, a legal document that formally establishes a corporation. After securing the charter, the owners prepare the company’s bylaws, which describe the rules and procedures for its operation.

Corporate Management

Depending on its size, a corporation will have some or all of the ownership and management levels illustrated in Figure 5.11. At the top of the figure are stockholders. They acquire shares of stock in the corporation and so become part owners of it. Some companies, such as family businesses, are owned by relatively few stockholders, and the stock is generally unavailable to outsiders. In such a firm, known as a closed, or closely held, corporation, the stockholders also control and manage all activities. In contrast, an open corporation, sometimes called a publicly held corporation, sells stock to the general public, establishing diversified ownership, and often leading to larger operations than those of a closed corporation.

FIGURE 5.11

Levels of Management in a Corporation
stockholder person or organization who owns shares of stock in a corporation.
Stock Ownership and Stockholder Rights  Publicly held corporations usually hold annual stockholders’ meetings. During these meetings, managers report on corporate activities, and stockholders vote on any decisions that require their approval, including elections of officers.

Stockholders’ role in the corporation depends on the class of stock they own. Shares are usually classified as common or preferred stock. Although owners of preferred stock have limited voting rights, they are entitled to receive dividends before common-stock holders. If the corporation were dissolved, they would have first claims on assets, once debtors were repaid. Owners of common stock have voting rights but only residual claims on the firm’s assets, which means they are last to receive any income distributions (dividends). Since one share is typically worth only one vote, small stockholders generally have little influence on corporate management actions. The various types of common and preferred stock are described in detail in Chapter 18.

Board of Directors  Stockholders elect a board of directors—the governing body of a corporation. The board sets overall policy, authorizes major transactions involving the corporation, and hires the chief executive officer (CEO). Most boards include both inside directors (corporate executives) and outside directors—people who are not employed by the organization. Sometimes, the corporation’s top executive also chairs the board. Generally, outside directors are also stockholders.

board of directors elected governing body of a corporation.
Corporate Officers and Managers  The CEO and other members of top management, such as the chief operating officer (COO), chief information officer (CIO), and chief financial officer (CFO), make most major corporate decisions. Managers at the next level down the hierarchy, middle management, handle the ongoing operational functions of the company. At the first tier of management, supervisory personnel coordinate day-to-day operations, assign specific tasks to employees, and often evaluate workers’ job performance. The activities and responsibilities of managers at various levels in the organization are described in detail in Chapter 8.

In the past, top managers of corporations have had nearly free rein in the way they guide their companies. The firm’s CEO has traditionally played a major role in nominating candidates for board membership and often served jointly as board chairman and CEO. Recent corporate and accounting scandals were traced to a shocking lack of business ethics coupled with illegal acts of members of top management and a failure of the corporate boards to fulfill their obligations to the firm’s investors in providing adequate oversight. These failings among a number of large corporations prompted Congress to pass the Sarbanes-Oxley Act of 2002, which tightened requirements of corporate boards and required CEOs and CFOs of major corporations to certify in writing the accuracy of the firm’s financial statements. New criminal penalties were established for corporate wrongdoers. This far-reaching legislation focusing on improving corporate governance and increasing the accountability of corporate boards, top executives, and accounting firms was introduced in the “Legal Framework for Business” appendix following Chapter 4. Its impact on business will be also be discussed in the management, accounting, and finance chapters later in the text.

Employee-Owned Corporations

Another alternative in creating a corporation is employee ownership, in which workers buy shares of stock in the company that employs them. The corporate organization stays the same, but most stockholders are also employees.

The popularity of this form of corporation is growing. Since the mid-1970s, the number of employee ownerships plans has grown sevenfold—to approximately 11,400. But the number of employees participating in such plans today is nearly 34 times as many—nearly 9 million people.59 Several trends are behind the growth in employee ownership. One is that employees want to share in whatever wealth their company earns. Another is that managers want employees to care deeply about the company’s success so that they will contribute their best effort. Since human resources are so essential to the success of a modern business, employers want to build their employees’ commitment to the organization. Some of the country’s most successful public corporations, including Procter & Gamble, Lowe’s, and Southwest Air, have embraced employee ownership and watched their stock values hold up better than other companies in a slow economy. Employee-owned firms are discussed in more detail in Chapter 9.

Not-for-Profit Corporations

The same business concepts that apply to firms whose objectives include earning profits also apply to not-for-profit corporations—firms pursuing objectives other than returning profits to owners. About 1.5 million not-for-profits operate in the U.S., including charitable groups, social welfare organizations, and religious congregations. This sector includes museums, libraries, religious and human-service organizations, private secondary schools, health-care facilities, symphony orchestras, zoos, and thousands of other groups such as government agencies, political parties, and labor unions.

A good example of a not-for-profit corporation is the Pennsylvania Ballet. This Philadelphia-based organization has been at the forefront of dance in America since its founding in 1963 and is widely regarded as one of the premier ballet companies in the nation. The promotion shown in Figure 5.12 emphasizes the athleticism involved in dance and is designed to increase consumer awareness of the company and its 40 full-time dancers, increase individual and season-ticket sales, attract individual and corporate donations, and make readers aware of its Web site (http://www.paballet.org). Visitors to the site learn about upcoming performances and can purchase tickets, buy gift certificates, and shop online at the gift shop.60

FIGURE 5.12

Promotion for a Not-for-Profit Corporation
Most states have laws that set out separate provisions dealing with the organizational structures and operations of not-for-profit corporations. These organizations do not issue stock certificates, since they pay no dividends to owners, and ownership rarely changes. They are also exempt from paying income taxes.

1. Name the three categories of corporations.

2. What is the stockholders’ role in a corporation?

3. What is an employee-owned corporation?
When Businesses Join Forces

Today’s corporate world features many complex unions of companies, not always in the same industry or even in the same country. Many well-known firms have changed owners, become parts of other corporations, split into smaller units, or experienced financial bankruptcy in the wake of recent accounting and ethical scandals. Current trends in corporate ownership include mergers and acquisitions and joint ventures.

Mergers and Acquisitions (M&A)

In recent years, merger mania has hit U.S. corporations. Petroleum giants became even larger due to such megamergers as BP Amoco and ExxonMobil. Growth was also the primary motivation behind pharmaceutical giant Pfizer’s purchase of rival Pharmacia Corp. for $60 billion in stock. The acquisition meant that the world’s largest drug company added the arthritis medication Celebrex to its list of blockbuster drugs that includes Lipitor (cholesterol), Viagra (erectile dysfunction), and Zoloft (depression). The two companies also produce a number of over-the-counter products. Pfizer’s lines include everything from Listerine mouthwash and Rolaids tablets to Visine eye drops, while Pharmacia makes the Rogaine hair products and the Nicorette smoking-cessation line.61 Although M&A activity plunged during the recent recession, more than 9,000 mergers and acquisitions continue to take place annually. Consider just a few: America Online and Time Warner, Viacom and CBS, Hewlett-Packard and Compaq Computer, Sears and Lands’ End.

The terms merger and acquisition are often used interchangeably, but their meanings differ. In a merger, two or more firms combine to form one company; in an acquisition, one firm purchases the property and assumes the obligations of another. Acquisitions also occur when one firm buys a division or subsidiary from another firm. Many mergers and acquisitions cross national borders, as managers attempt to enter new markets and improve global competitiveness for their companies. Recently, Britain’s Diageo, the world’s largest producer of alcoholic beverages, sold its Burger King division to three U.S. companies. Even though the fast-food chain was second in size only to McDonald’s, Diageo decided to concentrate on its drink labels such as Johnnie Walker scotch, Smirnoff vodka, and Guinness stout.62

merger combination of two or more firms to form one company.

acquisition procedure in which one firm purchases the property and assumes the obligations of another.
Mergers can be classified as vertical, horizontal, or conglomerate. A vertical merger combines firms operating at different levels in the production and marketing process—the combination of a manufacturer and a large retailer, for instance. A vertical merger pursues one of two primary goals: (1) to assure adequate flows of raw materials and supplies needed for a firm’s products or (2) to increase distribution. Software giant Microsoft Corp. is well known for acquiring small firms that have developed products with strong market potential. Large petroleum companies often try to reduce the uncertainty of their future petroleum supplies by acquiring successful oil and gas exploration firms.

A horizontal merger joins firms in the same industry that wish to diversify, increase their customer bases, cut costs, or offer expanded product lines. Cendant, which already owned the car-rental firm Avis, recently purchased the Budget rental car company for $107 million, making Cendant the second-largest rental car company behind Enterprise.63
A conglomerate merger combines unrelated firms. The most common reasons for a conglomerate merger are to diversify, spur sales growth, or spend a cash surplus that might otherwise make a firm a tempting target for a takeover effort. Conglomerate mergers may join firms in totally unrelated industries. A company well known for its conglomerate mergers is GE, which owns television broadcaster NBC and cable programmers CNBC and MSNBC (in a venture with Microsoft), along with its businesses such as appliances, aircraft engines, and industrial products. Experts debate whether conglomerate mergers are beneficial. The usual argument in favor of such mergers is that a company has management expertise it can use to succeed in a variety of industries. However, the stock of an acquiring company often falls in price when it makes an acquisition, suggesting that investors doubt the value of this strategy. One recent pattern that emerged was that the most successful mergers—those that produced high returns for buyers a year after the merger—were those that took place in well-established industries. Some of these include Northrop Grumman and Litton Industries (aerospace and defense), Westwood One and Metro Networks (media), and Devon Energy and Pennzenergy (oil and gas).64
Joint Ventures: Specialized Partnerships

A joint venture is a partnership between companies formed for a specific undertaking. Sometimes a company enters into a joint venture with a local firm or government, sharing the operation’s costs, risks, management, and profits with its local partner. A joint venture also may enable companies to solve a mutual problem. Four U.S. pipeline companies entered into a joint venture to provide better service to the oil refineries that use their services. Their venture, called Transport4, created an online resource at which oil companies can schedule use of the pipelines and track the delivery of petroleum, which often must pass through more than one company’s pipelines to reach its destination. Transport4 collects orders and schedules petroleum shipments through the four pipeline companies’ systems. It frees customers from calling each company to negotiate and renegotiate schedules. As discussed in the previous chapter, joint ventures also offer particularly attractive ways for small firms to conduct international business, since they bring substantial benefits from partners already operating inside the host countries.

1. Distinguish between a merger and an acquisition.

2. What is a joint venture?
Public and Collective Ownership

Most business organizations are owned privately by individuals or groups of people, but municipal, state, and national governments own some firms. In addition, groups of people collectively own some companies. Public ownership is common in many industries, both in the U.S. and abroad.

Public Ownership

One alternative to private ownership is some form of public ownership, in which a unit or agency of government owns and operates an organization. In the U.S., local governments often own parking structures and water systems. The Pennsylvania Turnpike Authority operates a vital highway link across the Keystone State. The federal government operates Hoover Dam in Nevada to provide electricity over a large region.

Government-Owned Corporations

Sometimes public ownership results when private investors are unwilling to invest in what they consider a high-risk project. This situation occurred with the rural electrification programs of the 1930s, which significantly expanded utility lines in sparsely populated areas. At other times, public ownership has replaced private ownership of failed organizations. Certain functions, such as municipal water systems, are considered so important to the public welfare that government often implements public ownership to protect its citizens from problems. Finally, some nations have used public business ownership to foster competition by operating public companies as competitive business enterprises. In Bogota, Colombia, the government runs a TV and radio network, Instituto Nacional de Radio & Television, that broadcasts both educational and commercial programs. Public ownership remains common abroad, despite a general trend toward privatization.

Customer-Owned Businesses: Cooperatives

Another alternative to traditional private business ownership is collective ownership of a production, storage, transportation, or marketing organization. Such collective ownership establishes an organization referred to as a cooperative (or co-op), whose owners join forces to collectively operate all or part of the functions in their industry.

Cooperatives allow small businesses to obtain quantity purchase discounts, reducing costs and enabling the co-op to pass on the savings to its members. Marketing and advertising expenses are shared among members, and the co-op’s facilities can also serve as a distribution center.

Cooperatives are frequently found in small farming communities, but they also serve the needs of large growers of specific crops. For instance, Blue Diamond Growers is a cooperative that represents California almond growers. Retailers have also established co-ops. Ace Hardware is a cooperative of independently owned hardware stores. Financial co-ops, such as credit unions, offer members higher interest rates on deposits and lower interest rates on loans than other profit-seeking institutions could provide.

1. What is public ownership?

2. Where are cooperatives typically found?

Did You Know?

1.
Today, only one in ten U.S. families is a one-income family.

2.
The mergers and acquisitions frenzy of 1995 to 2001 was five times greater than any previous M&A boom in U.S. economic history.

3.
Encore Software Ltd. has come out with Simputer, a handheld device that recognizes Indian speech and text. It contains a Global Positioning System that allows village farm cooperatives in India to obtain current produce prices.
What’s Ahead

The next chapter shifts the book’s focus to the driving forces behind new-business formation: entrepreneurs. It examines the differences between a small-business owner and an entrepreneur and identifies certain personality traits typical of entrepreneurs. The chapter also details the process of launching a new venture, including identifying opportunities, locating needed financing, and turning good ideas into successful businesses. Finally, the chapter explores a method for infusing the entrepreneurial spirit into established businesses—intrapreneurship.

Summary of Learning Goals
1

Distinguish between small and large businesses and identify the industries in which most small firms are established.

Small businesses can adopt many profiles, from part-time, home-based businesses to firms with several hundred employees. A small business is a firm that is independently owned and operated, is not dominant in its field, and meets industry-specific size standards for income or number of employees. Small businesses operate in every industry, but retailing, services, and construction feature the highest proportions of small enterprises.

2

Discuss the economic and social contributions of small business.

Small businesses create most of the new jobs in the U.S. economy and employ the majority of U.S. workers. They provide valuable outlets for entrepreneurial activity and often contribute to creation of new industries or development of new business processes. Women and minorities find small-business ownership to be an attractive alternative to opportunities available to them in large firms. Small firms may also offer enhanced lifestyle flexibility and opportunities to gain personal satisfaction.

3

Compare the advantages and disadvantages of small businesses.

Small firms can often operate with greater flexibility than larger corporations can achieve. This flexibility allows smaller businesses to provide superior customer service, develop innovative products, and fill small market niches ignored by large firms. However, small businesses also must operate with fewer resources than large corporations can apply. As a result, they may suffer from financial limitations and management inadequacies. Taxes and government regulation can also impose excessive burdens on small businesses.

4

Describe how the Small Business Administration assists small-business owners.

The U.S. Small Business Administration helps small-business owners to obtain financing through a variety of programs that guarantee repayment of their bank loans. The SBA also assists women and minority business owners in obtaining government purchasing contracts. It offers training and information resources, so business owners can improve their odds of success. Finally, the SBA advocates small-business interests within the federal government.

5

Explain how franchising can provide opportunities for both franchisors and franchisees.

A franchisor is a company that sells the rights to use its brand name, operating procedures, and other intellectual property to franchisees. Franchising helps business owners to expand their companies’ operations with limited financial investments. Franchisees, the individuals who buy the right to operate a business using the franchisor’s intellectual property, gain a proven business system, brand recognition, and training and other support from the franchisor.

6

Summarize the three basic forms of business ownership and the advantages and disadvantages of each form.

A sole proprietorship is owned and operated by one person. While sole proprietorships are easy to set up and offer great operating flexibility, the owner remains personally liable for all of the firm’s debts and legal settlements. In a partnership, two or more individuals agree to share responsibility for owning and running the business. Partnerships are relatively easy to set up, but they do not offer protection from liability. Also, partnerships may experience problems by the death of a partner or when partners fail to communicate or establish effective working relationships. When a business is set up as a corporation, it becomes a separate legal entity. Individual owners receive shares of stock in the firm. Corporations protect owners from legal and financial liability, but double taxation reduces their revenues. Taxes paid on dividends were reduced to 15 percent by the 2003 federal tax cut.

7

Identify the levels of corporate management.

Stockholders, or shareholders, own a corporation. In return for their financial investments, they receive shares of stock in the company. The number of stockholders in a firm can vary widely, depending on whether the firm is privately owned or makes its stock available to the public. Shareholders elect the firm’s board of directors, the individuals responsible for overall corporate management. The board has legal authority over the firm’s policies. A company’s officers are the top managers who oversee its operating decisions.

8

Describe recent trends in mergers and acquisitions.

Although slowed temporarily by the recent recession, the worldwide pace of mergers and acquisitions continues to grow. U.S. corporations are spending record amounts on mergers and acquisitions. These business combinations occur worldwide, and companies often merge with or acquire other companies to aid their operations across national boundaries. Vertical mergers help a firm to ensure access to adequate raw materials and supplies for production or to improve its distribution outlets. Horizontal mergers occur when firms in the same industry join in an attempt to diversify or offer expanded product lines. Conglomerate mergers combine unrelated firms, often as part of plans to spend cash surpluses that might otherwise make a firm a takeover target.

9

Differentiate among private ownership, public ownership, and collective ownership (cooperatives).

Managers or a group of major stockholders sometimes buy all of a firm’s stock. The firm then becomes a privately owned company, and its stock is no longer publicly traded. Some firms allow workers to buy large blocks of stock, so the employees gain ownership stakes. Municipal, state, and national governments also own and operate some businesses. This public business ownership has declined, however, through a recent trend toward privatization of publicly run organizations. In a cooperative, individuals or companies band together to collectively operate all or part of an industry’s functions. The cooperative’s owners control its activities by electing a board of directors from their members. Cooperatives are usually set up to provide for collective ownership of a production, storage, transportation, or marketing organization that is important to an industry.
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Review Questions
 1. 
What is meant by the term small business? How do small businesses contribute to a nation’s economy?

 2. 
What are the advantages of a small business? What are the disadvantages?

 3. 
What are the benefits of a good business plan? Identify the major components of a business plan.

 4. 
What is the Small Business Administration? In what ways does it assist small businesses?

 5. 
Why have Hispanic Americans become the nation’s largest group of minority business owners? Why do economists predict that this growth of Hispanic-owned businesses will continue during the 21st century?

 6. 
Describe a typical franchising agreement. What are the advantages and disadvantages of a franchising agreement?

 7. 
What is a sole proprietorship? Why is this form of business ownership the most frequently used? What are its advantages and disadvantages?

 8. 
Describe how small companies may enter foreign markets.

 9. 
What is a corporation? What are the steps for creating a new corporation?

10. 
In what ways are mergers and acquisitions different? What type of merger does each of the following scenarios describe?


a. A television station in one region merges with a television station in another.


b. A large juice manufacturer merges with an orchard company.


c. An Internet company merges with a chain of department stores.

Projects and Applications
1. 
Imagine that you are preparing to write a business plan for your own idea for a new company. First, choose one of the following ideas (or come up with one of your own):


a.
An Internet retailer for bicycles, skateboards, and scooters

b.
A shop that offers homemade heat-and-serve meals


c.
An online magazine


d.
A firm that provides people to do household chores such as yard work and grocery shopping


Next, answer the questions for business owners in the Creating a Business Plan section on page 168. Once you have answered these questions, do you still think your business idea is viable? Why or why not?

2. 
Read the business page of your local or city newspaper and choose a small business that has been profiled or mentioned in the paper. What do you think makes this business successful?

3. 
Propose an idea for a business incubator in an industry that interests you. Describe where the incubator would be located, how it would function, and what it is intended to accomplish.

4. 
Livewire, the company described in this chapter’s opening vignette, has made alliances with businesses such as ski resorts and sports retailers. Describe another type of company that Livewire might make an alliance with. How might this alliance benefit Livewire? What precautions should Livewire take in entering into the alliance?

5. 
Do you think that consumers benefit from public ownership of such functions as municipal water systems and the postal service? Why or why not?

Background: Mergers between large firms seem to occur almost daily. Shareholders of the selling firm give, or tender, their shares to the acquiring firm in exchange for cash or shares of the acquiring firm. Sometimes selling firms will take actions to resist the merger. In other instances, the merger is a friendly deal. Mergers are generally categorized as one of three types: vertical, horizontal, or conglomerate. A vertical merger involves an acquiring firm buying a supplier. A horizontal merger is one in which the acquiring firms buys a competitor. A conglomerate merger, the third type, is a combination of seemingly unrelated firms.

Directions: Using the Internet or your college library, identify three recent mergers. Research each merger and answer the following questions:

1.
Which firm was the buyer?

2.
Which firm was the seller?

3.
How did the acquiring firm pay for the merger (cash, stock, or a combination)?

4.
What was the announced dollar value of the merger?

5.
Did the selling firm resist the merger or was the deal a friendly one?

6.
How would you classify the merger (vertical, horizontal, or conglomerate)?

7. 
What were some of the stated reasons for the merger?

Nothing But Net
1.
Home-based businesses. Assume you’re considering starting a small home-based business. Visit the Web site listed below and click the “Work-at-home ideas” and “Business Opportunities” links. List the five businesses that interest you the most and prepare a brief business plan.


http://www.wahm.com
2.
Franchising opportunities. Several Web sites exist to help people evaluate the possibility of owning and operating a franchise. Visit the site listed, select the “Franchising” link, and prepare a report to your class describing the four types of franchising and the five steps involved in developing a successful franchise.


http://www.betheboss.com
3.
Small-business statistics. The U.S. Small Business Administration compiles and publishes extensive statistics on small business. One report, published each year, details small-business lending activity. Visit the SBA Web site listed, and click the most recent report on small-business lending activity.


http://www.sba.gov/advo/stats/lending

After reviewing the data, answer the following questions:


a.
What is a “micro-business loan?”


b.
In total, how much money did U.S. banks lend to micro-businesses?


c.
Which five U.S.-based banks made the most micro-business loans during the 12-month period covered by the report?


d.
Which states have the most micro-business friendly banks?


Note: Internet Web addresses change frequently. If you do not find the exact sites listed, you may need to access the organization’s or company’s home page and search from there.

Case 5.1
Subway: The Nation’s No. 1 Franchise

Move over Ronald McDonald. Make room for Jared Fogle, the former college student who lost 245 pounds on a diet of Subway’s low-fat sandwiches. Subway is now the largest U.S. restaurant chain.


Subway Restaurants boasts more than 14,000 franchises in the U.S., 1,600 in Canada, and over 1,100 in other foreign countries (a total of more than 16,000 franchise locations in 74 countries around the globe). In fact, Subway also recently beat its own record for number of franchises sold in a single year—with more than 2,000 new stores opened worldwide in one 12-month period. Low start-up costs, flexibility in size, and simple equipment needs contribute to the attractiveness of Subway franchises.


Subway wasn’t always the largest franchise. The firm had the same humble beginnings shared by many small businesses. In 1965, 17-year-old Fred DeLuca and a family friend, Peter Buck, opened Pete’s Super Submarines in Bridgeport, Connecticut, with a $1,000 loan from Buck’s family. DeLuca’s goal was to earn enough to get through college. The shop limped along until 1974, when the founders changed its name to Subway and began franchising. Subway’s simple premise was to offer a fresh, more healthful alternative to fast foods such as burgers and fries.


The last few years have shown how strong Subway’s business model has remained. Despite stagnating business in the rival hamburger business (perhaps reflected by McDonald’s drop in franchise ranking), Subway has leveraged the appeal of fresh ingredients and healthy meals into average per-store sales increases of nearly 18 percent, gains that were unaffected even by the business slowdown of a sluggish economy. Subway’s executives have made it a policy to keep in touch with what customers want, continually researching and testing improved ingredients and better menus and then spending millions on clever, focused marketing campaigns designed to get the word out to many different market segments. Dieters respond to the story of Subway’s new spokesperson, Jared Fogle, while teens and nondieters like the chain’s new combinations of condiments and sauces, as well as the upgraded meats, fresh flavored breads, and updated menus.


The firm is also responsive to its franchisees. When store owners expressed dissatisfaction with Subway’s advertising in the late 1990s, the company revamped its campaign, turning same-store sales growth around. A few years later, Subway recognized the need to upgrade its image and switched ad agencies to make sure it got the right marketing message across. The successful “Eat Fresh” campaign and the popularity of Jared Fogle were the result.


Subway is determined to remain on top. Fred DeLuca attributes much of his company’s success to his management team. “We have all the leadership working hard, working together as a team to improve the organization. It’s kind of like getting everybody rowing in the same direction,” says DeLuca. “That’s provided me with a great assist—it’s not really me running the company so much as a whole team working together to move things in the right direction.”

Questions for Critical Thinking

1. Subway has benefited greatly from its franchising strategy. However, franchising also poses challenges. Identify some of the problems that Subway might encounter as it grows through franchising here and abroad.

2. How has Fred DeLuca’s approach to management helped the company stay on top?

Sources: Company Web site, http://www.subway.com, accessed January 6, 2004; “Top Ten Franchises for 2003,” Entrepreneur, January 2003, http:// www.entrepreneur.com; “Subway,” Entrepreneur, January 2003, http:// www.entrepreneur.com; “Landmark 16,000th Subway Restaurant Opens,” March 2002; Jill Carroll and Shirley Leung, “Fries with That Burger? Fewer Consumers Say ‘Yes,’” The Wall Street Journal, February 20, 2002, pp. B1, B4.
Video Case 5.2
Fresh Samantha: A Juicy Business

This video case appears on page 606. A recently filmed video, designed to expand and highlight the written case, is available for class use by instructors.

